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2008 Tax Rate Schedules 
Se 
Single—Schedule X Head of household—Schedule Z 
If taxable of the If taxable of the 
income is: But not amount income is: But not amount 
sais Saas The tales Over (| Wve eee 
$ 0 eS 025 Pie aes fe Ge oe 10% $ 0 $ 0 S/VUA5SO° Vee (coe 10% $ 0 
8,025 32,550° $ 802.50+15% 8,025 11,450 43,650 $ 1,145.00 + 15% 11,450 
32,550 78,850 4,481.25 + 25% 32,550 43,650 112,650 5,975.00 + 25% 43,650 
78,850 164,550 16,056.25 + 28% 78,850 112,650 182,400 23,225.00 + 28% 112,650 
164,550 357,700 40,052.25 + 33% 164,550 182,400 357,700 42,755.00 + 33% 182,400 
357,700 a ie 103,791.75 + 35% 357,700 357.700: Vo Pa oa 100,604.00 + 35% 357,700 
Married filing jointly or Qualifying Married filing separately—Schedule Y—2 
widow(er)—Schedule Y-1 
If taxable of the If taxable of the 
income is: But not amount income is: But not amount 
Over— over— The tax is: over— Over— over— The tax is: over— 
$ 0 CHG C50 We Ok. > aed oy. 10% $ 0 $ 0 $2°R1025 © © hear 10% $ 0 
16,050 65,100 $ 1,605.00 + 15% 16,050 8,025 32,550 $ 802.50+ 15% 8,025 
65,100 131,450 8,962.50 + 25% 65,100 32,550 65,725 4,481.25 + 25% 32,550 
131,450 200,300 25,550.00 + 28% 131,450 65,725 100,150 12,775.00 + 28% 65,725 
200,300 357,700 44,828.00 + 33% 200,300 100,150 178,850 22,414.00 + 33% 100,150 
oy 70g, a 96,770.00 + 35% 357,700 178850. ,  «.0eo. 48,385.00 + 35% 178,850 — 
2009 Tax Rate Schedules 


Single—Schedule X Head of household—Schedule Z 


If taxable of the If taxable of the 
income is: But not amount income is: But not amount 
Over— over— The tax is: over— Over— over— The tax is: Oover— . 
$ 0) =e SCA el a ee 10% $ 0 $ 0) $171,950 56) ext es 10% $ 0 
8,350 33,950 $ 835.00+15% 8,350 11,950 45,500 $ 1,195.00 + 15% 11,950 
33,950 82,250 4,675.00 + 25% 33,950 45,500 117,450 6,227.50 + 25% 45,500 
82,250 171,550 16,750.00 + 28% 82,250 117,450 190,200 24,215.00 + 28% 117,450 
171,550 372,950 41,754.00 + 33% 171,550 190,200 372,950 44,585.00 + 33% 190,200 
872.950 © OS... sack 108,216.00 + 35% 372,950 32-950 aes eee 104,892.50 + 35% 372,950 


Married filing jointly or Qualifying 
widow(er)—Schedule Y-1 


Married filing separately—Schedule Y-2 


If taxable of the If taxable of the 
income is: But not amount income is: But not amount 

Over— over— The tax is: over— Over— over— The tax is: over— 
$ 0) SF16;700'n pee teen. 10% $ 0 $ 0 $58,350" ae eee 10% $ 0 
16,700 67,900 $ 1,670.00 + 15% 16,700 8,350 33,950 $ 835.00+15% 8,350 
67,900 137,050 9,350.00 + 25% 67,900 33,950 68,525 4,675.00 + 25% 33,950 
137,050 208,850 26,637.50 + 28% 137,050 68,525 104,425 13,318.75 + 28% 68,525 
208,850 372,950 46,741.50 + 33% 208,850 104,425 186,475 23,370.75 + 33% 104,425 
372-9508 Wao. ot Lome 100,894.50 + 35% 372,950 130,475 a eee ee 50,447.25 + 35% 186,475 


Tax Formula for Individuals 


Income {broadly conceived) sccc.. fo. <-cecelclsceseeeee cl. $xX, XXX 
BGSSs [ER CULE ants ae itt a veer s,s at cites etic ols Sencha (x, XXX) 
POSS INCHING TE Peete eG Him ans uy eeiae iw Deere $XX, XXX 
Less: Deductions for adjusted gross income ...............- (x, Xxx) 
PCPUSTEG Grass INCOME: ba: valk eine swe. ce cates een $XX,XXX 


Less: The greater of— 
Total itemized deductions 


OMstancard deductions: ott. eon es te eee eee (x, Xxx) 
Less: Personal and dependency exemptions ................ (x,Xxx) 
WAXALNE INCONNE  s <5 nhs atu hak ears Ge ee eee $XX,XXX 
TAM OM TAM OLE MICONIE th”, ose fun oud te eee Co ae $ X,XXX 


Less: Tax credits (including Federal income tax 
withheld and other prepayments of Federal 
INCOM Takes trea i yos wi Pan ee ts Sey cca hes eae (xxx) 


Tarcue (Ome nnd) cance ee te. Soca eee oe OnE nae $ Xxx 


Basic Standard Deduction Amounts 


Standard Deduction Amount 


Filing Status 2008 2009 

Single 5 $ 5,450 $ 5,700 
Married, filing jointly 10,900 11,400 
Surviving spouse 10,900 11,400 
Head of household 8,000 8,350 


Married, filing separately 5,450 5,700 


Amount of Each Additional Standard Deduction 


Filing Status 2008 2009 

Single $1,350 $1,400 
Married, filing jointly 1,050 1,100 
Surviving spouse 1,050 1,100 
Head of household 1,350 1,400 
Married, filing separately 1,050 1,100 


Personal and Dependency Exemption 


2008 2009 


$3,500 $3,650 
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Home & Business 


= TaxCut Home & Business is perfect 


for preparing your personal and 
business tax returns: 


™ Access to tax advice from an 


H&R Block tax professional and hn oo 
audit protection when you e-file.” : | 
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THE LEADERSHIP YOU TRUST—THE INNOVATION YOU 
EXPECT—THE SERVICE YOU DESERVE 


South-Western Federal Taxation is the most trusted and best-selling series in college 
taxation. We are focused exclusively on providing the most useful, comprehensive, 
and up-to-date tax texts, online study aids, tax preparation tools, and printed study 
guides to help you succeed in your tax courses and beyond. 


Studying Is Easier with the Right Tools. Individual Income Taxes, 2010 Edition pro- 
vides a dynamic learning experience in and out of the classroom. Built with re- 
sources and tools that students have identified as the most important, our complete 
study system provides options for the way you learn. 


Here’s how Indwwidual Income Taxes 2010 Edition is designed to help you learn! 


PRACTICAL TAX SCENARIOS AT THE START OF EVERY 
CHAPTER... 


New! The Big Picture. Taxation comes alive at the start of each chapter. The Big 
Picture is a glimpse into the lives, families, careers, and tax situations of average indi- 
vidual filers. Each Big Picture case asks you to apply what you will learn in the upcom- 
ing chapter to develop the best tax reporting solution to these real-life dilemmas. 


THE BIG PICTURE 


A DIVIDED Polly maintains a household in which she and her unemployed husband (Nick) and 
stepdaughter (Paige) live. Paige, an accomplished gymnast, graduated from high 
HOUSEHOLD school last year. Paige has a part-time job but spends most of her time in training and 


looking for an athletic scholarship to the “right” college. In March, Nick left for parts 
unknown and has not been seen or heard from since. Polly was more surprised than 
distressed over Nick’s unexpected departure. One reaction, however, was to sell her 
wedding rings to a cousin who was getting married, The rings cost $15,000 and were 
sold for their approximate value of $8,000. 

Based on these facts, what are Polly's income tax concerns for the current year? 


_. AND PRACTICAL CONCLUSIONS TO THOSE TAX SCENARIOS 


New! Refocus on the Big Picture. Returning to the client situations introduced in 
the chapter-opening Big Picture, these end-of-chapter tax planning and reporting 
scenarios apply concepts and topics from the chapter in a reasonable and profes- 
sional solution. A What If? section then demonstrates how tax reporting might 
change as a result of potential changes in the filer’s situation—making What If? a 


valuable consideration in tax planning. 


SOUTH-WESTERN 


CENGAGE Learning” 


iv Preface www.cengage.com/taxation/swft 


What If? adds realistic 
options that spur students 
to think about how 
changes in taxpayers’ 
situations affect how they 
would file their returns. 


The Basic Tax Formula for 
Use with Form 1040 


The text carefully and 
deliberately covers the 
basic tax formula in 
these key chapters. 


REFOCUS ON THE BIG PICTURE 


Of major concern to Polly is her filing status. If she qualifies as an abandoned A DIVIDED 
spouse, she is entitled to file as head of household. If not, she isconsideredtobea =| Oe .. 
married person filing separately. Moreover, in order to be an abandoned spouse, HOUSEHOLD 
Polly must be able to claim Paige as a dependent. To be a dependent, Paige must : 
meet the requirements of a qualifying child ora qualifying relative. ; 
For qualifying child purposes, Paige must meet either the age (i.e., under age 19) 
or the full-time student (under age 24) test. (A disabled child exception seems highly 
unlikely.) Because Paige currently is not full-time student, is she under age 19? If so, 
she is a qualifying child, If Paige is not a qualifying child, is she a qualifying relative? 
Here, the answer depends on meeting the gross income test. How much did Paige 
earn from her part-time job? If her earnings are under $3,650, she satisfies the gross 
income test. Thus, if Paige can be claimed as a dependent under either the qualifying 
child or the qualifying relative category, Polly is an abandoned spouse entitled to 
head-of-household filing status. Ifnot, she is a married person filing separately. 
The sale of the wedding rings results in a capital loss of $7,000 ($8,000 — $15,000). 
Because the loss is for personal use property, it cannot be claimed for tax purposes. 


What If? ; 

Assume that Nick left for parts unknown in August (not March). Now Polly cannot 
qualify as an abandoned spouse. Her spouse lived in the home during part of the last 
six months of the year. Consequently, Polly is treated as married and cannot qualify 
for head-of-household filing status. She must file as a married person filing sepa- 
rately. The change in when Nick left will not affect the dependency issue regarding 
Paige, however. 


ORGANIZED AROUND KEY TAX CONCEPTS, 


LEARNING OBJECTIVES, AND EXAMPLES 


New! Fitting It All Together: The Income Tax Formula for Individuals. This new 
study feature introduced in Chapter 3 demonstrates how topics within the text are 
aligned, using the Income Tax Formula for Individuals as the framework. 


FIGURE 3.1 Tax Formula for Individuals (Components integrated into the text) 


Text Discussion 


Income (broadly conceived) $XX, XXX Chs. 3, 4 
Less: Exclusions (x, XXX) Ch. 5 


Gross income $XX,XXX Chs. 4, 16, 17 
Less: Deductions for adjusted gross income (x, XXX) Chs. 6-9, 11, 16, 17 
Adjusted gross income $XX,XXX 


Less: The greater of— 


Total itemized deductions Chs. 6, 9, 10, 11 
or standard deduction \ heed Ch. 3 ent 
Less: Personal and dependency exemptions (x,Xxx) Ch. 3 
Taxable income $XX,XXX Chs. 3, 12, 13 
Tax on taxable income $ x,XXXx Chs. 3, 12, 13 
Less: Tax credits (xxx) Ch. 13 
Tax due (or refund) $ XXX Chs. 3, 12, 13 


New! Chapter-Opening Tax Formula Framework Using Form 1040. The Tax Formula 
Framework for Individuals helps you organize your understanding of key topics within 
each chapter in terms of the basic tax formula and then identifies where these items 
are reported on the individual tax Form 1040. The Tax Formula Framework is a handy 
navigation tool that helps explain how tax concepts are organized. 


| 38a Check | D1 You were bor before January 2, 1944, CI Blind boxes | 
Ee erirniesy - Bk checked 39a | L 


| 42 If line 38 is over $119,975 or you provided oe inciidual 50d 
Page 36. Otherwise, multiply $3,500 by the total number of exemptions claimed on line 6d, o 
Taxable income 
Tax on taxable income (see Tax Tables or Tax Rate Schedules ) 
Less: Tax credits (including income taxes withheld and prepaid) 
Tax due (or refund) 


Updated! Examples You'll Use in Every Chapter. An average of over 40 examples 
in each chapter use realistic situations to illustrate the complexities of the tax law 
and demonstrate concepts. 


Gail is a taxpayer in the 25% tax bracket. As a result of incurring $1,000 in child care PEXAMPLE O03 2 | 


expenses (see Chapter 13 for details), she is entitled to a $200 child care credit ($1,000 
child care expenses x 20% credit rate). She also contributed $1,000 to the American 


Cancer Society and included this amount in her itemized deductions. The child care 
credit results in a $200 reduction of Gail's tax liability for the year. The contribution to 
the American Cancer Society reduces taxable income by $1,000 and results in a $250 
reduction in Gail's tax liability ($1,000 reduction in taxable income x 25% tax rate). = 


New! Homework Linked to Chapter Learning Objectives. Our interviews with stu- 
dents tell the story: for maximum learning value, homework assignments should 
refer back to specific chapter topics and sections. Each end-of-chapter Question and 
Problem is labeled with the Learning Objective(s) that appear beside key topics in 
the text margins. Now it is easier to go back to the section of the text where the con- 
cept in the homework item is covered—saving you time, better organizing your 
study, and increasing your confidence in earning a better grade. 


ONLINE RESOURCES AND STUDY TOOLS 


New! Aplia™ is an online interactive homework solution that improves learning by 
increasing student effort and engagement. Aplia for tax ensures that you stay on top 
of your coursework with regularly scheduled homework assignments. The Aplia 
assignments are derived from select end-of-chapter problems from the textbook, 
allowing you to apply what you learn. To explore the benefits Aplia offers, visit 


www.aplia.com/cengage. 


H&R BLOCK TAXCUT 


TaxCut® Home & Business + State tax preparation software automatically comes with 
new copies of this textbook to provide you with an additional tax preparation tool! 


TaxCut. More than software. Put the experience of H&R Block tax professionals on 
your side. 


Preface “ov 


Use this chapter-opening 
Framework, which shows 
the topics as they appear 

in the individual tax formula, 
to understand where on 
Form 1040 these chapter 
topics would appear. 


aplia’ 


Engage. Prepare. Educate. 


TaxCut 


Preface www.cengage.com/taxation/swft 


i} THomson reuters CH ECKPOINT® STUDENT EDITION 


Checkpoint® Student Edition  Checkpoint® Student Edition from Thomson Reuters comes with every new copy of 
this textbook to help you succeed in the tax research portion of your studies. 


3 Simple Ways Checkpoint Helps You Make Sense of All Those Taxes: 


e Intuitive Web-based design makes it fast and simple to find what you 
need. . 

e A comprehensive collection of primary tax law, cases, and rulings along 
with analytical insight you simply can’t find anywhere else. 

° Checkpoint® has built-in productivity tools such as calculators to make 
research more efficient—a resource more tax pros use than any other. 


COMPANION WEB SITE 


Companion Web Site—www.cengage.com/taxation/swft—contains legislative up- 
dates, and an array of valuable study resources that will help you earn a better grade: 


¢ Interactive quizzes are short and auto-graded to help you brush up on im- 
portant chapter topics. 

e Flashcards use chapter terms and definitions to aid you in learning tax 
terminology for each chapter. 

¢ Online glossary for each chapter provides terms and definitions from the 
text in alphabetical order for easy reference. 

° Learning objectives can be downloaded for each chapter to help keep 
you on track. 

° Tax Tips for the Recent Graduate introduce the college graduate to some 
common tax considerations that could be beneficial in reducing the 
dreaded “tax bite.” 

° Tax Updates provide the most recent tax information and major changes 
to the tax law. 

e Tax tables used in the textbook are downloadable for reference. 

e Preview the study guide before you buy! Use one chapter of the 
printed study guide free online. The study guide contains questions and 
problems with solutions for self-study, as well as chapter highlights 
that point you to the right place in the text for further study. Order it 
from your bookstore (ISBN 0-324-82916-7) or buy it online by chapter at 
iChapters.com. 


iChapters.com 


Visit iChapters.com to receive 25 percent off the price of more than 10,000 print, 
digital, and audio study tools that allow you to: 


* Practice, review, and master course concepts ... by purchasing the study 
guide or practice sets that work hand-in-hand with this textbook. 

° Join the thousands of students who have benefited from iChapters.com. 
Just search by author, title, or ISBN to select the best solution for you. 


ADDITIONAL STUDENT RESOURCES 


Study Guide, ISBN 0-324-82916-7 


Do you need more help studying for your taxation class? Order the study guide to 
receive: 


° Study Highlights—an outline of key topics for each chapter. 
° Key Terms used in the chapter. 


° Self-Quizzing with helpful, annotated answers that are keyed to pages in 
the 2010 Edition. 


Check with your bookstore or order on iChapters.com. 


Individual Practice Sets, ISBN 0-324-82915-9 
Ask your instructor about assigning these practice sets. 


Written specifically for Individual Income Taxes, 2010 Edition, these practice sets are 


comprehensive and designed to be completed near the end of the course using tax 
preparation software such as TaxCut®. 


Check with your instructor before ordering practice sets—solutions are available to 
instructors only. 


For over 30 years, the South-Western Federal Taxation Series has guided more than 
1.5 million students through the ever-changing field of Federal taxation. 


With our promise of leadership, innovation, and service, we are committed to your 
success both now and in the future. 
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Introduction and Basic 


Tax Model 


CHAPTER 
1 An Introduction to Taxation and 
Understanding the Federal Tax 


Law 


CHAPTER 
2 Working with the Tax Law 


CHAPTER 
3 Tax Formula and Tax 


Determination; An Overview of 
Property Transactions 


Part 1 provides an introduction to taxation in the 
United States. Although the primary orientation 
of this text is income taxation, other types of taxes 
are also discussed briefly. The purposes of the 
Federal tax law are examined, and the legislative, 
administrative, and judicial sources of Federal tax 
law, including their application to the tax research 
process, are analyzed. Part 1 concludes with the 
introduction of the basic tax model for the 


individual taxpayer. 


An Introduction to Taxation 


and Understanding the 
Federal Tax Law 


LEARNING OBJECTIVES 


L0.1 
Appreciate why taxation is important. 


LO.2 


Understand some of the history and 
trends of the Federal income tax. 


L0.3 


Know some of the criteria for 
selecting a tax structure; understand 
the components of a tax structure. 


L0.4 


Identify the different taxes imposed in 
the United States at the Federal, state, 
and local levels. 


LO.5 

Understand the administration of the 
tax law, including the audit process 
utilized by the IRS. 


After completing Chapter 1, you should be able to: 


L0.6 


Know some of the ethical guidelines 
involved in tax practice. 


LO.7 


Recognize the economic, social, 
equity, and political considerations 
that justify various aspects of the tax 
law. 


L0.8 

Describe the role played by the IRS 
and the courts in the evolution of the 
Federal tax system. 


er 
Pe a 
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THE BIG PICTURE 


THE FIRST 
PAYCHECK 


LO.1 


Appreciate why taxation is 
important. 


Samantha has a summer internship with an accounting firm in Atlanta. On her first _ 
day at the firm, she filled out a variety of employment-related forms. Her only previ- 
ous employment was helping out in her family’s grocery store on Saturdays while she 
was in high school. She received an allowance, but the amount was not related to the — 
number of hours she worked. For the prior three summers, Samantha attended 
summer school. 

Samantha’s monthly compensation is $5,000 (payable semimonthly). When she 
receives her first paycheck, it is for only $1,733.75. She knew that there would be 
some withholdings, but she is surprised at how much was deducted from the $2,500. 
(She is scheduled to take her two required Federal tax courses this coming academic 

ear.) 
: How would you determine if Samantha’s paycheck is for the correct amount and 
explain the difference between her gross pay and net pay? 


he primary objective of this chapter is to provide an overview of the Federal 
tax system. Among the topics discussed are the following: 
e The importance and relevance of taxation. 
e The history of the Federal income tax in brief. 
e The types of taxes imposed at the Federal, state, and local levels. 
e Some highlights of tax law administration. 
e Tax concepts that help explain the reasons for various tax provisions. 
e The influence that the Internal Revenue Service (IRS) and the courts 
have had in the evolution of current tax law. 


1.1 LEARNING AND COPING WITH TAXATION 


ROT SPEDE SP ESE SE TRE ER ES SERA EE ANE SENSE RN SERIF LEP EP PIAS 


The study of taxation is important because taxes permeate our society. Even the sim- 
plest of decisions can carry tax implications. Does it matter, for example, which son 
or daughter pays the medical bills when all of four adult children contribute to the 
support of their widowed mother? Or if you use your automobile in a business, is it 
worth your time and effort to use the actual cost method of calculating the expenses 
rather than the simpler automatic mileage method? 

Effectively coping with taxes often involves making decisions based on timing con- 
siderations. Does the employee who is trying to decide between a traditional Individ- 
ual Retirement Account (IRA) and a Roth IRA want the tax benefit up front (i.e., 
traditional) or at retirement (i.e., Roth)? Timing considerations are paramount 
when it is deemed desirable to accelerate (or defer) income or accelerate (or defer) 
deductions for any one year. 

The study of taxation teaches us not to overlook the less obvious taxes that can 
block our intended objective. A grandson inherits his grandmother’s personal resi- 
dence. He has heard that rental property can generate significant income tax bene- 
fits. But does he realize that a change of ownership may unlock an appraised-value 
freeze on the property? Or that conversion from residential to income-producing 
use will cause an increase in ad valorem taxes on realty? Thus, an attractive income 
tax result could be materially diminished by adverse property tax consequences. 

It is essential in working with taxation to maintain a balanced perspective. A cor- 
poration that is deciding where to locate a new factory does not automatically select 
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the city or state that offers the most generous tax benefits. Nor does the person who 
is retiring to a warmer climate pick Belize over Arizona because the former has no 
income tax while the latter does. Tax considerations should not control, but they 
remain one of many factors to be considered. 

The study of taxation involves reviewing a multitude of rules and exceptions and, 
when possible, trying to understand the justification for them. But the desired goal 
of this learning process is the ability to recognize issues that carry tax implications. 
Suppose, for example, that you come upon a situation that involves a discharge of 
indebtedness. If you know that forgiveness of debt results in income but there are 
exceptions to this rule, the battle is won! The issue has been identified, and the out- 
come (i.e., when an exception applies) can easily be resolved by additional research. 


1.2 History OF U.S. TAXATION 


EARLY PERIODS 


The concept of an income tax can hardly be regarded as a newcomer to the Western 
Hemisphere. An income tax was first enacted in 1634 by the English colonists in the 
Massachusetts Bay Colony, but the Federal government did not adopt this form of 
taxation until 1861. In fact, both the Federal Union and the Confederate States of 
America used the income tax to raise funds to finance the Civil War. Although mod- 
est in its reach and characterized by broad exemptions and low rates, the income tax 
generated $376 million of revenue for the Federal government during the Civil War. 

When the Civil War ended, the need for additional revenue disappeared, and 
the income tax was repealed. Once again the Federal government was able to 
finance its operations almost exclusively from customs duties (tariffs). It is interest- 
ing to note that the courts held that the Civil War income tax was not contrary to the 
Constitution. 

When a new Federal income tax on individuals was enacted in 1894, its opponents 
were prepared and were able to successfully challenge its constitutionality. The U.S. 
Constitution provided that “No Capitation, or other direct, Tax shall be laid, unless 
in Proportion to the Census or Enumeration herein before directed to be taken.” In 
Pollock v. Farmers’ Loan and Trust Co., the U.S. Supreme Court found that taxes on the 
income of real and personal property were the legal equivalent of a tax on the prop- 
erty involved and, therefore, required apportionment.’ 

A Federal corporate income tax, enacted by Congress in 1909, fared better in the 
judicial system. The U.S. Supreme Court found this tax to be constitutional because 
it was treated as an excise tax.” In essence, it was a tax on the right to do DURES in 
the corporate form. As such, it was likened to a form of the franchise tax.° The cor- 
porate form of doing business had been developed in the late nineteenth century 
and was an unfamiliar concept to the framers of the U.S. Constitution. Since a corpo- 
ration is an entity created under law, jurisdictions possess the right to tax its creation 
and operation. Using this rationale, many states still impose franchise taxes on 
corporations. 

The ratification of the Sixteenth Amendment to the U.S. Constitution in 1913 
sanctioned both the Federal individual and corporate income taxes and, as a conse- 
quence, neutralized the continuing effect of the Pollock decision. 


REVENUE ACTS 


Following ratification of the Sixteenth Amendment, Congress enacted the Revenue 
Act of 1913. Under this Act, the first Form 1040 was due on March 1, 1914. The law 
allowed various deductions and personal exemptions of $3,000 for a single 


LO.2 


Understand some of the history 


and trends of the Federal 
income tax. 


13 AFTR 2602, 15 S.Ct. 912 (USSG, 1895). See Chapter 2 for an explanation of ‘See the discussion of state franchise taxes later in the chapter. 


the citations of judicial decisions. 
2Flint v. Stone Tracy Co., 3 AFTR 2834, 31 S.Ct. 342 (USSC, 1911). 
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Federal Budget Receipts—2009 


FIGURE 1.1 


Individual income taxes 46% 
Corporation income taxes 12 
Social insurance taxes and contributions 35 
Excise taxes 3 


Other 


individual and $4,000 for married taxpayers. Rates ranged from a low of 2 percent to 
a high of 6 percent. The 6 percent rate applied only to taxable income in excess of 
$500,000!" 

Various revenue acts were passed between 1913 and 1939. In 1939, all of these rev- 
enue laws were codified into the Internal Revenue Code of 1939. In 1954, a similar 
codification of the revenue law took place. The current law is entitled the Internal 
Revenue Code of 1986, which largely carries over the provisions of the 1954 Code. 
To date, the Code has been amended numerous times since 1986. This matter is dis- 
cussed further in Chapter 2 under Origin of the Internal Revenue Code. 


HISTORICAL TRENDS 


The income tax has proved to be a major source of revenue for the Federal govern- 
ment. Figure 1.1, which contains a breakdown of the major revenue sources,’ dem- 
onstrates the importance of the income tax. Estimated income tax collections from 
individuals and corporations amount to 58 percent of the total receipts. 

The need for revenues to finance the war effort during World War II converted 
the income tax into a mass tax. For example, in 1939, less than 6 percent of the U.S. 
population was subject to the Federal income tax. In 1945, over 74 percent of the 
population was subject to the Federal income tax.° 

Certain changes in the income tax law are of particular significance in under- 
standing the Federal income tax. In 1943, Congress passed the Current Tax Payment 
Act, which provided for the first pay-as-you-go tax system. A pay-as-you-go income tax 
system requires employers to withhold for taxes a specified portion of an employee’s 
wages. Persons with income from other than wages may have to make quarterly pay- 
ments to the IRS for estimated taxes due for the year. 

One trend that has caused considerable concern is the increasing complexity of the 
Federal income tax laws. In the name of tax reform, Congress has added to this com- 
plexity by frequently changing the tax laws. Most recent legislation continues this trend. 
Increasingly, this complexity forces many taxpayers to seek the assistance of tax profes- 
sionals. At this time, therefore, substantial support exists for tax law simplification. 


1.3 CRITERIA USED IN THE SELECTION 
OF A ‘TAX STRUCTURE 


reese REED TERE EN RE I 


Se 


L0.3 


Know some of the criteria for 
selecting a tax structure; 
understand the components of 
a tax structure. 


In the eighteenth century, Adam Smith identified the following canons of taxation, 
which are still considered when evaluating a particular tax structure:’ 


° Equality. Each taxpayer enjoys fair or equitable treatment by paying taxes 
in proportion to his or her income level. Ability to pay a tax is the measure | 
of how equitably a tax is distributed among taxpayers. 


*This should be contrasted with the highest 2009 tax rate of 35%, which *Richard Goode, The Individual Income Tax (The Brookings Institution, Wash- 
applies once taxable income exceeds $372,950. ington, D.C.: 1964), pp. 2-4. 
*Budget of the United States Government for Fiscal Year 2009, Office of Man- ’ The Wealth of Nations, Book V, Chapter II, Part II (Dutton, New York: 1910). 


agement and Budget (Washington, D.C.: U.S. Government Printing Office, 
2008). 
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S Abts ‘Smit het: Too Soon: | 


| Ba ae vs 2001, the American Institute of Certified Public eT ne. tax exten oid not reduce economic 
Accountants (AICPA) issued suggestions on Federal tax pol- ~ growth and efficiency. 


_ icy. Titled Guiding Principles of Good Tax Policy: A Frame- The tax should be clear and readily understood : 
| work for Evaluating Tax Proposals, the monograph sets so that taxpayers know about it and when it 
_ forth 10 tax principles that are commonly used as indicators applies. 
of desirable tax policy. ® The tax should be structured so as to minimize 
: The first four principles are adapted from Adam Smith's noncompliance. 
The Wealth of Nations. The other six are summarized below: ' © The tax system should enable the IRS to ede 


* Thetax system should be simple. the amount and timing o revenue production. 


@ Tk hae é . Pa ear Se eee RT eae aeRO oe 
The ~ should ‘Be neutral in terms of its effect Source: Adapted from a Tax Policy Concept Statement issued by the — 
on business decisions. Tax Division of the AICPA. : 


° Convenience. Administrative simplicity has long been valued in formulating 
tax policy. If a tax is easily assessed and collected and its administrative 
costs are low, it should be favored. An advantage of the withholding (pay- 
as-you-go) system is its convenience for taxpayers. 

° Certainty. A tax structure is good if the taxpayer can readily predict when, 
where, and how a tax will be levied. Individuals and businesses need to 
know the likely tax consequences of a particular type of transaction. 

e Economy. A good tax system involves only nominal collection costs by the 
government and minimal compliance costs on the part of the taxpayer. 
Although the government’s cost of collecting Federal taxes amounts to 
less than one-half of 1 percent of the revenue collected, the complexity 
of our current tax structure imposes substantial taxpayer compliance 
costs. 


By these canons, the Federal income tax is a contentious product. Equality is pres- 
ent as long as one accepts ability to pay as an ingredient of this component. Conve- 
nience exists due to a heavy reliance on pay-as-you-go procedures. Certainty probably 
generates the greatest controversy. In one sense, certainty is present since a mass of 
administrative and judicial guidelines exists to aid in interpreting the tax law. In 
another sense, however, certainty does not exist since many questions remain unan- 
swered and frequent changes in the tax law by Congress lessen stability. Particularly 
troublesome in this regard are tax provisions that are given a limited life (e.g., 2008 
and 2009). If not extended by Congress, the provisions expire. All too often, Con- 
gress does not give the necessary approval in time, and the extension has to be 
applied retroactively. Economy is present if only the collection procedure of the IRS is 
considered. Economy is not present, however, if one focuses instead on taxpayer 


compliance efforts and costs. 


1.4 THe TAx STRUCTURE 


I ERA NFER SIS 


TAX BASE 


A tax base is the amount to which the tax rate is applied. In the case of the Federal 
income tax, the tax base is taxable income. As noted later in the chapter (Figure 1.2), 
taxable income is gross income reduced by certain deductions (both business and 


personal). 
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TAX RATES 


Tax rates are applied to the tax base to determine a taxpayer’s liability. The tax rates 
may be proportional or progressive. A tax is proportional if the rate of tax remains con- 
stant for any given income level. Examples of proportional taxes include most excise 
taxes, general sales taxes, and employment taxes (FICA, FUTA). 


EAM ELE ees Bill has $10,000 of taxable income and pays a tax of $3,000, or 30%. Bob's taxable 


income is $50,000, and the tax on this amount is $15,000, or 30%. If this constant rate is 
applied throughout the rate structure, the tax is proportional. ™ 


A tax is progressive if a higher rate of tax applies as the tax base increases. The Fed- 
eral income tax, Federal gift and estate taxes, and most state income tax rate struc- 
tures are progressive. 


 SEXAMPLR 2s If Cora, a married individual filing jointly, has taxable income of $10,000, her tax for 


2009 is $1,000 for an average tax rate of 10%. If, however, Cora’s taxable income is 
$50,000, her tax will be $6,665 for an average tax rate of 13.3%. The tax is progressive 
since higher rates are applied to greater amounts of taxable income. # 


INCIDENCE OF TAXATION 


The degree to which various segments of society share the total tax burden is diffi- 
cult to assess. Assumptions must be made concerning who absorbs the burden of 
paying the tax. For example, since dividend payments to shareholders are not de- 
ductible by a corporation and are generally taxable to shareholders, the same 
income is subject to a form of double taxation. Concern over double taxation is valid 
to the extent that corporations are not able to shift the corporate tax to the con- 
sumer through higher commodity prices. Many research studies have shown a high 
degree of shifting of the corporate income tax, converting it into a consumption tax 
that is borne by the ultimate purchasers of goods. 

The progressiveness of the Federal income tax rate structure for individuals has 
varied over the years. As late as 1986, for example, there were 15 rates, ranging from 
0 to 50 percent. These later were reduced to two rates of 15 and 28 percent. Cur- 
rently, there are six rates ranging from 10 to 35 percent. 


L0.4 1.5 Mayor Types OF TAXES 


Identify the different taxes sana eannnnnnnnannnennenmneneuenneannememasennenemmetenennenamenemmemmemmmemmmnnemenemeeneaemmememmeemmeeen 


imposed in the United States at ; ! 
the Federal, state, and local Why does a text devoted primarily to the Federal individual income tax discuss state 


levels. and local taxes? A simple illustration shows the importance of non-Federal taxes. 


| PRAM ELE OS Rick is employed by Flamingo Corporation in San Antonio, Texas, at a salary of $74,000. 


Rick's employer offers him a chance to transfer to its New York City office at a salary of 
$94,000. A quick computation indicates that the additional taxes (Federal, state, and 
local) involve approximately $12,000. = 


Although Rick must consider many nontax factors before he decides on a job | 
change, he should also evaluate the tax climate. How do state and local taxes compare? 
For example, neither Texas nor San Antonio imposes an income tax, but New York 
State and New York City both do. Consequently, what appears to be a $20,000 pay 
increase is only $8,000 when the additional taxes of $1 2,000 are taken into account. 


PROPERTY TAXES 


Correctly referred to as ad valorem taxes because they are based on value, property 
taxes are a tax on wealth, or capital. In this regard, they have much in common with 
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death taxes and gift taxes discussed later in the chapter. Although property taxes do 
not tax income, the income actually derived (or the potential for any income) may 
be relevant insofar as it affects the value of the property being taxed. 

Property taxes fall into two categories: those imposed on realty and those 
imposed on personalty, or assets other than land and buildings. Both have added 


importance since they usually generate a deduction for Federal income tax pur- 
poses (see Chapter 10). 


Ad Valorem Taxes on Realty 


Property taxes on realty are used exclusively by states and their local political subdivi- 
sions, such as cities, counties, and school districts. They represent a major source of 
revenue for local governments, but their importance at the state level has waned over 
the past few years. Some states, for example, have imposed freezes on upward revalu- 
ations of residential housing. 

How realty is defined can have an important bearing on which assets are subject 
to tax. This is especially true in jurisdictions that do not impose ad valorem taxes on 
personalty. Primarily a question of state property law, realty generally includes real 
estate and any capital improvements that are classified as fixtures. Simply stated, a 
fixture is something so permanently attached to the real estate that its removal will 
cause irreparable damage. A built-in bookcase might well be a fixture, whereas a 
movable bookcase would not be a fixture. Certain items such as electrical wiring and 
plumbing cease to be personalty when installed in a building and become realty. 

The following are some of the characteristics of ad valorem taxes on realty: 


e Property owned by the Federal government is exempt from tax. Similar 
immunity usually is extended to property owned by state and local govern- 
ments and by certain charitable organizations. 

e Some states provide for lower valuations on property dedicated to agricul- 
tural use or other special uses (e.g., wildlife sanctuaries). Reductions in 
appraised valuations may also be available when the property is subject to 
a conservation easement (e.g., a limitation on further development). 

e Some states partially exempt the homestead, or personal residence, por- 
tion of property from taxation. Additionally, modern homestead laws nor- 
mally protect some or all of a personal residence (including a farm or 
ranch) from the actions of creditors pursuing claims against the owner. 

e Lower taxes may apply to a residence owned by a taxpayer age 65 or 
older. 

e When non-income-producing property (e.g., a personal residence) is con- 
verted to income-producing property (e.g., a rental house), typically the 
appraised value increases. 

e Some jurisdictions extend immunity from tax for a specified period of 
time (a tax holiday) to new or relocated businesses. A tax holiday can back- 
fire, however, and cause more harm than good. If it is too generous, it can 
damage the local infrastructure (e.g., less funding for public works and 
education). 


Unlike the ad valorem tax on personalty (see below), the tax on realty is difficult 
to avoid. Since real estate is impossible to hide, a high degree of taxpayer compli- 
ance is not surprising. The only avoidance possibility that is generally available is 
associated with the assessed value of the property. For this reason, the assessed value 
of the property—particularly, a value that is reassessed upward—may be subject to 
controversy and litigation. . 

The history of the ad valorem tax on realty has been marked by inconsistent appli- 
cation due to a lack of competent tax administration and definitive guidelines for 
assessment procedures. In recent years, however, some significant improvements 
have occurred. Some jurisdictions, for example, have computerized their Teassess- 
ment procedures so that they will immediately affect all property located within the 


jurisdiction. 
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Several jurisdictions provide homeowners with a measure of protection from 
increased property taxes by “freezing” existing assessments and limiting future 
upward adjustments. Such restrictions on reassessments, however, do not carry over to 
the new owner when the property is sold. Thus, such measures tend to lock in owner- 
ship and restrict the mobility of those who might otherwise change residences. 


Ad Valorem Taxes on Personalty 


Personalty can be defined as all assets that are not realty. It may be helpful to distin- 
guish between the classification of an asset (realty or personalty) and the use to which 
it is put. Both realty and personalty can be either business use or personal use prop- 
erty. Examples include a residence (realty that is personal use), an office building 
(realty that is business use), surgical instruments (personalty that is business use), 
and regular wearing apparel (personalty that is personal use) s 

Personalty can also be classified as tangible property or intangible property. For 
ad valorem tax purposes, intangible personalty includes stocks, bonds, and various 
other securities (e.g., bank shares). 

The following generalizations may be made concerning the ad valorem taxes on 
personalty: 


e Particularly with personalty devoted to personal use (e.g., jewelry, house- 
hold furnishings), taxpayer compliance ranges from poor to zero. Some 
jurisdictions do not even attempt to enforce the tax on these items. For 
automobiles devoted to personal use, many jurisdictions have converted 
from value as the tax base to arbitrary license fees based on the weight of 
the vehicle. Some jurisdictions also consider the vehicle’s age (e.g., auto- 
mobiles six years or older are not subject to the ad valorem tax because 
they are presumed to have little, if any, value). 

e For personalty devoted to business use (e.g., inventories, trucks, machin- 
ery, equipment), taxpayer compliance and enforcement procedures are 
measurably better. 

e Which jurisdiction possesses the authority to tax movable personalty (e.g., 
railroad rolling stock) always has been and continues to be a troublesome 
issue. 

e A few states levy an ad valorem tax on intangibles such as stocks and 
bonds. Taxpayer compliance may be negligible if the state lacks a means 
of verifying security transactions and ownership. 


TRANSACTION TAXES 


Transaction taxes, which characteristically are imposed at the manufacturer’s, 
wholesaler’s, or retailer’s level, cover a wide range of transfers. Like many other types 
of taxes (e.g., income taxes, death taxes, and gift taxes), transaction taxes usually are 
not within the exclusive province of any level of taxing authority (Federal, state, local 
government). As the description implies, these levies place a tax on transfers of 
property and normally are determined by multiplying the value involved by a per- 
centage rate. 


Federal Excise Taxes 


Long one of the mainstays of the Federal tax system, Federal excise taxes had 
declined in relative importance until recently. In recent years, Congress substantially 
increased the Federal excise taxes on such items as tobacco products, fuel and gaso- 
line sales, and air travel. Other Federal excise taxes include the following: 


“The distinction, important for ad valorem and for Federal income tax pur- give a complete picture of what is involved. The description “personal” resi- 
poses, often becomes confused when personalty is referred to as “personal” dence, however, is clearer, since a residence can be identified as being realty 
property to distinguish it from “real” property. This designation does not What is meant, in this case, is realty that is personal use property. 
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One Way To Quit SMOKING 


Looking for an incentive to quit smoking? Move to New quit pay the full price (including all of the taxes imposed) 
_ York City! At almost $9 for a pack of cigarettes, apack-a-day _for their cigarettes. As many smokers look for ways to avoid 

habit should cost around $3,200 per year. Why so expen- paying the legal price, they are turning to Internet transac- 

sive? Besides Federal taxes, tobacco taxes of $4.25 are tions and other sources (e.g., smuggled from other states, 

imposed by the state ($2.75) and city ($1.50). One wonders, black markets) to fill the void. 

however, how many of the die-hard smokers who refuse to 


e Manufacturers’ excise taxes on trucks, trailers, tires, firearms, sporting 
equipment, and coal and the gas guzzler tax on automobiles.” 

e Alcohol taxes. 

e Miscellaneous taxes (e.g., the tax on wagering). 


The list of transactions covered, although seemingly impressive, has diminished 
over the years. At one time, for example, there was a Federal excise tax on admission 
to amusement facilities (e.g., theaters) and on the sale of such items as leather 
goods, jewelry, furs, and cosmetics. 

When reviewing the list of both Federal and state excise taxes, one should recog- 
nize the possibility that the tax laws may be trying to influence social behavior. For 
example, the gas guzzler tax is intended as an incentive for the automobile compa- 
nies to build fuel-efficient cars. 


State and Local Excise Taxes 


Many state and local excise taxes parallel the Federal version. Thus, all states tax the 
sale of gasoline, liquor, and tobacco products; however, unlike the Federal version, 
the rates vary significantly. For gasoline products, for example, compare the 46 cents 
per gallon imposed by the state of California with the 8 cents per gallon levied by the 
state of Alaska. For tobacco sales, contrast the 7 cents per pack of 20 cigarettes in 
effect in South Carolina with the $2.75 per pack applicable in the state of New York. 
Given the latter situation, is it surprising that the smuggling of cigarettes for resale 
elsewhere is so widespread? 

Other excise taxes found at some state and local levels include those on admission 
to amusement facilities, on the sale of playing cards, and on prepared foods. Most 
states impose a transaction tax on the transfer of property that requires the record- 
ing of documents (e.g., real estate sales).'° Some extend the tax to the transfer of 
stocks and other securities. 

Over the last few years, two types of excise taxes imposed at the local level have 
become increasingly popular: the hotel occupancy tax and the rental car “sur- 
charge.” Since they tax the visitor who cannot vote, they are a political windfall and 
are often used to finance special projects that generate civic pride (e.g., convention 
centers, state-of-the-art sports arenas). These levies can be significant, as demon- 
strated by Houston’s hotel tax of 17 percent and the car rental tax and fees of 35 per- 
cent at the Kansas City, Missouri airport. 


General Sales Taxes 


The distinction between an excise tax and a general sales tax is easy to make. One is 
restricted to a particular transaction (e.g., the 18.4 cents per gallon Federal excise 
tax on the sale of gasoline), while the other covers a multitude of transactions 


°The gas guzzler tax is imposed on the manufacturers of automobiles and 
increases in amountas the mileage ratings per gallon of gas decrease. 


This type of tax has much in common with the stamp tax levied by Great 
Britain on the American colonies during the pre-Revolutionary War period 
in U.S. history. 


ae 
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(e.g., a 5 percent tax on allretail sales). In actual practice, however, the distinction is 
not always that clear. Some state statutes exempt certain transactions from the appli- 
cation of the general sales taxes (e.g., sales of food to be consumed off the premises, 
sales of certain medicines and drugs). Also, it is not uncommon to find that rates 
vary depending on the commodity involved. Many states, for example, allow prefer- 
ential rates for the sale of agricultural equipment or apply different rates (either 
higher or lower than the general rate) to the sale of automobiles. With many of these 
special exceptions and classifications of rates, a general sales tax can take on the 
appearance of a collection of individual excise taxes. 

A use tax is an ad valorem tax, usually at the same rate as the sales tax, on the use, 
consumption, or storage of tangible property purchased outside the state but used 
within the state. The purpose of a use tax is to prevent the avoidance of a sales tax. 
Every state that imposes a general sales tax levied on the consumer also has a use tax. 
Alaska, Delaware, Montana, New Hampshire, and Oregon have neither tax. There is 
no Federal general sales or use tax. 


Bee eee The state where Susan resides imposes a 5% general sales tax, but the neighboring 


state has no sales tax. Susan purchases an automobile for $20,000 from a dealer 
located in the neighboring state. Has she saved $1,000 in sales taxes? No, because 
the state use tax will pick up the difference between the tax paid in the neighboring 
state (none here) and what would have been paid in the state in which Susan 
resides. @ 


The use tax is difficult to enforce for many purchases and is therefore often 
avoided. In some cases, for example, it may be worthwhile to make purchases 
through an out-of-state mail-order business or the Web sites of local vendors. In spite 
of shipping costs, the avoidance of the local sales tax that otherwise might be 
incurred can lower the cost of such products as computer components. Some states 
are taking steps to curtail this loss of revenue. For items such as automobiles (refer 
to Example 4), the use tax probably will be collected when the purchaser registers 
the item in his or her home state. 


Makina Goop UsE oF Out-oFr-STATE RELATIVES 


Marcus, a resident of Texas, has found the ideal gift for his asks his aunt, a resident of Montana, to purchase the brace- 
wife in celebration of their upcoming wedding anniversary— let. The jewelry store lists the aunt as the buyer and ships the 
a $22,000 diamond tennis bracelet. However, Marcus is bracelet to her. Prior to the anniversary, Marcus receives 
appalled at the prospect of paying the state and local sales the bracelet from his aunt. Is Marcus able to save $1,815 on 
tax of $1,815 (combined rate of 8.25 percent). He, therefore, the present for his wife? What can go wrong? 


Local general sales taxes, over and above those levied by the state, are common. It 
is not unusual to find taxpayers living in the same state but paying different general 
sales taxes due to the location of their residence. 


EXAMF ees ett 
AMPLE 5 - Pete and Sam both live in a state that has a general sales tax of 3%. Sam, however, 


resides in a city that imposes an additional general sales tax of 2%. Even though Pete 
and Sam live in the same state, one is subject to a rate of 3%, while the other pays a tax 
of 5%. @ 


For various reasons, some jurisdictions will suspend the application of a general 
sales tax. New York City does so to stimulate shopping. Illinois has permanently sus- 
pended the tax on construction materials used to build power-generating plants. 
Texas and numerous other states do so annually on clothing right before the 
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beginning of the school year. Such suspensions are similar to the tax holidays 
granted for ad valorem tax purposes. As state revenues have declined in recent years, 
many states have had misgivings about the advisability of scheduling further sales tax 
holidays. Turning off the spigot could be political suicide, however. These holidays 
are extremely popular with both merchants and shoppers, so their termination 
could cause severe voter backlash at the polls. 


Severance Taxes 


Severance taxes are transaction taxes that are based on the notion that the state has 
an interest in its natural resources (e.g., oil, gas, iron ore, coal). Therefore, a tax is 
imposed when the natural resources are extracted. 

For some states, severance taxes can be a significant source of revenue. Due to the 
severance tax on oil production, Alaska has been able to avoid both a state income 
tax and a state general sales tax. 


DEATH TAXES 


A death tax is a tax on the right to transfer property or to receive property upon the 
death of the owner. Consequently, a death tax falls into the category of an excise tax. 
If the death tax is imposed on the right to pass property at death, it is classified as an 
estate tax. If it taxes the right to receive property from a decedent, it is termed an 
inheritance tax. As is typical of other types of excise taxes, the value of the property 
transferred provides the base for determining the amount of the death tax. 

The Federal government imposes only an estate tax. Many state governments, 
however, levy inheritance taxes, estate taxes, or both. Some states (e.g., Florida, 
Texas) levy neither tax. 


At the time of her death, Wilma lived in a state that imposes an inheritance tax but not 


an estate tax. Mary, one of Wilma’s heirs, lives in the same state. Wilma’s estate is sub- 
ject to the Federal estate tax, and Mary is subject to the state inheritance tax. @ 


The Federal Estate Tax 


The Revenue Act of 1916 incorporated the estate tax into the tax law. Never 
designed to generate a large amount of revenue, the tax was originally intended to 
prevent large concentrations of wealth from being kept within a family for many gen- 
erations. Whether this objective has been accomplished is debatable. Like the 
income tax, estate taxes can be reduced through various planning procedures. 

The gross estate includes property the decedent owned at the time of death. It 
also includes property interests, such as life insurance proceeds paid to the estate 
or to a beneficiary other than the estate if the deceased-insured had any ownership 
rights in the policy. Quite simply, the gross estate represents property interests sub- 
ject to Federal estate taxation.’ All property included in the gross estate is valued 
as of the date of death or, if the alternate valuation date is elected, six months 


1 
later.!? 


Deductions from the gross estate in arriving at the taxable estate include funeral 
and administration expenses, certain taxes, debts of the decedent, casualty losses!® 
incurred during the administration of the estate, transfers to charitable organiza- 
tions, and, in some cases, the marital deduction. The marital deduction is available for 
amounts actually passing to a surviving spouse (a widow or widower). 

Once the taxable estate has been determined and certain taxable gifts made by 
the decedent during life have been added to it, the estate tax can be computed. 
From the amount derived from the appropriate tax rate schedules, various credits 


"For further information on these matters, see South-Western Federal Taxation: ‘For a definition of “casualty losses,” see the Glossary in Appendix C. 


Corporations, Partnerships, Estates, and Trusts. 
12$ee the discussion of the alternate valuation date in Chapter 14. 
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should be subtracted to arrive at the tax, if any, that is due.'* Although many other 
credits are also available, probably the most significant is the unified transfer tax credit. 
The main reason for this credit is to eliminate or reduce the estate tax liability for 
modest estates. For 2009, the amount of the credit is $1,455,800 ($780,800 in 2008). 
Based on the estate tax rates, the credit exempts a tax base of up to $3.5 million. 


PSEXAMELE 7 Gs Ned made no taxable gifts before his death in 2009. If Ned’s taxable estate amounts 


to $3.5 million or less, no Federal estate tax is due because of the application of the 
unified transfer tax credit. Under the tax law, the estate tax on a taxable estate of 
$3.5 million is $1,455,800. = 


The Federal estate tax has been criticized by some for imposing a hardship on 
small businesses and, in particular, on family farms. Many believe that the need to 
pay the estate tax on the death of a major owner often forces the heirs to dissolve 
and liquidate the family business. In the Tax Relief Reconciliation Act of 2001, Con- 
gress responded to this criticism and scheduled a phaseout of the Federal estate tax, 
to be accomplished over a 10-year period by increasing the amount of the credit at 
periodic intervals. Consequently, the Federal estate tax is due to be eliminated in 
2010. For budgetary reasons, the Act included a “sunset” provision that reinstates 
the Federal estate tax (as it was prior to the phaseout) as of January 1, 2011. 
Although some in Congress have tried to enact legislation that would repeal the sun- 
set provision, their efforts have not been successful. As it stands now, therefore, the 
Federal estate tax is scheduled to end and then begin again. Obviously, this is a situa- 
tion that cannot last, as it makes meaningful estate planning impossible. (Sunset pro- 
visions are discussed further later in the chapter.) 


State Death Taxes 


As noted earlier, most states levy an inheritance tax, an estate tax, or both. The two 
forms of death taxes differ according to whether the tax is imposed on the heirs or 
on the estate. 

Characteristically, an inheritance tax divides the heirs into classes based on their 
relationship to the decedent. The more closely related the heir, the lower the rates 
imposed and the greater the exemption allowed. Some states completely exempt 
from taxation amounts passing to a surviving spouse. 


GIFT TAXES 


Like a death tax, a gift tax is an excise tax levied on the right to transfer property. In 
this case, however, the tax is imposed on transfers made during the owner’s life and 
not at death. A gift tax applies only to transfers that are not offset by full and 
adequate consideration. 


Carl sells property worth $20,000 to his daughter for $1,000. Although property worth 
$20,000 has been transferred, only $19,000 represents a gift, since this is the portion 
not supported by full and adequate consideration. = 


The Federal Gift Tax 


First enacted in 1932, the Federal gift tax was intended to complement the estate 
tax. If lifetime transfers by gift were not taxed, it would be possible to avoid the estate | 
tax and escape taxation entirely. | 

: 


“For tax purposes, it is always crucial to appreciate the difference between a tax bracket. An estate in a 50% tax bracket, for example, would need $2 of 
deduction and a credit. A creditis a dollar-for-dollar reduction of tax liability. deductions to prevent $1 of tax liability. In contrast, $1 of credit neutralizes 
A deduction, however, only benefits the taxpayer to the extent of his or her $1 of tax liability. 
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Only taxable gifts are subject to the gift tax. For this purpose, a taxable gift is 
measured by the fair market value of the property on the date of transfer less the 
annual exclusion per donee and, in some cases, less the marital deduction, which allows 
tax-free transfers between spouses. Each donor is allowed an annual exclusion of 
$13,000 in 2009 ($12,000 in 2008) for each donee.!® 


; EXAMPLE 6 XAMPLE 9 
On December 31, 2009, Louise (a widow) gives $13,000 to each of her four married chil- 


dren, their spouses, and her eight grandchildren. On January 2, 2010, she repeats the 

procedure, giving $13,000 to each recipient. Due to the annual exclusion, Louise has 
not made a taxable gift, although she transferred $208,000 [$13,000(annual exclusion) x 
16 (donees)] in 2009 and $208,000 [$13,000 (annual exclusion) x 16 (donees)] in 2010, for 
a total of $416,000 ($208,000 + $208,000). = 


A special election applicable to married persons allows one-half of the gift made 
by the donor-spouse to be treated as being made by the nondonor-spouse (gift split- 
ting). This election to split the gifts of property made to third persons has the effect 
of increasing the number of annual exclusions available. Also, it allows the use of 
the nondonor-spouse’s unified transfer tax credit and may lower the tax rates that 
will apply. 

The gift tax rate schedule is the same as that applicable to the estate tax. The 
schedule is commonly referred to as the unified transfer tax schedule. 

The Federal gift tax is cumulative in effect. What this means is that the tax base for 
current taxable gifts includes past taxable gifts. Although a credit is allowed for prior 
gift taxes, the result of adding past taxable gifts to current taxable gifts could be to 
force the donor into a higher tax bracket.'® Like the Federal estate tax rates, the Fed- 
eral gift tax rates are progressive (see Example 2 earlier in this chapter). 

The unified transfer tax credit is available for all taxable gifts; the amount of this 
credit for 2009 is $345,800. There is, however, only one unified transfer tax credit, 
and it applies both to taxable gifts and to the Federal estate tax. In a manner of 
speaking, therefore, once the unified transfer tax credit has been exhausted for Fed- 
eral gift tax purposes, it is no longer available to insulate a decedent’s transfers from 
the Federal estate tax, except to the extent of the excess of the credit amount for 
estate tax purposes over that for gift tax purposes. 

As noted above, the Tax Relief Reconciliation Act of 2001 proposes to phase 
out the Federal estate tax. The reason for the elimination of the estate tax does not 
apply to the gift tax. Unlike death, which is involuntary, the making of a gift is a vol- 
untary parting of ownership. Thus, the ownership of a business can be transferred 
gradually without incurring drastic and immediate tax consequences. As a result, the 
Federal gift tax is to be retained with the unified transfer tax credit frozen at 
$345,800 (which covers a taxable gift of $1 million). 

Even though a larger unified transfer tax credit of $1,455,800 in 2009 is available 
for transfers by death, lifetime gifts continue to be attractive. If income-producing 
property is involved (e.g., marketable securities, rental real estate), a gift may reduce 
income taxes for the family unit by shifting subsequent income to lower-bracket 
donees. If the gift involves property that is expected to appreciate in value (e.g., life 
insurance policies, real estate, artworks), future increases in value will be assigned to 
the donee and will not be included in the donor’s estate. Also important is that due 
to the annual exclusion ($13,000 per donee in 2009), some of the gift is not subject 
to any gift tax. Recall that the gift-splitting election enables married donors to dou- 
ble up on the annual exclusion. 


‘The purpose of the annual exclusion is to avoid the need to report and pay a '6For further information on the Federal gift tax, see South-Western Federal Tax- 


tax on modest gifts. Without the exclusion, the IRS could face a real problem ation: Corporations, Partnerships, Estates, and Trusts. 
of taxpayer noncompliance. The annual exclusion is indexed as the level of 
inflation warrants. The exclusion was $12,000 from 2006 through 2008. 


1-14 PARTI Introduction and Basic Tax Model _~www.cengage.com/taxation/swft 


FIGURE 1.2 


Income (broadly conceived) 

Less: Exclusions (income that is not subject to tax) 

Gross income (income that is subject to tax) 

Less: Certain deductions (usually referred to as deductions 
for adjusted gross income) 

Adjusted gross income 

Less: The greater of certain personal and employee deductions 
(usually referred to as itemized deductions) 
or 


The standard deduction (including any additional standard 
deduction) 


and 
Less: Personal and dependency exemptions 
Taxable income 


Tax on taxable income (see the Tax Tables and Tax Rate Schedules in 
Appendix A) 

Less: Tax credits (including Federal income tax withheld and other 
prepayments of Federal income taxes) 

Tax due (or refund) 


INCOME TAXES 


Income taxes are levied by the Federal government, most states, and some local gov- 
ernments. The trend in recent years has been to place greater reliance on this 
method of taxation. This trend is not consistent with what is happening in other 
countries, and in this sense, our system of taxation is somewhat different. 

Income taxes generally are imposed on individuals, corporations, and certain 
fiduciaries (estates and trusts). Most jurisdictions attempt to assure the collection of 
income taxes by requiring pay-as-you-go procedures, including withholding require- 
ments for employees and estimated tax prepayments for all taxpayers. 


Federal Income Taxes 


The Federal income tax that is imposed on individuals follows the formula set forth 
in Figure 1.2. The formula for the individual income tax establishes the framework 
followed in the text. Beginning with Chapter 3, each component of the formula is 
illustrated and explained. In large part, the text coverage of individual taxpayers fol- 
lows the same order as the components in the formula. 

Like its individual counterpart, the Federal corporate income tax is progressive in 
nature. But its application does not require the computation of. adjusted gross 
income (AGI) and does not provide for the standard deduction and personal and 
dependency exemptions. All allowable deductions of a corporation fall into the 
business-expense category. In effect, therefore, the taxable income of a corporation 
is the difference between gross income (net of exclusions) and deductions. 

While Chapters 3 through 19 cover the Federal income tax applicable to individu- 
als, Chapter 20 summarizes the rules relating to corporations. For an in-depth treat- . 
ment of the Federal income tax as it affects corporations, partnerships, estates, and | 
trusts, see South-Western Federal Taxation: Corporations, Partnerships, Estates, and Trusts, 
2010 Edition, Chapters 2 through 9, 12, and 19. 


State Income Taxes 


All but the following states impose an income tax on individuals: Alaska, Florida, 
Nevada, South Dakota, Texas, Washington, and Wyoming. 


Many consumers do not pay state and local sales tax on out- 

of-state purchases made online or through mail-order cata- 
logs. In such cases, the consumer has an obligation to pay 
the taxing authority an equivalent use tax. Because the 
use tax often is not paid, either inadvertently or deliber- 
ately, some states are resorting to less subtle enforcement 
measures. 
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_ SING THE INCOME Tax Retarn as A “Use Tax” REMINDER 


Some of the characteristics of state income taxes are summarized as follows: 


With few exceptions, all states require some form of withholding proce- 
dures. 

Most states use as the tax base the income determination made for Fed- 
eral income tax purposes. 

A minority of states go even further and impose a flat rate upon AGI as 
computed for Federal income tax purposes. Several apply a rate to the 
Federal income tax liability. This is often referred to as the piggyback 
approach to state income taxation. Although the term piggyback does not 
lend itself to precise definition, in this context, it means making use, for 
state income tax purposes, of what was done for Federal income tax 
purposes. 

Some states are somewhat eroding the piggyback approach by “decou- 
pling” from selected recent tax reductions passed by Congress. The pur- 
pose of the decoupling is to retain state revenue that would otherwise be 
lost. In other words, the state cannot afford to allow its taxpayers the same 
deductions for state purposes that are allowed for Federal purposes. 
Because of the tie-ins to the Federal return, a state may be notified of any 
changes made by the IRS upon audit of a Federal return. In recent years, 
the exchange of information between the IRS and state taxing authorities 
has increased. Lately, some states (e.g., California) are playing a major 
role in revealing tax shelter abuses to the IRS. 

Most states allow a deduction for personal and dependency exemptions. 
Some states substitute a tax credit for a deduction. 

A diminishing minority of states allow a deduction for Federal income 
taxes. 

Virtually all state income tax returns provide checkoff boxes for donations 
to various causes. Many are dedicated to medical research and wildlife 
programs, but special projects are not uncommon. For example, Okla- 
homa has one to retire the debt incurred for its new capitol dome, while 
Wisconsin tries to finance part of the renovation of Lambeau Field (home 
of the Green Bay Packers). These checkoff boxes have been criticized as 
adding complexity to the returns (e.g., one state has 24 boxes) and mis- 
leading taxpayers.’ 

Most states allow their residents some form of tax credit for income taxes 
paid to other states. 

The objective of most states is to tax the income of residents and those 
who regularly conduct business within the state (e.g., nonresidents who 
commute to work). These states also purport to tax the income of 


'7Many taxpayers do not realize that they are paying for the checkoff donation 
(usually with some of their income tax refund). Unlike the presidential 


New York has added a separate line on its income t 
return for the reporting of use taxes. The line cannot be | 
blank—either an amount or a notation of “zero” 
entered. As to the amount option, the taxpayer should list _ 
the actual amount due or an estimate based on a table. The. 
table is prepared by the state and reflects the average Inter- _ 
net purchases for various income levels. 


sO 


election campaign fund available for Federal income tax purposes ($3 in 
this case), the contribution is not made by the government. 
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nonresidents who earn income within the state on an itinerant basis. Usu- 
ally, however, the only visitors actually taxed are highly paid athletes and 
entertainers. This so-called jock tax has been much criticized as being dis- 
criminatory due to its selective imposition. 

e The due date for filing generally is the same as for the Federal income tax 
(the fifteenth day of the fourth month following the close of the tax year). 

° Some states have occasionally instituted amnesty programs that allow tax- 
payers to pay back taxes (and interest) on unreported income with no (or 
reduced) penalty. In many cases, the tax amnesty has generated enough 
revenue to warrant the authorization of follow-up programs covering 
future years—one state has had four amnesty periods, and seven states 
have had at least three.'® Amnesties usually include other taxes as well 
(e.g., sales, franchise, severance). One major advantage of amnesty pro- 
grams is that they uncover taxpayers that were previously unknown to the 
taxing authority. 


Nearly all states have an income tax applicable to corporations. It is difficult to 
determine those that do not because a state franchise tax (discussed later in the 
chapter) sometimes is based in part on the income earned by the corporation. 


Local Income Taxes 


Cities imposing an income tax include, but are not limited to, Baltimore, Cincinnati, 
Cleveland, Detroit, Kansas City (Missouri), New York, Philadelphia, and St. Louis. 
The application of a city income tax is not limited to local residents. 


EMPLOYMENT TAXES 


Classification as an employee usually leads to the imposition of employment taxes 
and to the requirement that the employer withhold specified amounts for income 
taxes. The rules governing the withholding for income taxes are discussed in Chap- 
ter 13. The material that follows concentrates on the two major employment taxes: 
FICA (Federal Insurance Contributions Act—commonly referred to as the Social 
Security tax) and FUTA (Federal Unemployment Tax Act). Both taxes can be justi- 
fied by social and public welfare considerations: FICA offers some measure of retire- 
ment security, and FUTA provides a modest source of income in the event of loss of 
employment. 

Employment taxes come into play only if two conditions are satisfied. First, is the 
individual involved an employee (as opposed to self-employed)? The differences between 
an employee and a self-employed person are discussed in Chapter 9. Second, if the 
individual involved is an employee, is he or she covered under FICA or FUTA or both? 
The coverage of both of these taxes is summarized in Exhibit 13.2 in Chapter 13.'° 


FICA Taxes 


The FICA tax rates and wage base have increased steadily over the years. It is difficult 
to imagine that the initial rate in 1937 was only 1 percent of the first $3,000 of cov- 
ered wages. Thus, the maximum tax due was only $30! 

Currently, the FICA tax has two components: Social Security tax (old age, survi- 
vors, and disability insurance) and Medicare tax (hospital insurance). The Social 
Security tax rate is 6.2 percent for 2008 and 2009, and the Medicare tax rate is 1.45 
percent for these years. The base amount for Social Security is $102,000 for 2008 
and $106,800 for 2009. There is no limit on the base amount for the Medicare tax. 
The employer must match the employee’s portion for both the Social Security tax 
and the Medicare tax. 


‘Although the suggestion has been made, no comparable amnesty program “Chapter 13 includes coverage of the selfemployment tax (the Social Secu- 
has been offered for the Federal income tax. rity and Medicare taxes for selfemployed persons). See also Circular E 
Employer's Tax Guide, issued by the IRS as Publication 15, 


CHAPTER 1 An Introduction to Taxation and Understanding the Federal Tax Law 


A spouse employed by another spouse is subject to FICA. However, children 
under the age of 18 who are employed in a parent’s unincorporated trade or busi- 
ness are exempted. 

Taxpayers who are not employees (e.g., sole proprietors, independent contrac- 
tors) may also be subject to Social Security taxes. Known as the self-employment tax, 
the rates are 12.4 percent for Social Security and 2.9 percent for Medicare, or twice 
that applicable to an employee. The tax is imposed on net self-employment income 
up to a base amount of $102,000 for 2008 and $106,800 for 2009. 


FUTA Taxes 


The purpose of the FUTA tax is to provide funds that the states can use to administer 
unemployment benefits. This leads to the somewhat unusual situation of one tax 
being handled by both Federal and state governments. The end result of such joint 
administration is to compel the employer to observe two sets of rules. Thus, state 
and Federal returns must be filed and payments made to both governmental units. 

In 2009, FUTA is 6.2 percent on the first $7,000 of covered wages paid during the 
year to each employee. The Federal government allows a credit for FUTA paid (or 
allowed under a merit rating system) to the state. The credit cannot exceed 5.4 per- 
cent of the covered wages. Thus, the amount required to be paid to the IRS could be 
as low as 0.8 percent (6.2% — 5.4%). 

States follow a policy of reducing the unemployment tax on employers who expe- 
rience stable employment. Thus, an employer with little or no employee turnover 
might find that the state rate drops to as low as 0.1 percent or, in some states, even to 
zero. The reason for the merit rating credit is that the state has to pay fewer unem- 
ployment benefits when employment is steady. 

FUTA differs from FICA in the sense that the incidence of taxation falls entirely 
upon the employer. A few states, however, levy a special tax on employees to provide 
either disability benefits or supplemental unemployment compensation, or both. 


OTHER U.S. TAXES 


To complete the overview of the U.S. tax system, some missing links need to be cov- 
ered that do not fit into the classifications discussed elsewhere in this chapter. 


Federal Customs Duties 


One tax that has not yet been mentioned is the tariff on certain imported goods.” 
Generally referred to as customs duties or levies, this tax, together with selective 
excise taxes, provided most of the revenues needed by the Federal government dur- 
ing the nineteenth century. In view of present times, it is remarkable to note that tar- 
iffs and excise taxes alone paid off the national debt in 1835 and enabled the U.S. 
Treasury to pay a surplus of $28 million to the states. 

In recent years, tariffs have served the nation more as an instrument for carrying 
out protectionist policies than as a means of generating revenue. Thus, a particular 
U.S. industry might be saved from economic disaster, so the argument goes, by 
imposing customs duties on the importation of foreign goods that can be sold at 
lower prices. Protectionists contend that the tariff thereby neutralizes the competi- 
tive edge held by the producer of the foreign goods.”! 

Protectionist policies seem more appropriate for less-developed countries whose 
industrial capacity has not yet matured. In a world where a developed country 
should have everything to gain by encouraging international free trade, such policies 
may be of dubious value. History shows that tariffs often lead to retaliatory action on 
the part of the nation or nations affected. 


| ess-developed countries that rely principally on one or more major com- 
modities (e.g., oil, coffee) are prone to favor export duties as well. 

21The North American Free Trade Agreement (NAFTA), enacted in 1993, 
substantially reduced the tariffs on trade between Canada, Mexico, and the 


124 signatory nations. 
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United States. The General Agreement on Tariffs and Trade (GATT) legis- 
lation enacted in 1994 also reduced tariffs on selected commodities among 
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Miscellaneous State and Local Taxes 

Most states impose a franchise tax on corporations. Basically, a franchise tax is levied 
on the right to do business in the state. The base used for the determination of the 
tax varies from state to state. Although corporate income considerations may come 
into play, this tax most often is based on the capitalization of the corporation (either 
with or without certain long-term indebtedness). 

Closely akin to the franchise tax are occupational fees applicable to various trades 
or businesses, such as a liquor store license, a taxicab permit, or a fee to practice a 
profession such as law, medicine, or accounting. Most of these are not significant 
revenue producers and fall more into the category of licenses than taxes. The reve- 
nue derived is used to defray the cost incurred by the jurisdiction in regulating the 
business or profession in the interest of the public good. 


PROPOSED U.S. TAXES 


Considerable dissatisfaction with the U.S. Federal income tax has led to several 
recent proposals that, to say the least, are rather drastic in nature. One proposal 
would retain the income tax but with substantial change. Two other proposals would 
replace the Federal income tax with an entirely different system of taxation. 


The Flat Tax 


One proposal is for a flat tax that would replace the current graduated income tax 
with a single rate of 17 percent. Large personal exemptions (e.g., approximately 
$30,000 for a family of four) would allow many low- and middle-income taxpayers to 
pay no tax. All other deductions would be eliminated, and no tax would be imposed 
on income from investments. 

Various other versions of the flat tax have been suggested that would retain 
selected deductions (e.g., interest on home mortgages and charitable contributions) 
and not exclude all investment income from taxation. 

The major advantage of the flat tax is its simplicity. Everyone agrees that the cur- 
rent Federal income tax is inappropriately complex. Consequently, compliance costs 
are disproportionately high. Proponents of the flat tax further believe that simplify- 
ing the income tax will significantly reduce the current “tax gap” (i.e., the difference 
between the amount of taxes that should be paid and what is actually paid). 

Political considerations are a major obstacle to the enactment of a flat tax in its 
pure form. Special interest groups, such as charitable organizations and mortgage 
companies, are not apt to be complacent over the elimination of a tax deduction 
that benefits their industry. In addition, there is uncertainty as to the economic 
effects of the tax. 

It is interesting to note that Russia’s attempt at a progressive income tax was quite 
disastrous. Not only did high rates drive capital out of the country but also failure to 
report income was rampant. In early 2000, the income tax was repealed and 
replaced with a 13 percent flat tax. To date, the flat tax has worked quite well. Several 
Baltic states (Estonia, Latvia, and Lithuania) have followed Russia’s example. Alba- 
nia, Romania, Slovakia, Georgia, Ukraine, and Serbia have also adopted a flat tax. 


Value Added Tax 


The value added tax (VAT) is one of two proposals that would replace the Federal 
income tax. Under the VAT, a business would pay the tax (approximately 17 percent) 
on all of the materials and services required to manufacture its product. In effect, the 
VAT taxes the increment in value as goods move through production and manufactur- 
ing stages to the marketplace. Moreover, the VAT paid by the producer will be 
reflected in the selling price of the goods. Thus, the VAT is a tax on consumption. 

The United States is the only country in the OECD (Organization for Economic 
Cooperation and Development) that does not have a VAT. Approximately 136 coun- 
tries around the world use a VAT, ranging from 5 percent in Japan to 25 percent in 
Denmark. Instead, the United States relies heavily on income taxes. 


or 
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Sales Tax 


A national sales tax differs from a VAT in that it would be collected on the final sale 
of goods and services. Consequently, it is collected from the consumer and not from 
businesses that add value to the product. Like the VAT, the national sales tax is 
intended to replace the Federal income tax. 

A current proposal for a national sales tax, called the “Fair Tax,” would tax all 
purchases, including food and medicine, at approximately 23 percent. Exempt items 
include business expenses, used goods, and the costs of education. The “Fair Tax” 
would replace not only the income tax (both individual and corporate) but also pay- 
roll taxes (including the self-employment tax) and the gift and estate taxes. Current 
sponsors of this proposal, which is reintroduced in each new Congress, include 
Saxby Chambliss (R-Ga.) in the Senate and John Linder (R-Ga.) in the House. 

Critics contend that both forms of consumption taxes, a VAT and a national sales 
tax, are regressive. They impose more of a burden on low-income taxpayers who 
must spend larger proportions of their incomes on essential purchases. The pro- 
posals attempt to remedy this inequity by granting some sort of credit, rebate, or 
exemption to low-income taxpayers. 

In terms of taxpayer compliance, a value added tax is preferable to a national 
sales tax. Without significant collection efforts, a national sales tax could easily be cir- 
cumvented by resorting to a barter system of doing business. Its high rate would also 
encourage smuggling and black market activities. 


1.6 Tax ADMINISTRATION 


BSI ROB UE ELS RPE LEO BEELER EE AR DEBE ELIS TS 


INTERNAL REVENUE SERVICE 


The responsibility for administering the Federal tax laws rests with the Treasury 
Department. Administratively, the IRS is part of the Department of the Treasury and 
is responsible for enforcing the tax laws. The Commissioner of Internal Revenue is 
appointed by the President and is responsible for establishing policy and supervising 
the activities of the IRS. 


THE AUDIT PROCESS 
Selection of Returns for Audit 


Due to budgetary limitations, only a small minority of tax returns are audited. For 
the fiscal year ended September 30, 2007, the IRS audited only 1.03 percent of all 
individual income tax returns (about one in every 97 returns filed). Nevertheless, 
this is the highest number since 1998. 

The IRS utilizes mathematical formulas and statistical sampling techniques to 
select tax returns that are most likely to contain errors and to yield substantial 
amounts of additional tax revenues upon audit. The mathematical formula yields 
what is called a Discriminant Information Function (DIF) score. It is the DIF score 
given to a particular return that may lead to its selection for audit. 

To update the DIF components, the IRS selects a cross section of returns, which 
are subject to various degrees of inspection (i.e., information return verification, cor- 
respondence, and face-to-face audits with filers). The results of these audits high- 
light areas of taxpayer noncompliance and enable the IRS to use its auditors more 
productively. In recent years, IRS audits have resulted in an increasing number of 
“no change” results (see below). This indicates that the IRS is not always choosing 
the right returns to audit (i.e., the ones with errors). 

Though the IRS does not openly disclose all of its audit selection techniques, the 
following observations may be made concerning the probability of selection for audit: 


° Certain groups of taxpayers are subject to audit much more frequently 
than others. These groups include individuals with large amounts of gross 


L0.5 


Understand the administration 


of the tax law, including the 
audit process utilized by the IRS. 
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EXAMPLE BCG TET) Jack owns and operates a liquor store on a cash-and-carry basis. Since all of Jack's sales 


are for cash, he might well be a prime candidate for an audit by the IRS. Cash transac- 
tions are easier to conceal than those made on credit. @ 
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income, self-employed individuals with substantial business income and 
deductions, and taxpayers with prior tax deficiencies. Also vulnerable are 
businesses that receive a large proportion of their receipts in cash (e.g., 
cafés and small service businesses) and thus have a high potential for tax 
avoidance. 


e If information returns (e.g., Form 1099, Form W-2) are not in substantial 


agreement with reported income, an audit can be anticipated. 

If an individual’s itemized deductions are in excess of norms established 
for various income levels, the probability of an audit is increased. 

Filing of a refund claim by the taxpayer may prompt an audit of the 
return. 

Information obtained from other sources (e.g., informants, news items) may 
lead to an audit. Recently, for example, the IRS advised its agents by Internet 
to be on the alert for newspaper accounts of large civil court judgments. The 
advice was based on the assumption that many successful plaintiffs were not 
reporting as income the taxable punitive damages portion of awards. 


The tax law permits the IRS to pay rewards to persons who provide information that 
leads to the detection and punishment of those who violate the tax laws. The rewards 
may not exceed 30 percent of the taxes, fines, and penalties recovered as a result of 
such information. 


PP EXAMETE CII ess After 15 years of service, Rita is discharged by her employer, Dr. Smith. Shortly there- 


after, the IRS receives an anonymous letter stating that Dr. Smith keeps two separate 
sets of books and that the one used for tax reporting substantially understates his cash 
receipts. @ 


BLES SSS eee ee eo During a divorce proceeding, it is revealed that Leo, a public official, kept large 


amounts of cash in a shoe box at home. This information is widely disseminated by the 
news media and comes to the attention of the IRS. Needless to say, the IRS is interested 
in knowing whether these funds originated from a taxable source and, if so, whether 
they were reported on Leo’s income tax returns. @ 


Types of Audits 


Once a return is selected for audit, the taxpayer is notified. If the issue involved is 
minor, the matter often can be resolved simply by correspondence (a correspondence 
audit) between the IRS and the taxpayer. 


| EXA MERE RS S| During 2007, Janet received dividend income from Green Corporation. In early 2008, 


Green Corporation reported the payment on Form 1099-DIV (an information return 
for reporting dividend payments), the original being sent to the IRS and a copy to 
Janet. When preparing her income tax return for 2007, Janet apparently overlooked 
this particular Form 1099-DIV and failed to include the dividend on Schedule B, Interest 
and Dividend Income, of Form 1040. In 2009, the IRS sends a notice to Janet calling her 
attention to the omission and requesting a remittance for additional tax, interest, and 
penalty. Janet promptly mails a check to the IRS for the requested amount, and the 
matter is closed. @ 


Other examinations are generally classified as either office audits or field audits. 
An office audit usually is restricted in scope and is conducted in the facilities of the 
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Pay oR SHAME! 


An increasing number of states and local jurisdictions are 
| learning that the threat of public humiliation can be 
rewarding. When someone owes taxes but does not pay, 


| the prospect of having one’s name listed on a public web ness). As of yet, the IRS has not considered this app 


site may make a difference. Often payment is made inorder Federal tax scofflaws. Perhaps the length of 


to avoid the cybershame that comes from being exposed as be too overwhelming! 
a tax deadbeat. Some taxing jurisdictions have found the 


IRS. In contrast, a field audit involves an examination of numerous items reported 
on the return and is conducted on the premises of the taxpayer or the taxpayer’s 
representative. 

Upon the conclusion of the audit, the examining agent issues a Revenue Agent’s 
Report (RAR) that summarizes the findings. The RAR will result in a refund (the 
tax was overpaid), a deficiency (the tax was underpaid), or a no change (the tax was 
correct) finding. If, during the course of an audit, a special agent accompanies (or 
takes over from) the regular auditor, this means the IRS suspects fraud. If the mat- 
ter has progressed to an investigation for fraud, the taxpayer should retain compe- 
tent counsel. 


Settlement Procedures 


If an audit results in an assessment of additional tax and no settlement is reached 
with the IRS agent, the taxpayer may attempt to negotiate a settlement with a 
higher level of the IRS. If an appeal is desired, an appropriate request must be 
made to the Appeals Division of the IRS. The Appeals Division is authorized to set- 
tle all disputes based on the hazard of litigation (the probability of favorable resolu- 
tion of the disputed issue or issues if litigated). In some cases, a taxpayer may be 
able to obtain a percentage settlement or a favorable settlement of one or more 
disputed issues. 

If a satisfactory settlement is not reached within the administrative appeal process, 
the taxpayer can litigate the case in the Tax Court, a Federal District Court, or the 
Court of Federal Claims. However, litigation is recommended only as a last resort 
because of the legal costs involved and the uncertainty of the final outcome. Tax liti- 
gation considerations are discussed more fully in Chapter 2. 


STATUTE OF LIMITATIONS 


A statute of limitations is a provision in the law that offers a party a defense against a 
suit brought by another party after the expiration of a specified period of time. The 
purpose of a statute of limitations is to preclude parties from prosecuting stale 
claims. The passage of time makes the defense of such claims difficult since witnesses 
may no longer be available or evidence may have been lost or destroyed. Found at 
the state and Federal levels, such statutes cover a multitude of suits, both civil and 
criminal. 

For our purposes, the relevant statutes deal with the Federal income tax. The two 
categories involved cover both the period of limitations applicable to the assessment 
of additional tax deficiencies by the IRS and the period that deals with claims for 


refunds by taxpayers. 


the list woul 
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Assessment by the IRS 


Under the general rule, the IRS may assess an additional tax liability against a tax- 
payer within three years of the filing of the income tax return. If the return is filed 
early, the three-year period begins to run from the due date of the return (usually 
April 15 for a calendar year individual taxpayer). If the taxpayer files the return 
late (ie., beyond the due date), the three-year period begins to run on the date 
filed. 

If a taxpayer omits an amount of gross income in excess of 25 percent of the gross 
income reported on the return, the statute of limitations is increased to six years. 


 EMAMPLE TAS For 2009, Mark, a calendar year taxpayer, reported gross income of $400,000 on a 


timely filed income tax return. If Mark omitted more than $100,000(25% x $400,000), 
the six-year statute of limitations would apply to the 2009 tax year. & 


The six-year provision on assessments by the IRS applies only to the omission of 
income and does not cover other factors that might lead to an understatement of 
tax liability, such as overstatement of deductions and credits. 

There is no statute of limitations on assessments of tax if no return is filed or if a 
fraudulent return is filed. 


Limitations on Refunds 


If a taxpayer believes that an overpayment of Federal income tax was made, a claim 
for refund should be filed with the IRS. A claim for refund, therefore, is a request to 
the IRS that it return to the taxpayer excessive income taxes paid. 

A claim for refund generally must be filed within three years from the date the 
return was filed or within two years from the date the tax was paid, whichever is later. 
Income tax returns that are filed early are deemed to have been filed on the date 
the return was due. 


INTEREST AND PENALTIES 


Interest rates are determined quarterly by the IRS based on the existing Federal 
short-term rate. Currently, the rates for tax refunds (overpayments) for individual 
taxpayers are the same as those applicable to assessments (underpayments). For the 
first quarter (January 1—March 31) of 2009, the rates are 5 percent for refunds and 
assessments. 

For assessments of additional taxes, the interest begins running on the unex- 
tended due date of the return. With refunds, however, no interest is allowed if the 
overpayment is refunded to the taxpayer within 45 days of the date the return is 
filed. For this purpose, returns filed early are deemed to have been filed on the due 
date. 

In addition to interest, the tax law provides various penalties for lack of compli- 
ance by taxpayers. Some of these penalties are summarized as follows: 


® For a failure to filea tax return by the due date (including extension—see 
Chapter 3), a penalty of 5 percent per month up to a maximum of 25 per- 
cent is imposed on the amount of tax shown as due on the return. Any 
fraction of a month counts as a full month. 

° A penalty for a failure to pay the tax due as shown on the return is imposed 
in the amount of 0.5 percent per month up to a maximum of 25 percent. 
Again, any fraction of a month counts as a full month. During any month 
in which both the failure to file penalty and the failure to pay penalty 
apply, the failure to file penalty is reduced by the amount of the failure to 
pay penalty. 


“Generally, an individual filing a claim for refund should use Form 1040X. “The rates applicable after March 31, 2009, were not available when this text 
went to press. 
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Adam files his tax return 18 days after the due date of the return. Along with the ae a 


return, he remits a check for $1,000, which is the balance of the tax he owed. Disregard- 
ing the interest element, Adam’s total penalties are as follows: 


Failure to pay penalty (0.5% x $1,000) $5 
Plus: 

Failure to file penalty (5% x $1,000) $50 

Less failure to pay penalty for the same period 25)! 
Failure to file penalty 45 
Total penalties $50 


Note that the penalties for one full month are imposed even though Adam was 
delinquent by only 18 days. Unlike the method used to compute interest, any part of a 
month is treated asa whole month. @ 


° A negligence penalty of 20 percent is imposed if any of the underpayment was 
for intentional disregard of rules and regulations without intent to defraud. 
The penalty applies to just that portion attributable to the negligence. 
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Cindy underpaid her taxes for 2008 in the amount of $20,000, of which $15,000 is Pe 


attributable to negligence. Cindy’s negligence penalty is $3,000 (20% x $15,000). = 


° Various penalties may be imposed in the case of fraud. Fraud involves spe- 
cific intent on the part of the taxpayer to evade a tax. In the case of civil 
fraud, the penalty is 75 percent of the underpayment attributable to 
fraud. In the case of criminal fraud, the penalties can include large fines as 
well as prison sentences. The difference between civil and criminal fraud 
is one of degree. Criminal fraud involves the presence of willfulness on 
the part of the taxpayer. Also, the burden of proof, which is on the IRS in 
both situations, is more stringent for criminal fraud than for civil fraud. 
The negligence penalty is not imposed when the fraud penalty applies. 
For possible fraud situations, refer to Examples 11 and 12. 


TAX PRACTICE 


The area of tax practice is largely unregulated. Virtually anyone can aid another in 
complying with the various tax laws. If a practitioner is a member of a profession, 
such as law or public accounting, he or she must abide by certain ethical standards. 
Furthermore, the Internal Revenue Code imposes penalties upon the preparers of 
Federal tax returns who violate proscribed acts and procedures. 


Ethical Guidelines 


The American Institute of CPAs has issued numerous pronouncements dealing with 
CPAs engaged in tax practice. Originally called “Statements on Responsibilities in 
Tax Practice,” these pronouncements were intended to be only guides to action. In 
2000, however, the AICPA redesignated the pronouncements as “Statements on 
Standards for Tax Services” and made them enforceable as part of its Code of Profes- 
sional Conduct. They include the provisions summarized below. 


® Do not take questionable positions on a client’s tax return in the hope 
that the return will not be selected for audit by the IRS. Any positions 
taken should be supported by a good-faith belief that they have a realistic 
possibility of being sustained if challenged. The client should be fully 
advised of the risks involved and of the penalties that will result if the posi- 
tion taken is not successful. 

e A practitioner can use a client’s estimates if they are reasonable under the 
circumstances. If the tax law requires receipts or other verification, the 


L0.6 


Know some of the ethical 


guidelines involved in tax 
practice. 


5 
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client should be so advised. In no event should an estimate be given the 
appearance of greater accuracy than is the case. For example, an estimate 
of $1,000 should not be deducted on a return as $999. 

e Every effort should be made to answer questions appearing on tax 
returns. A question need not be answered if the information requested is 
not readily available, the answer is voluminous, or the question’s meaning 
is uncertain. The failure to answer a question on a return cannot be justi- 
fied on the grounds that the answer could prove disadvantageous to the 
taxpayer. 

e Upon learning of an error on a past tax return, advise the client to correct 
it. Do not, however, inform the IRS of the error. If the error is material 
and the client refuses to correct it, consider withdrawing from the engage- 
ment. This will be necessary if the error has a carryover effect and pre- 
vents the current year’s tax liability from being determined correctly. 


WHEN THE IRS Does Not Know 


| Al Garth is a longtime client and a golfing companion as — When you inquire about the matter, Al tells you that the 
well. In reviewing the information he furnishes you to pre- _— club treasurer says that the club does not report these — 
pare his income tax return for 2008, you find no reference to awards to the IRS and has told him to “proceed accordingly.” 


the Honda SUV he won in the annual club tournament. What course of action should you take? __ 
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Recognize the economic, social, 


equity, and political 
considerations that justify 
various aspects of the tax law. 


Statutory Penalties Imposed on Tax Return Preparers 


In addition to ethical constraints, a tax return preparer may be subject to certain 
statutorily sanctioned penalties, including the following: 


e Various penalties involving procedural matters. Examples include failing 
to furnish the taxpayer with a copy of the return; endorsing a taxpayer’s 
refund check; failing to sign the return as a preparer; failing to furnish 
one’s identification number; and failing to keep copies of returns or 
maintain a client list. 

e Penalty for understatement of a tax liability based on a position that lacks 
any realistic possibility of being sustained. If the position is not frivolous, 
the penalty can be avoided by disclosing it on the return. 

e Penalty for any willful attempt to understate taxes. This usually results 
when a preparer disregards or makes no effort to obtain pertinent infor- 
mation from a client. 

e Penalty for failure to exercise due diligence in determining eligibility for, 
or the amount of, an earned income tax credit. 


IF UNDERSTANDING THE FEDERAL TAX LAW 


The Federal tax law is a mosaic of statutory provisions, administrative pronounce- 
ments, and court decisions. Anyone who has attempted to work with this body of 
knowledge would have to admit to its complexity. For the person who has to trudge 
through a mass of rules to find the solution to a tax problem, it may be of some con- 
solation to know that the law’s complexity can generally be explained. Whether 
sound or not, there is a reason for the formulation of every rule. Knowing these rea- 
sons, therefore, is a considerable step toward understanding the Federal tax law. 

The Federal tax law has as its major objective the raising of revenue. But although 
the fiscal needs of the government are important, other considerations explain cer- 
tain portions of the law. Economic, social, equity, and political factors also play a 
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GLOBAL 
Tax Issues 


are: 


The use of foreign nationals to carry out certain job assignments for U.S. businesses is ae aes Ou 
an increasingly popular practice. Outsourcing such activities as telemarketing to India, “2! agfeowarly 
for example, usually produces the same satisfactory result but at a much lower cost. ot 8 

Outsourcing is also being applied to the preparation of tax returns. Not only can this 
practice be expected to continue, but it probably will increase in volume. Outsourcing 
tax return preparation does not violate Federal law and is compatible with accounting 
ethical guidelines as long as three safeguards are followed: First, the practitioner must 
make sure that client confidentiality is maintained. Second, the practitioner must verify 
the accuracy of the work that has been outsourced. Third, the practitioner must inform 
clients, preferably in writing, when any third-party contractor is used to provide profes- 
sional services. 3 

Practitioners justify the outsourcing practice as a means of conserving time and 
effort that can be applied toward more meaningful tax planning on behalf of their 
clients. 


significant role. Added to these factors is the marked impact the IRS and the courts 
have had and will continue to have on the evolution of Federal tax law. These mat- 
ters are treated in the remainder of the chapter, and, wherever appropriate, the dis- 
cussion is referenced to subjects covered later in the text. 


REVENUE NEEDS 


The foundation of any tax system has to be the raising of revenue to cover the cost of 
government operations. Ideally, annual outlays should not exceed anticipated reve- 
nues, thereby leading to a balanced budget with no resulting deficit. 

When enacting tax legislation, a deficit-conscious Congress often has been guided 
by the concept of revenue neutrality. Also referred to as “pay-as-you-go” (“paygo”), 
the concept means that every new tax law that lowers taxes must include a revenue off 
set that makes up for the loss. Revenue neutrality does not mean that any one tax- 
payer’s tax liability will remain the same. Since the circumstances involved will differ, 
one taxpayer’s increased tax liability could be another’s tax savings. Although revenue- 
neutral tax reform does not reduce deficits, at least it does not aggravate the problem. 

In addition to making changes in the tax law revenue neutral, several other proce- 
dures can be taken to mitigate any revenue loss. When tax reductions are involved, 
the full impact of the legislation can be phased in over a period of years.”* Or, as an 
alternative, the tax reduction can be limited to a period of years. When the period 
expires, the prior law is reinstated through a sunset provision. Most of the major tax 
bills recently passed by Congress have contained numerous sunset provisions. They 
provide some semblance of revenue neutrality as some of the bills include tax cuts 
that were not offset by new sources of revenue. It remains to be seen, however, 
whether Congress will allow the sunset provisions to take effect and, thereby, kill the 
tax cuts that were enacted. 

Does the recent passage of the American Recovery and Reinvestment Tax Act of 
2009 (ARRTA), which contains almost $300 billion in tax relief and negligible reve- 
nue offsets, foretell the abandonment of the pay-go approach? Probably not. ARRTA 
represents a drastic attempt to use the tax system as a means of coping with the cur- 
rent economic downturn. As an emergency measure, it should be regarded as an 


exception to the norm. 


*4An example of a gradual phase-in is the increase in the unified transfer tax 
credit (discussed earlier in this chapter), which becomes fully implemented 
at $3.5 million in 2009. 
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ECONOMIC CONSIDERATIONS 


Using the tax system in an effort to accomplish economic objectives has become 
increasingly popular in recent years. Generally, proponents of this goal use tax legis- 
lation to amend the Internal Revenue Code in ways designed to help control the 
economy or encourage certain activities and businesses. 


Control of the Economy 


Congress has used depreciation write-offs as a means of controlling the economy. 
Theoretically, shorter asset lives and accelerated methods should encourage addi- 
tional investment in depreciable property acquired for business use. Conversely, lon- 
ger asset lives and the required use of the straight-line method of depreciation 
dampen the tax incentive for capital outlays. 

Another approach that utilizes depreciation as a means of controlling capital 
investment is the amount of write-off allowed upon the acquisition of assets. This is 
the approach followed by the § 179 election to expense assets. 

A change in the tax rate structure has a more immediate impact on the economy. 
With lower tax rates, taxpayers are able to retain additional spendable funds. If lower 
tax rates are accompanied by the elimination of certain deductions, exclusions, and 
credits, however, the overall result may not be lower tax liabilities. 


Encouragement of Certain Activities 


Without passing judgment on the wisdom of any such choices, it is quite clear that the 
tax law encourages certain types of economic activity or segments of the economy. For 
example, the favorable treatment allowed research and development expenditures can 
be explained by the desire to foster technological progress. Under the tax law, such 
expenditures can be either deducted in the year incurred or capitalized and amortized 
over a period of 60 months or more. In terms of the timing of the tax savings, these 
options usually are preferable to capitalizing the cost with a write-off over the estimated 
useful life of the asset created. If the asset developed has an indefinite useful life, no 
write-off would be available without the two options allowed by the tax law. 

Part of the tax law addresses the energy crisis—in terms of both our reliance on for- 
eign oil and the need to ease the problem of global warming. For example, tax credits 
are available to those who purchase motor vehicles that operate on alternative (i.e., 
nonfossil) fuels. Residential energy credits are allowed for home improvements that 
conserve energy or make its use more efficient. Ecological considerations justify a tax 
provision that permits a more rapid expensing of the costs of installing pollution con- 
trol facilities. Measures such as these that aid in maintaining a clean air environment 
and conserving energy resources can also be justified under social considerations. 

Is it wise to stimulate U.S. exports of services? Along this line, Congress has 
deemed it advisable to establish incentives for U.S. citizens who accept employment 
overseas. Such persons receive generous tax breaks through special treatment of 
their foreign-source income. 

Is saving desirable for the economy? Saving leads to capital formation and thereby 
makes funds available to finance home construction and industrial expansion. The tax 
law encourages saving by according preferential treatment to private retirement plans. 
Not only are contributions to Keogh (H.R. 10) plans and certain IRAs deductible, but 
income from the contributions accumulates free of tax. As noted below, the encourage- 
ment of private-sector pension plans can also be justified under social considerations. 


Encouragement of Certain Industries 


No one can question the proposition that a sound agricultural base is necessary fora 
well-balanced national economy. Undoubtedly, this can explain why farmers are 
accorded special treatment under the Federal tax system. Among the benefits are 
the election to expense rather than capitalize certain soil and water conservation 
expenditures and fertilizers and the election to defer the recognition of gain on the 
receipt of crop insurance proceeds. 


oe 
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To stimulate the manufacturing industry, in 2005 Congress enacted a domestic 
production activities deduction. The provision provides a tax benefit in the form of a 
deduction for profits derived from manufacturing activities conducted within the 
United States. By restricting the deduction to manufacturing income attributable to 
wages reportable to the IRS, new U.S. jobs will result, and the outsourcing of labor is 


discouraged. Thus, the tax system is used to encourage both domestic manufactur- 
ing and job growth. 


Encouragement of Small Business 


At least in the United States, a consensus exists that what is good for small business is 
good for the economy as a whole. Whether valid or not, this assumption has led to a 
definite bias in the tax law favoring small business. 

In the corporate tax area, several provisions can be explained by the desire to 
benefit small business. One provision permits the shareholders of a small business 
corporation to make a special election that generally will avoid the imposition of the 
corporate income tax.’ Furthermore, such an election enables the corporation to 
pass through its operating losses to its shareholders. 


SOCIAL CONSIDERATIONS 


Some provisions of the Federal tax law, particularly those dealing with the income 
tax of individuals, can be explained by social considerations. Some notable examples 
and their rationales include the following: 


e Certain benefits provided to employees through accident and health 
plans financed by employers are nontaxable to employees. Encouraging 
such plans is considered socially desirable since they provide medical ben- 
efits in the event of an employee’s illness or injury. 

e Most premiums paid by an employer for group term insurance covering 
the life of the employee are nontaxable to the employee. These arrange- 
ments can be justified on social grounds in that they provide funds for the 
family unit to help it adjust to the loss of wages caused by the employee’s 
death. 

e Acontribution made by an employer to a qualified pension or profit shar- 
ing plan for an employee may receive special treatment. The contribution 
and any income it generates are not taxed to the employee until the funds 
are distributed. Such an arrangement also benefits the employer by allow- 
ing a tax deduction when the contribution is made to the qualified plan. 
Private retirement plans are encouraged to supplement the subsistence 
income level the employee otherwise would have under the Social Secu- 
rity system.”° 

e A deduction is allowed for contributions to qualified charitable organiza- 
tions. The deduction attempts to shift some of the financial and adminis- 
trative burden of socially desirable programs from the public (the 
government) to the private (the citizens) sector. 

° A tax credit is allowed for amounts spent to furnish care for certain minor 
or disabled dependents to enable the taxpayer to seek or maintain gainful 
employment. Who could deny the social desirability of encouraging tax- 
payers to provide care for their children while they work? 

e Various tax credits, deductions, and exclusions are designed to encourage 
taxpayers to obtain additional education.’ 

e A tax deduction is not allowed for certain expenditures deemed to be 
contrary to public policy. This disallowance extends to such items as fines, 
penalties, illegal kickbacks, bribes to government officials, and gambling 
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Known as the S election, it is discussed in Chapter 20. 
The same rationale explains the availability of similar arrangements for 
self-employed persons (the H.R. 10, or Keogh, plan). See Chapter 19. 


27These provisions can also be justified under the category of economic con- 
siderations. No one can take issue with the conclusion that a better educated 
workforce carries a positive economic impact. 
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losses in excess of gains. Social considerations dictate that the tax law 
should not encourage these activities by permitting a deduction. 


Many other examples could be cited, but the conclusion would be unchanged. 
Social considerations do explain a significant part of the Federal tax law. 


EQUITY CONSIDERATIONS 


The concept of equity is relative. Reasonable persons can, and often do, disagree 
about what is fair or unfair. In the tax area, moreover, equity is most often tied to a 
particular taxpayer’s personal situation. To illustrate, compare the tax positions of 
those who rent their personal residences with those who own their homes. Renters 
receive no Federal income tax benefit from the rent they pay. For homeowners, how- 
ever, a large portion of the house payments they make may qualify for the Federal 
interest and property tax deductions. Although renters may have difficulty under- 
standing this difference in tax treatment, the encouragement of home ownership 
can be justified on both economic and social grounds. 

In the same vein, compare the tax treatment of a corporation with that of a part- 
nership. Although the two businesses may be of equal size, similarly situated, and 
competitors in the production of goods or services, they are not treated comparably 
under the tax law. The corporation is subject to a separate Federal income tax; the 
partnership is not. Whether the differences in tax treatment can be justified logically 
in terms of equity is beside the point. The point is that the tax law can and does make 
a distinction between these business forms. 

Equity, then, is not what appears fair or unfair to any one taxpayer or group of tax- 
payers. Some recognition of equity does exist, however, and explains part of the law. 
The concept of equity appears in tax provisions that alleviate the effect of multiple 
taxation and postpone the recognition of gain when the taxpayer lacks the ability or 
wherewithal to pay the tax. Provisions that mitigate the effect of the application of 
the annual accounting period concept and help taxpayers cope with the eroding 
results of inflation also reflect equity considerations. 


TREATING EVERYONE THE SAME 


As noted in the text, a Federal income tax deduction for state Recent legislation resolved this purported inequity by 
and local income taxes paid is allowed to mitigate the effect allowing a Federal income tax deduction for state and local 
of having the same income taxed more than once. But what if general sales taxes. However, a taxpayer who is subject to 
a state does not impose an income tax and, instead, derives both state income and sales taxes must make a choice. One 
comparable amounts of revenue from a general sales tax? Is it or the other, but not both, can be claimed as a deduction. 
fair to deny a deduction to residents of this state just because Should the taxpayer have to choose? 

the state imposes a tax on sales rather than on income? 


Alleviating the Effect of Multiple Taxation 


The income earned by a taxpayer may be subject to taxes imposed by different tax- 
ing authorities. If, for example, the taxpayer is a resident of New York City, income 
might generate Federal, state of New York, and city of New York income taxes. To 
compensate for this apparent inequity, the Federal tax law allows a taxpayer to claim 
a deduction for state and local income taxes. The deduction does not, however, neu- 
tralize the effect of multiple taxation, since the benefit derived depends on the tax- 
payer’s Federal income tax rate. Only a tax credit, rather than a deduction, would 
eliminate the effects of multiple taxation on the same income. 

Equity considerations can explain the Federal tax treatment of certain income 
from foreign sources. Since double taxation results when the same income is subject 
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to both foreign and U.S. income taxes, the tax law permits the taxpayer to choose 
| between a credit and a deduction for the foreign taxes paid. 


The Wherewithal to Pay Concept 


The wherewithal to pay concept recognizes the inequity of taxing a transaction when 
the taxpayer lacks the means with which to pay the tax. It is particularly suited to sit- 
uations in which the taxpayer’s economic position has not changed significantly as a 
result of the transaction. 

An illustration of the wherewithal to pay concept is the provision of the tax law 
dealing with the treatment of gain resulting from an involuntary conversion. An 
involuntary conversion occurs when property is destroyed by a casualty or taken by a 
public authority through condemnation. If gain results from the conversion, it need 
not be recognized if the taxpayer replaces the property within a specified period of 
time. The replacement property must be similar or related in service or use to that 
involuntarily converted. 


Some of the pasture tand belonging to Ron, a rancher, is condemned by the state for Le 


use as a game preserve. The condemned pasture land cost Ron $120,000, but the state 
pays him $150,000 (its fair market value). Shortly thereafter, Ron buys more pasture 
land for $150,000. = 


In Example 17, Ron has a realized gain of $30,000 [$150,000 (condemnation 
award) — $120,000 (cost of land) ]. It would be inequitable to force Ron to pay a tax 
on this gain for two reasons. First, without disposing of the property acquired (the 
new land), Ron would be hard-pressed to pay the tax. Second, his economic position 
has not changed. 

A warning is in order regarding the application of the wherewithal to pay concept. 
If the taxpayer’s economic position changes in any way, tax consequences may result. 
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Assume the same facts as in Example 17, except that Ron reinvests only $140,000 of the 
award in new pasture land. Now, Ron has a taxable gain of $10,000. Instead of ending 
up with only replacement property, Ron now has $10,000 in cash. @ 


Mitigating the Effect of the Annual Accounting Period Concept 


For purposes of effective administration of the tax law, all taxpayers must report to 
and settle with the Federal government at periodic intervals. Otherwise, taxpayers 
would remain uncertain as to their tax liabilities, and the government would have 
difficulty judging revenues and budgeting expenditures. The period selected for 
final settlement of most tax liabilities, in any event an arbitrary determination, is one 
year. At the close of each year, therefore, a taxpayer’s position becomes complete 
for that particular year. Referred to as the annual accounting period concept, its 
effect is to divide each taxpayer’s life, for tax purposes, into equal annual intervals. 

The finality of the annual accounting period concept could lead to dissimilar tax 
treatment for taxpayers who are, from a long-range standpoint, in the same eco- 
nomic position. 


EXAMPLE 19 


José and Alicia, both sole proprietors, have experienced the following results during 
the past three years: 


Profit (or Loss) 
Year José Alicia 
2007 $50,000 $150,000 
2008 60,000 60,000 


2009 60,000 (40,000) 
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Although José and Alicia have the same profit of $170,000 over the period from 2007 
to 2009, the finality of the annual accounting period concept places Alicia at a definite 
disadvantage for tax purposes. The net operating loss procedure offers Alicia some 
relief by allowing her to apply some or all of her 2009 loss to the earlier profitable years 
(in this case, 2007). Thus, with a net operating loss carryback, Alicia is in a position to 
obtain a refund for some of the taxes she paid on the $150,000 profit reported for 
2007. 


The same reasoning used to support the deduction of net operating losses can 
explain the special treatment the tax law accords to excess capital losses and excess 
charitable contributions.” Carryback and carryover procedures help mitigate the 
effect of limiting a loss or a deduction to the accounting period in which it was real- 
ized. With such procedures, a taxpayer may be able to salvage a loss or a deduction 
that might otherwise be wasted. 

The installment method of recognizing gain on the sale of property allows a tax- 
payer to spread tax consequences over the payout period.”’ The harsh effect of tax- 
ing all the gain in the year of sale is thereby avoided. The installment method can 
also be explained by the wherewithal to pay concept since recognition of gain is tied 
to the collection of the installment notes received from the sale of the property. Tax 
consequences, then, tend to correspond to the seller’s ability to pay the tax. 


Coping with Inflation 

Because of the progressive nature of the income tax, a wage adjustment to compen- 
sate for inflation can increase the income tax bracket of the recipient. Known as 
bracket creep, its overall impact is an erosion of purchasing power. Congress recog- 
nized this problem and began to adjust various income tax components, such as tax 
brackets, standard deduction amounts, and personal and dependency exemptions, 
through an indexation procedure. Indexation is based upon the rise in the con- 
sumer price index over the prior year. 


POLITICAL CONSIDERATIONS 


A large segment of the Federal tax law is made up of statutory provisions. Since these 
statutes are enacted by Congress, is it any surprise that political considerations influ- 
ence tax law? For purposes of discussion, the effect of political considerations on the 
tax law is divided into the following topics: special interest legislation, political expe- 
diency situations, and state and local government influences. 


Special Interest Legislation 


There is no doubt that certain provisions of the tax law can largely be explained by 
the political influence some pressure groups have had on Congress. is there any 
other realistic reason that, for example, prepaid subscription and dues income is not 
taxed until earned while prepaid rents are taxed to the landlord in the year 
received? 

The American Jobs Creation Act of 2004 included several good examples of spe- 
cial interest legislation. One provision, sponsored by former Senator Zell Miller 
(D-Ga.), suspended the import duties on ceiling fans. The nation’s largest seller of 
ceiling fans is Home Depot, which is based in Atlanta, Georgia. Another provision, 
sponsored by then House Speaker Dennis Hastert (R-IIl.), reduced the excise taxes 
on fishing tackle boxes. Representative Hastert’s district includes Plano Molding, a 
major manufacturer of tackle boxes. The justification for this change was that it 
placed tackle boxes on a more level playing field with toolboxes (which are not sub- 
ject to tax). Allegedly, fishermen had been buying and converting toolboxes to avoid 
the excise tax! 


**The tax treatment of these items is discussed in Chapters 7, 10, and 16. the sale (ane taxable portion). The tax rules governing the installment 
“Under the installment method, each payment received by the seller repre- method are discussed in Chapter 18. 
sents both a recovery of capital (the nontaxable portion) and profit from 


————— 
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Special interest legislation is not necessarily to be condemned if it can be justified 
on economic, social, or some other utilitarian grounds. In most cases, however, it is 
objectionable in that it adds further complexity to an already cluttered tax law. At 
any rate, it is an inevitable product of our political system. 


Political Expediency Situations 


Various tax reform proposals rise and fall in favor with the shifting moods of the 
American public. That Congress is sensitive to popular feeling is an accepted fact. 
Therefore, certain provisions of the tax law can be explained by the political climate 
at the time they were enacted. 

Measures that deter more affluent taxpayers from obtaining so-called preferential 
tax treatment have always had popular appeal and, consequently, the support of 
Congress. Provisions such as the alternative minimum tax, the imputed interest 
rules, and the limitation on the deductibility of interest on investment indebtedness 
can be explained on this basis. 

Other changes explained at least partially by political expediency include the low- 
ering of individual income tax rates, the increase in the personal and dependency 
exemptions, and the increase in the amount of the earned income credit. 


State and Local Government Influences 


Political considerations have played a major role in the nontaxability of interest 
received on state and local obligations. In view of the furor that has been raised by 
state and local political figures every time any modification of this tax provision has 
been proposed, one might well regard it as next to sacred. 

Somewhat less apparent has been the influence state law has had in shaping our 
present Federal tax law. Such was the case with community property systems. The 
nine states with community property systems are Louisiana, Texas, New Mexico, Ari- 
zona, California, Washington, Idaho, Nevada, and Wisconsin. The rest of the states 
are classified as common law jurisdictions.*” The difference between common law 
and community property systems centers around the property rights possessed by 
married persons. In a common law system, each spouse owns whatever he or she 
earns. Under a community property system, one-half of the earnings of each spouse 
is considered owned by the other spouse. 


Al and Fran are husband and wife, and their only income is the $80,000 annual salary 
Al receives. If they live in New Jersey (a common law state), the $80,000 salary belongs 
to Al. If, however, they live in Arizona (a community property state), the $80,000 is 
divided equally, in terms of ownership, between Al and Fran. @ 


At one time, the tax position of the residents of community property states was so 
advantageous that many common law states adopted community property systems. 
Needless to say, the political pressure placed on Congress to correct the disparity in 
tax treatment was considerable. To a large extent this was accomplished in the Reve- 
nue Act of 1948, which extended many of the community property tax advantages to 
residents of common law jurisdictions. 

The major advantage extended was the provision allowing married taxpayers to 
file joint returns and compute their tax liability as if the income had been earned 
one-half by each spouse. This result is automatic in a community property state, 
since half of the income earned by one spouse belongs to the other spouse. The 
income-splitting benefits of a joint return are now incorporated as part of the tax 
rates applicable to married taxpayers. See Chapter a: 


*In Alaska, spouses can choose to have the community property rules apply. 
Otherwise, property rights are determined under common law rules. 
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L0.8 
Describe the role played by the 


IRS and the courts in the 
evolution of the Federal tax 
system. 


EXAMPLE 21 


See Chapter 18. 


INFLUENCE OF THE INTERNAL REVENUE SERVICE 


The influence of the IRS is apparent in many areas beyond its role in issuing the 
administrative pronouncements that make up a considerable portion of our tax law. 
In its capacity as the protector of the national revenue, the IRS has been instrumen- 
tal in securing the passage of much legislation designed to curtail the most flagrant 
tax avoidance practices (to close tax loopholes). As the administrator of the tax law, 
the IRS has sought and obtained legislation to make its job easier (to attain adminis- 
trative feasibility). 


The IRS as Protector of the Revenue 


Innumerable examples can be given of provisions in the tax law that stem from the 
direct influence of the IRS. Usually, such provisions are intended to prevent a loophole 
from being used to avoid the tax consequences intended by Congress. Working within 
the letter of existing law, ingenious taxpayers and their advisers devise techniques that 
accomplish indirectly what cannot be accomplished directly. As a consequence, legisla- 
tion is enacted to close the loopholes that taxpayers have located and exploited. Some 
tax law can be explained in this fashion and is discussed in the chapters to follow. 

In addition, the IRS has secured from Congress legislation of a more general na- 
ture that enables it to make adjustments based on the substance, rather than the for- 
mal construction, of what a taxpayer has done. For example, one such provision 
permits the IRS to make adjustments to a taxpayer’s method of accounting when the 
method used by the taxpayer does not clearly reflect income.*! 


Tina, a cash basis taxpayer, owns and operates a pharmacy. All drugs and other items 
acquired for resale, such as cosmetics, are charged to the purchases account and writ- 
ten off (expensed) for tax purposes in the year of acquisition. As this procedure does 
not clearly reflect income, it would be appropriate for the IRS to require that Tina es- 
tablish and maintain an ending inventory account. # 


Administrative Feasibility 


Some tax law is justified on the grounds that it simplifies the task of the IRS in collect- 
ing the revenue and administering the law. With regard to collecting the revenue, 
the IRS long ago realized the importance of placing taxpayers on a pay-as-you-go 
basis. Elaborate withholding procedures apply to wages, while the tax on other types 
of income may be paid at periodic intervals throughout the year. The IRS has been 
instrumental in convincing the courts that accrual basis taxpayers should in most 
cases pay taxes on prepaid income in the year received and not when earned. The 
approach may be contrary to generally accepted accounting principles, but it is con- 
sistent with the wherewithal to pay concept. 

Of considerable aid to the IRS in collecting revenue are the numerous provisions 
that impose interest and penalties on taxpayers for noncompliance with the tax law. 
Provisions such as the penalties for failure to pay a tax or to file a return that is due, 
the negligence penalty for intentional disregard of rules and regulations, and various 
penalties for civil and criminal fraud serve as deterrents to taxpayer noncompliance. 

One of the keys to an effective administration of our tax system is the audit pro- 
cess conducted by the IRS. To carry out this function, the IRS is aided by provisions 
that reduce the chance of taxpayer error or manipulation and therefore simplify the 
audit effort that is necessary. An increase in the amount of the standard deduction 
for example, reduces the number of individual taxpayers who will choose the alter 
native of itemizing their personal deductions.*? With fewer deductions to check, the 
audit function is simplified.*” 


limitation eliminated many casualty and theft loss deductions and, as a con- 


“For a discussion of the standard deduction, see Chapter 3. sequence, saved the IRS considerable audit time. Later legislation, in addi- 
“The same justification was given by the IRS when it proposed to Congress tion to retaining the $100 feature, limits deductible losses to those in excess 
the $100 limitation on personal casualty and theft losses. Imposition of the of 10% ofa taxpayer's adjusted gross income. See Chapter 7. 
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INFLUENCE OF THE COURTS 


In addition to interpreting statutory provisions and the administrative pronounce- 
ments imetied by the IRS, the Federal courts have influenced tax law in two other 
respects.” First, the courts have formulated certain judicial concepts that serve as 


guides in the application of various tax provisions. Second, certain key decisions 
have led to changes in the Internal Revenue Code. 


Judicial Concepts Relating to Tax 


A leading tax concept developed by the courts deals with the interpretation of statu- 
tory tax provisions that operate to benefit taxpayers. The courts have established the 
rule that these relief provisions are to be narrowly construed against taxpayers if 
there is any doubt about their application. 

Important in this area is the arm’s length concept. Particularly in dealings between 
related parties, transactions may be tested by looking to whether the taxpayers acted 
in an arm’s length manner. The question to be asked is: Would unrelated parties 
have handled the transaction in the same way? 


Rex, the sole shareholder of Silver Corporation, leases property to the corporation for a REMY ES 


yearly rent of $60,000. To test whether the corporation should be allowed a rent 
deduction for this amount, the IRS and the courts will apply the arm's length concept. 
Would Silver Corporation have paid $60,000 a year in rent if it had leased the same 
property from an unrelated party (rather than from Rex)? Suppose it is determined that 
an unrelated third party would have paid an annual rent for the property of only 
$50,000. Under these circumstances, Silver Corporation will be allowed a deduction of 
only $50,000. The other $10,000 it paid for the use of the property represents a nonde- 
ductible dividend. Accordingly, Rex will be treated as having received rent income of 
$50,000 and dividend income of $10,000. = 


Judicial Influence on Statutory Provisions 


Some court decisions have been of such consequence that Congress has incorpo- 
rated them into statutory tax law. For example, many years ago the courts found that 
stock dividends distributed to the shareholders of a corporation were not taxable as 
income. This result was largely accepted by Congress, and a provision in the tax stat- 
utes now covers the issue. 

On occasion, however, Congress has reacted negatively to judicial interpretations 
of the tax law. 


EXAMPLE 23 


Nora leases unimproved real estate to Wade for 20 years. At a cost of $400,000, Wade 
erects a building on the land. The building is worth $150,000 when the lease terminates 
and Nora takes possession of the property. Does Nora have any income either when 
the improvements are made or when the lease terminates? In a landmark decision, a 
court held that Nora must recognize income of $150,000 upon the termination of the 


lease. @ 


Congress felt that the result reached in Example 23 was inequitable in that it was 
not consistent with the wherewithal to pay concept. Consequently, the tax law was 
amended to provide that a landlord does not recognize any income either when the 
improvements are made (unless made in lieu of rent) or when the lease terminates. 


‘4A great deal of case law is devoted to ascertaining congressional intent. The 
courts, in effect, ask: What did Congress have in mind when it enacted a par- 


ticular tax provision? 


- 
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1.8 SUMMARY 


In addition to its necessary revenue-raising objective, the Federal tax law has devel- 
oped in response to several other factors: 


e Economic considerations. The emphasis here is on tax provisions that help 
regulate the economy and encourage certain activities and types of busi- 
nesses. 

e Social considerations. Some tax provisions are designed to encourage (or 
discourage) certain socially desirable (or undesirable) practices. 

e Equity considerations. Of principal concern in this area are tax provisions 
that alleviate the effect of multiple taxation, recognize the wherewithal to 
pay concept, mitigate the effect of the annual accounting period concept, 
and recognize the eroding effect of inflation. 

© Political considerations. Of significance in this regard are tax provisions that 
represent special interest legislation, reflect political expediency, and ex- 
hibit the effect of state and local law. 

e Influence of the IRS. Many tax provisions are intended to aid the IRS in the 
collection of revenue and the administration of the tax law. 

© Influence of the courts. Court decisions have established a body of judicial 
concepts relating to tax law and have, on occasion, led Congress to enact 
statutory provisions to either clarify or negate their effect. 


These factors explain various tax provisions and thereby help in understanding why 
the tax law developed to its present state. The next step involves learning to work 
with the tax law, which is the subject of Chapter 2. 


REFOCUS ON THE BIG PICTURE 


THE FIRST 
PAYCHECK 


While many of Samantha’s peers have received paychecks at an earlier age, the 
summer internship was her first “real job.” As a result, each of the withheld amounts 
on her pay stub needs to be explained to her. 


Her pay stub reflects the following withheld amounts: 


Fed tax $375.00 
FICA 191.25 
PKfee 50.00 
Gasttax 150.00 
Total deductions $766.25 


You explain to Samantha that the Fed tax is the Federal income tax withholding at 
a 15 percent rate. The Gasttax is the state income tax withholding at a 6 percent rate. 
The FICA amount consists of two components: Social Security at a rate of 6.2 percent 
and Medicare at a 1.45 percent rate. Upon further discussion with Samantha, you 
conclude that the $50 withheld for PKfee covers parking ina nearby garage while she 
is at work. So Samantha’s take-home pay of $1,733.75 is the correct amount. 


a 


— 


10. 


ii. 
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KEY TERMS 
Ad valorem taxes, 1-6 Franchise tax, 1-18 Revenue neutrality, 1-25 
Correspondence audit, 1-20 FUTA tax, 1-17 Sales tax, 1-9 
Death tax, 1-11 Gift tax, 1-12 } Severance taxes, 1-11 
Employment taxes, 1-16 Inheritance tax, 1-11 Statute of limitations, 1-21 
Estate tax, 1-11 National sales tax, 1-19 Sunset provision, 1-25 
Excise taxes, 1-8 Occupational fees, 1-18 Use tax, 1-10 
FICA tax, 1-16 Office audit, 1-20 Value added tax (VAT), 1-18 
Field audit, 1-21 Personalty, 1-8 Wherewithal! to pay, 1-29 
Flat tax, 1-18 Realty, 1-7 


DISCUSSION QUESTIONS 


. L0.2 The Federal income tax was first enacted during the Civil War, but it was never 


challenged in the U.S. Supreme Court until the mid-1890s. Comment on whether this 
statement is correct, incorrect, or misleading. 


L0.2 The effect of the Sixteenth Amendment to the U.S. Constitution was to affirm what 
the U.S. Supreme Court had held in its prior decisions regarding the Federal income tax. 
Do you agree? 


L0.2 World War II converted the Federal income tax into a mass tax. Explain. 


LO.2 How does the pay-as-you-go procedure apply to wage earners? To persons who have 
income from other than wages? 


LO.3 In terms of Adam Smith’s canon of economy, how does the Federal income tax fare? 


LO.3, 4 Are the following taxes proportional or progressive? 
a. Federal estate tax. 

b. State and city excise tax on cigarettes. 

c. Medicare portion of FICA. 

d. Federal individual income tax. 


L0.4 When Ortiz built his factory, he made sure that the air conditioning and heating 
are provided by window units and that the sprinkler system is suspended from the ceiling. 
For property tax purposes, what difference might this make? 


LO.4 St. Martin’s Methodist Church is contemplating the purchase of an adjoining strip 
shopping mall. Both the city and the county oppose the purchase. Why? 


L0.4 The Adams Independent School District wants to sell a parcel of unimproved land 
that it does not need. Its three best offers are as follows: from State Department of Public 
Safety (DPS), $2.3 million; from Second Baptist Church, $2.2 million; and from Baker 
Chevrolet Company, $2.1 million. DPS would use the property for a new state highway 
patrol barracks; Second Baptist would start a church school; and Baker would open a car 
dealership. If you are the financial adviser for the school district, which offer would you 
prefer? Why? 


L0.4 The commissioners for Colby County are actively negotiating with Eagle Industries 
regarding the location of a new manufacturing facility in the county. As Eagle is 
considering several other sites, a “generous tax holiday” may be needed to influence its 
choice. The local school district is opposed to any “generous tax holiday.” 

a. In terms ofa “generous tax holiday,” what might the proposal entail? 

b. Whyshould the school district be opposed? 

L0.4 The Warren family made significant improvements to their personal residence and 


then converted it to a bed and breakfast facility. They were surprised when the property 
taxes on the residence were raised twice. Explain what probably happened. 


ISSUE ID 


ISSUEID 
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L0.4 Franklin County is in dire financial straits and is considering a number of sources 
for additional revenue. Evaluate the following possibilities in terms of anticipated 
taxpayer compliance: 

a. A property tax on business inventories. 

b. A tax on intangibles (i.e., stocks and bonds) held as investments. 

c. Aproperty tax on boats used for recreational purposes. 


L0.4 After his first business trip to a major city, Herman is alarmed when he reviews his 
credit card receipts. Both the hotel bill and the car rental.charge are in excess of the 
price he was quoted. Was Herman overcharged, or is there an explanation for the excess 
amounts? 


L0.4 Jared wants to give his wife a $30,000 diamond necklace for her birthday. To avoid 
the state and local general sales tax of 8.5%, he asks his aunt (who lives in New 
Hampshire) to make the purchase. Has Jared saved $2,550 (8.5% x $30,000)? 


LO.4 Address the following issues: 

a. Whatisa sales tax holiday? What purpose might it serve? 

b. Ifa state anticipates a revenue shortfall, an easy solution is to cancel any scheduled 
sales tax holidays. Please assess the validity of this statement. 


L0.4 Velma lives in Wilson County, which is adjacent to Grimes County. Although the 
retail stores in both counties are comparable, Velma drives an extra 10 miles to do all of 
her shopping in Grimes County. Why might she do this? 


L0.4 During a social event, Muriel and Earl are discussing the home computer each recently 
purchased. Although the computers are identical makes and models, Muriel is surprised to 
learn that she paid a sales tax, while Earl did not. Commentas to why this could happen. 


LO.4 Ona recent shopping trip to a warehouse discount store, Ruby bought goods worth 
$400. Although the state and local general sales tax is 7%, she was charged less than $28 
(7% x $400) in tax. Why? 


LO.4 Due to the economic downturn, many states are encountering reduced tax 
revenues—particularly from property and sales taxes. Several states with large mineral 
resources (e.g., Alaska and oil, Wyoming and coal), however, are making up the shortfall 
with another type of tax. Explain. 


L0.4 Alvin, age 75, wants all of his property to eventually pass to his granddaughter, 
Holly, age 20. From a tax standpoint, would it be cheaper for Alvin to make the transfers 
to Holly by gift or at death? Explain. 


L0.4 Jake (age 72) and Jessica (age 28) were recently married. To avoid any transfer 
taxes, Jake has promised to leave Jessica all of his wealth when he dies. Is Jake under some 
misconception about the operation of the Federal gift and estate taxes? Explain. 


LO.4 Address the following issues: 

a. Whatis the purpose of the unified transfer tax credit? 

b. Is the same amount available for both the Federal gift tax and the estate tax? Explain. 

c. Does the use of the credit for a gift affect the amount of credit available for the estate 
tax? Explain. 


LO.4 Willis and Myrna are husband and wife and have seven married children and 16 
minor grandchildren. For tax year 2009, what is the maximum amount they can give to 
the family (including the sons- and daughters-in-law) without using any of their unified 
transfer tax credit? 


L0.4 As the Federal estate tax is scheduled to be phased out, making lifetime gifts 
unnecessarily incurs a transfer tax that could have been avoided by passing the property 
by death. 

a. Evaluate this statement. In what way is it correct? Incorrect? Misleading? 

b. What could be some justifications for lifetime giving? 


L0.4 Compare the Federal income tax on corporations with that applicable to individual 
taxpayers in terms of the following: 

a. Determination of AGI. 

b. Availability of the standard deduction. 

c. Nature of deductions allowed. 
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L0.4 Mike Barr was an outstanding football player in college and expects to be drafted 


by the NFL in the first few rounds. Mike has let it be known that he would prefer to sign 
with a club located in Florida, Texas, or Washington. Mike sees no reason why he should 
have to pay state income tax on his player’s salary! Is Mike under any delusions? Explain. 


L0.4 A state that uses a “piggyback” approach to its income tax has “decoupled” from a 
recent change in the Internal Revenue Code. 

a. What does this mean? 

b. Why might it have occurred? 


L0.4, 5 A question on a state income tax return asks the taxpayer if he or she made any out- ISSUEID 


of-state Internet or mail-order catalog purchases during the year. The question requires a yes 

or no answer, and if the taxpayer answers yes, the amount of such purchases is to be listed. 

a. Does such an inquiry have any relevance to the state income tax? If not, why is it 
being asked? 

b. Your client, Harriet, wants to leave the question unanswered. As the preparer of her 
return, how do you respond? 


L0.4 As to those states that impose an income tax on individuals, comment on the following: 
Use of withholding procedures. 

Treatment of Federal income taxes paid. 

Due date for filing. 

A checkoff box for specified charitable contributions. 

Credit for income taxes paid to other states. 

Exchange of tax information between a state and the IRS. 


moane7rpe 


LO.5 Address the following issues: 

a. What is the justification for a state adopting an amnesty program for its income taxes? 
b. What do such programs cover? 

c. Are they ever repeated? 


L0.4 Contrast FICA and FUTA as to the following: 
a. Purpose of the tax. 

b. Upon whom imposed. 

c. Governmental administration of the tax. 

d. Reduction of tax based on a merit rating system. 


LO.4 One of the tax advantages of hiring family members to work in your business is that 
FICA taxes are avoided. Do you agree with this statement? Explain. 


L0.4 Ricky, a star athlete in college, receives a $1 million bonus for signing a contract 
with a professional sports team. How will the bonus be treated for FICA purposes? 


LO.4 Regarding the proposal for a “flat tax,” comment on the following: 
a. Justification for. 
b. Major obstacles to enactment. 


L0.4 Regarding the value added tax (VAT), comment on the following: 
a. Popularity of this type of tax. 
b. Nature of the tax. 


LO.4 Both a value added tax (VAT) and a national sales tax have been criticized as being 
regressive in their effect. 

a. Explain. 

b. How could this shortcoming be remedied in the case of a national sales tax? 


L0.4, 5 Serena operates a lawn maintenance service in Southern California. As most of See TSSUEN DEON? paris] 


her employees are itinerant, they are paid on a day-to-day basis. Because of cash-flow 
problems, Serena requires her customers to pay cash for the services she provides. 

a. Whatare some of the tax problems Serena might have? 

b. Assess Serena’s chances of audit by the IRS. 


L0.5 Assess the probability of an audit in each of the following independent situations: 

a. Asa result of a jury trial, Linda was awarded $3.5 million because of job discrimina- 
tion. The award included $3 million for punitive damages. 

b. Mel operates a combination check-cashing service and pawnshop. He recently broke 
up with his companion of 18 years and married her teenage daughter. 
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c. Cindy has annual AGI in excess of $300,000 and recently donated $40,000 to her 


church building fund. 

d. Pierre is the maitre d’ at a five-star restaurant and also manages the valet parking 
concession. 

e. Giselle is a cocktail waitress at an upscale night club. She has been audited several 
times in past years. 


f. Marcus was recently assessed a large state income tax deficiency by the state of Cali- 
fornia for his utilization of an abusive tax shelter. 


LO.5 With regard to the IRS audit process, comment on the following: 
Percentage of individual returns audited. 

Availability of an “informant’s fee.” 

DIF score. 

Relevance of information returns (e.g., Form 1099). 

Type of audit (i.e., correspondence, office, field). 

RAR. 

Special agent joins the audit team. 

Function of the Appeals Division. 


So monaonrp 


LO.5 Regarding the statute of limitations on additional assessments of tax by the IRS, 
determine the applicable period in each of the following situations. Assume a calendar 
year individual with no fraud or substantial omission involved. 

a. The income tax return for 2008 was filed on February 23, 2009. 

b. The income tax return for 2008 was filed on June 26, 2009. 

c. The income tax return for 2008 was prepared on April 7, 2009, but was never filed. 
Through some misunderstanding between the preparer and the taxpayer, each 
expected the other to file the return. 

d. The income tax return for 2008 was never filed because the taxpayer thought no 
additional tax was due. 


LO.5 Brianna, a calendar year taxpayer, files her income tax return for 2008 on February 
6, 2009. Although she makes repeated inquiries, she does not receive her refund from 
the IRS until May 28, 2009. Is Brianna entitled to interest on the refund? Explain. 


LO.5, 6 Ona Federal income tax return filed five years ago, Andy inadvertently omitted a 

large amount of gross income. 

a. Andy seeks your advice as to whether the IRS is barred from assessing additional 

. Income tax in the event he is audited. What is your advice? 

b. Would your advice differ if you are the person who prepared the return in question? 
Explain. 

c. Suppose Andy asks you to prepare his current year’s return. Would you do so? 
Explain. 


L0.5 Ingrid files her income tax return 50 days after the due date of the return without 
obtaining an extension from the IRS. Along with the return, she remits a check for 
$40,000, which is the balance of the tax she owes. Disregarding the interest element, what 
are Ingrid’s penalties for failure to file and for failure to pay? 


LO.5 For tax year 2001, the IRS assesses a deficiency against Elmer for $200,000. 
Disregarding the interest component, what is Elmer’s penalty if the deficiency is 
attributable to: 

a. Negligence? 

b. Fraud? 


L0.5, 6 In March 2009, Jim asks you to prepare his Federal income tax returns for tax 
years 2006, 2007, and 2008. In discussing this matter with him, you discover that he also 
has not filed for tax year 2005. When you mention this fact, Jim tells you that the statute 
of limitations precludes the IRS from taking any action as to this year. 

a. Is Jim correct about the application of the statute of limitations? Why? 

b. If Jim refuses to file for 2005, should you prepare returns for 2006 through 2008? 


L0.7 In terms of tax reform policy, what do the following mean? 
a. Revenue neutrality. 

b. Pay-as-you-go or “paygo.” 

c. Sunset provision. 
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47. LO.7 Some tax rules can be justified on multiple grounds (e.g., economic, social, etc.). In 
this connection, comment on the possible justification for the rules governing the 
following: 

a. Energy conservation and pollution control. 
b. Pension plans. 

c. Education. 

d. Home ownership. 


48. L0.7 Discuss the probable justification for each of the following provisions of the tax law: 
a. The § 179 election to expense certain business assets upon their acquisition. 
-b. Favorable treatment accorded to research and development expenditures. 
c. A deduction allowed for income resulting from U.S. production (manufacturing) 
activities. 
d. Election to expense certain soil and water conservation and fertilizer expenditures. 
e. The deduction allowed for contributions to qualified charitable organizations. 


49. L0.7 Discuss the probable justification for each of the following provisions of the tax law: 
a. An election that allows certain corporations to avoid the corporate income tax and 

pass losses through to their shareholders. 

; b. A tax credit for amounts spent to furnish care for minor children while the parent 
works. 

c. An election that allows the deferral of gain recognition on the receipt of crop insur- 
ance proceeds. 

d. The tax rates applicable to married persons who file a joint return. 

e. Provisions in the tax law that allow taxpayers to carry over to future years unused cap- 
ital losses and charitable contributions. 


50. LO.7 A provision in the tax law allows gain from an involuntary conversion to be 
postponed. 
a. Under what circumstances does this provision apply? 
b. Whatis the justification for the provision? 


51. LO.7 Discuss the probable justification for each of the following aspects of the tax law: 

a. Prepaid income is taxed to the recipient in the year received and not in the year it is 
earned. 

b. A taxpayer that sells property on an installment basis can recognize gain on the sale 
over the period the payments are received. 

c. Every year the tax brackets and the amounts of the standard deduction and depen- 
dency exemptions are adjusted by the IRS. 

d. Like toolboxes, fishing tackle boxes are not subject to the Federal excise taxes on 
sporting goods. 

e. The deduction for personal casualty losses is subject to dollar and percentage 
limitations. 


52. LO.8 Whatis the “arm’s length” concept, and when is it applicable? 


53. LO.8 Edward leases real estate to Janet for a period of 20 years. Janet makes capital 
improvements to the property. When the lease expires, Edward reclaims the property, 
including the improvements made by Janet. 

a. Under current law, at what point does Edward recognize income as a result of Janet’s 
improvements? 
. Has the law in part (a) always been the rule? 
c. Whatis the justification, if any, for the current rule? 
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Working with the Tax Law 


LEARNING OBJECTIVES. 
After completing Chapter 2, you should be able to: 


L0.1 L0.5 


Distinguish between the statutory, Communicate the results of the tax 
administrative, and judicial sources of research process in a client letter and 
the tax law and understand the a tax file memorandum. 


purpose of each source. 


L0.6 
L0.2 Apply tax research techniques and 
Locate and work with the appropriate planning procedures. 
tax law sources. 

LO.7 
L0.3 Be aware of taxation on the CPA 
Have an awareness of electronic and examination. 


paper tax services. 


L0.4 
Understand the tax research process. 
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LO.1 


Distinguish between the 
statutory, administrative, and 


judicial sources of the tax law 
and understand the purpose of 
each source. 


2.1 Tax SOURCES 


Understanding taxation requires a mastery of the sources of the rules of tax law. 
These sources include not only legislative provisions in the form of the Internal Rev- 
enue Code, but also congressional Committee Reports, Treasury Department Regu- 
lations, other Treasury Department pronouncements, and court decisions. Thus, 
the primary sources of tax information include pronouncements from all three 
branches of government: legislative, executive, and judicial. 

In addition to being able to locate and interpret the sources of the tax law, a tax 
professional must understand the relative weight of authority within these sources. 
The tax law is of little significance, however, until it is applied to a set of facts and cir- 
cumstances. This chapter, therefore, both introduces the statutory, administrative, 
and judicial sources of tax law and explains how the law is applied to individual and 
business transactions. It also explains how to apply research techniques and use plan- 
ning procedures effectively. 

A large part of tax research focuses on determining the intent of Congress. 
Although Congress often claims simplicity as one of its goals, a cursory examination of 
the tax law indicates that it has not been very successful in achieving this objective. 
Commenting on his 48-page tax return, James Michener, the author, said, “It is unima- 
ginable in that I graduated from one of America’s better colleges, yet I am totally inca- 
pable of understanding tax returns.” David Brinkley, the television news commentator, 
observed that “settling a dispute is difficult when our tax regulations are all written in a 
foreign tongue whose language flows like damp sludge leaking from a sanitary landfill.” 

Frequently, uncertainty in the tax law causes disputes between the Internal Reve- 
nue Service (IRS) and taxpayers. Due to these gray areas and the complexity of the tax 
law, a taxpayer may have more than one alternative for structuring a business transac- 
tion. In structuring business transactions and engaging in other tax planning activities, 
the tax adviser must be cognizant that the objective of tax planning is not necessarily 
to minimize the tax liability. Instead a taxpayer should maximize his or her after-tax 
return, which may include maximizing nontax as well as noneconomic benefits. 


STATUTORY SOURCES OF THE TAX LAW 
Origin of the Internal Revenue Code 


Before 1939, the statutory provisions relating to Federal taxation were contained in 
the individual revenue acts enacted by Congress. Because dealing with many sepa- 
rate acts was inconvenient and confusing, in 1939 Congress codified all of the 
Federal tax laws. Known as the Internal Revenue Code of 1939, the codification 
arranged all Federal tax provisions in a logical sequence and placed them in a sepa- 
rate part of the Federal statutes. A further rearrangement took place in 1954 and 
resulted in the Internal Revenue Code of 1954, which continued in effect until 1986 
when it was replaced by the Internal Revenue Code of 1986. Although Congress did 
not recodify the law in the Tax Reform Act (TRA) of 1986, the magnitude of the 
changes made by TRA of 1986 did provide some rationale for renaming the Federal 
tax law the Internal Revenue Code of 1986. 
The following observations help clarify the codification procedure: 


° Neither the 1939 nor the 1954 Code substantially changed the tax law 
existing on the date of its enactment. Much of the 1939 Code, for exam- 
ple, was incorporated into the 1954 Code; the major change was the reor- 
ganization and renumbering of the tax provisions. 

° Although the 1986 Code resulted in substantial changes, only a minority 
of the statutory provisions were affected.! 


‘This point is important in assessing judicial decisions interpreting provisions 1986 and has not been subsequently amended, the decision has continuing 
of the Internal Revenue Code of 1939 and the Internal Revenue Code of validity. 
1954. If the same provision was included in the Internal Revenue Code of 
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TAX FREEDOM Day 
In income tax history, 1913 was an important year. In that According to the Tax Foundation, in 2008 Tax Freedom . 
year, the Sixteenth Amendment to the Constitution was Day fell on April 23. Tax Freedom Day is the date on which 
ratified: an average taxpayer through working has paid off his or her 


taxes for the year. Of course, if you lived in Connecticut with 
the heaviest total tax burden, Tax Freedom Day fell on May 

8, 2008. Alaskans paid the least and finished paying off their 
tax burden on March 29, 2008. 


The Congress shall have power to tax and collect 
taxes on incomes, from whatever source derived, 
without apportionment among the several States, 
and without regard to any census or enumeration. 


The first income tax legislation that definitely was constitu- Source: Tax Foundation, “America Celebrates Tax Freedom Day,” 
tional was passed that same year. www.taxfoundation.org/taxfreedomday.html. 


e Statutory amendments to the tax law are integrated into the Code. For 
example, the Taxpayer Relief Act (TRA) of 1997, the Internal Revenue 
Service Restructuring and Reform Act of 1998, the Tax Relief Reconcilia- 
tion Act of 2001, the Job Creation and Worker Assistance Act of 2002, the 
Jobs and Growth Tax Relief Reconciliation Act ({GTRRA) of 2003, the 
Working Families Tax Relief Act of 2004, the American Jobs Creation Act 
of 2004, the Energy Tax Incentives Act of 2005, the Tax Increase Preven- 
tion Act of 2005 (TIPRA), the Pension Protection Act of 2006, the Tax 
Relief and Health Care Act of 2006, the Small Business and Work Oppor- 
tunity Tax Act of 2007, the Economic Stimulus Act of 2008, the Food, 
Conservation, and Energy Act of 2008, and the Housing Assistance Tax 
Act of 2008 all became part of the Internal Revenue Code of 1986. In view 
of the frequency with which tax legislation has been enacted in recent 
years, 1t appears that the tax law will continue to be amended frequently. 


The Legislative Process 


Federal tax legislation generally originates in the House of Representatives, where it 
is first considered by the House Ways and Means Committee. Tax bills originate in 
the Senate when they are attached as riders to other legislative proposals.” If accepta- 
ble to the House Ways and Means Committee, the proposed bill is referred to the 
entire House of Representatives for approval or disapproval. Approved bills are sent 
to the Senate, where they are considered by the Senate Finance Committee. 

The next step is referral from the Senate Finance Committee to the entire Senate. 
Assuming no disagreement between the House and Senate, passage by the Senate 
results in referral to the President for approval or veto. The passage of legislation in 
2003 required the vote of Vice President Dick Cheney to break a 50-50 tie in the Sen- 
ate. If the bill is approved or if the President’s veto is overridden, the bill becomes 
law and part of the Internal Revenue Code of 1986. 

Both the House and the Senate passed the Food, Conservation, and Energy Act of 
2008 on May 15, 2008. On May 21, 2008, President George Bush vetoed the bill, but 
both houses of Congress overwhelmingly voted on May 22, 2008, to override the 
President’s veto. Thus, the tax provisions contained in this 2008 Act became part of 
the Internal Revenue Code of 1986. 

House and Senate versions of major tax bills frequently differ. One reason bills 
are often changed in the Senate is that each individual senator has considerable lati- 
tude to make amendments when the Senate as a whole is voting on a bill referred to 


The Senate version of the Deficit Reduction Act of 1984 was attached as an 


The T. ity and Fiscal Responsibility Act of 1982 originated in the Sen- 
So er : - amendment to the Federal Boat Safety Act. 


ate, and its constitutionality was unsuccessfully challenged in the courts. 
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it by the Senate Finance Committee.® In contrast, the entire House of Representa- 
tives either accepts or rejects what is proposed by the House Ways and Means Com- 
mittee, and changes from the floor are rare. When the Senate version of the bill » 
differs from that passed by the House, the Joint Conference Committee, which y 
includes members of both the House Ways and Means Committee and the Senate 
Finance Committee, is called upon to resolve the differences. The deliberations of 
the Joint Conference Committee usually produce a compromise between the two 
versions, which is then voted on by both the House and the Senate. If both bodies 
accept the bill, it is referred to the President for approval or veto. Former Senator 
Daniel Patrick Moynihan observed that in the last hours of Congress, the White 
House and lawmakers often agree on a “1,200-page monster, we vote for it; nobody 
knows what is in it.” Figure 2.1 summarizes the typical legislative process for tax bills. 

The role of the Joint Conference Committee indicates the importance of compro- 
mise in the legislative process. As an example of the practical effect of the compro- 
mise process, consider Figure 2.2, which shows what happened to a limitation on 
contributions by taxpayers to their education Individual Retirement Accounts (now 
Coverdell Education Savings Accounts) in the Taxpayer Relief Act of 1997. 

Referrals from the House Ways and Means Committee, the Senate Finance Com- 
mittee, and the Joint Conference Committee are usually accompanied by Commit- 
tee Reports. These Committee Reports often explain the provisions of the proposed 
legislation and are therefore a valuable source for ascertaining the intent of Congress. 
What Congress had in mind when it considered and enacted tax legislation is, of 
course, the key to interpreting such legislation by taxpayers, the IRS, and the courts. 
Since Regulations normally are not issued immediately after a statute is enacted, tax- 
payers often look to Committee Reports to determine congressional intent. 


Arrangement of the Code 


The Internal Revenue Code of 1986 is found in Title 26 of the U.S. Code. In working 
with the Code, it helps to understand the format. Note, for example, the following 
partial table of contents: 


Subtitle A. Income Taxes 
Chapter 11. Normal Taxes and Surtaxes 
Subchapter A. Determination of Tax Liability 
Part I. Tax on Individuals 
Sections 1-5 
Part II. Tax on Corporations 
Sections 11-12 


*During the passage of the Tax Reform Act of 1986, Senate leaders tried to 
make the bill amendment proof to avoid the normal amendment process. 
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FIGURE 2.1 Legislative Process for Tax Bills 


louse. 
Ways and Means | 
Committee 


Consideration by 
the House of 
Representatives 


"Rae m ache ms ies emetic 
Senate Finance 
Committee 


. — 


Joint Conference Committee 
(if the House and Senate differ) 


Consideration by | 
the Senate 


Consideration by the 
House and Senate 


Approval or Veto 
by the President 


Incorporation into the Code | 
(if approved by the President or if | 


the President's veto is overridden) | 


Example of Compromise in the Joint Conference Committee 


H Versi Senate Version 
hild yes Pee T Allows annual contribution of 
pe ele ee) ee eee $500 child tax credit plus 


annual $5,000 contribution. : $2,000 nondeductible contribution. | 


Joint Conference Committee Result _ 
For child under age 18, allows 
$500 annual contribution with phase- 
outs for higher-bracket taxpayers. * 


*Subsequent legislation increased the amount to $2,000. 
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In referring to a provision of the Code, the key is usually the Section number. In 
citing Section 2(a) (dealing with the status of a surviving spouse), for example, it is 
unnecessary to include Subtitle A, Chapter 1, Subchapter A, Part I. Merely mention- 
ing Section 2(a) will suffice, since the Section numbers run consecutively and do not 
begin again with each new Subtitle, Chapter, Subchapter, or Part. Not all Code Sec- 
tion numbers are used, however. Notice that Part I ends with Section 5 and Part II 
starts with Section 11] (at present there are no Sections 6, 7,8, 9, and 10) ni 

Tax practitioners commonly refer to some specific areas of income tax law by 
their Subchapters. Some of the more common Subchapter designations include 
Subchapter C (“Corporate Distributions and Adjustments”), Subchapter K 
(“Partners and Partnerships”), and Subchapter S (“Tax Treatment of S Corpora- 
tions and Their Shareholders”). In the last situation in particular, it is much more 
convenient to describe the subject of the applicable Code provisions (Sections 
1361-1379) as S corporation status rather than as the “Tax Treatment of S Corpora- 
tions and Their Shareholders.” 


Citing the Code 
Code Sections often are broken down into subparts.” Section 2(a)(1)(A) serves as an 
example. 

§ 2 (a (1) A) 

| Meet ene | ow eae ee SS | ee & Abbreviation for “Section” 


-t-+-4----------------- HH & Section number 
-+-+------------- eH m Subsection number? 
SPS SS SSeS eee HSS] 555555 & Paragraph designation 


SS SSS SSS SSS SS Se SS ® Subparagraph designation 


Broken down by content, § 2(a)(1)(A) becomes: 


§ hhh Definitions and Specialeriles (relating eto 
the income tax imposed on individuals). 
8) —$—$—=$—$—————— > Definitioniol a sunivinaispouse: 


(1) ——_———_—_—_——._ For purposes of § 1 (the determinationo} 


the applicable rate schedule), a surviving 
spouse must meet certain conditions. 


(A) ——————_—__—-__ One of the conditions necessary to qualify 
as a Surviving spouse is that the tax- 
payer's spouse must have died during 
either of his or her two taxable years 


immediately preceding the present tax- 
able year. 


Throughout the text, references to the Code Sections are in the form given 
above. The symbols “§” and “§§” are used in place of “Section” and “Sections.” 
Unless otherwise stated, all Code references are to the Internal Revenue Code of 
1986. The following table summarizes the format that will be used: 


‘When the 4C lz i , ; ; 5 : f 6 

' 1954 Code was drafted, some Section pu bers were intenuenaly Some Code Sections do not require subparts. See, for example, §§ 211 and 
omitted so that later changes could be incorporated into the Code without 2a 

disrupting its organization. When Congress does not leave enough space, "Some Code Sections omit the subsection designation and use the paragraph 


subsequent Code Sections are given A, B, C, etc., designations. A good exam- designation as the first subpart. See, for 
Ai Ge ; g ‘ y 2 example, D2 ee 
ple is the treatment of §§ 280A through 280H. : aise nS 
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Complete Reference Text Reference 


Section 2(a)(1)(A) of the Internal Revenue Code of 1986 § 2(a)(1)(A) 
Sections 1 and 2 of the Internal Revenue Code of 1986 §§ 1 and2 


Section 2 of the Internal Revenue Code of 1954 § 2 of the Internal 
Revenue Code of 1954 
Section 12(d) of the Internal Revenue Code of 1939” § 12(d) of the Internal 


Revenue Code of 1939 


ADMINISTRATIVE SOURCES OF THE TAX LAW 


The administrative sources of the Federal tax law can be grouped as follows: Treas- 
ury Department Regulations, Revenue Rulings and Revenue Procedures, and vari- 
ous other administrative pronouncements (see Exhibit 2.1). All are issued by either 
the U.S. Treasury Department or the IRS. 


THE PRESIDENT AND TAX PLANNING 


2-7 


President Franklin Delano Roosevelt, a frequent critic of other laws as well as tax laws.” He repeatedly urged Con- 


people who tried to avoid taxes, told Congress in 1937 that gress to stop the tax-free treatment of interest on state and 
too many individuals want a civilized society at a discount. municipal bonds. Yet Roosevelt filed a tax return indicating 
He said that “successful tax dodging by a minority of very that he owned $17,000 of tax-free bonds. Was FDR a 


rich individuals breeds efforts for other people to dodge hypocrite? 


Treasury Department Regulations 


Regulations are issued by the U.S. Treasury Department under authority granted by 
Congress.* Interpretive by nature, they provide taxpayers with considerable guid- 
ance on the meaning and application of the Code. Regulations may be issued in pro- 
posed, temporary, or final form. Regulations carry considerable authority as the official 
interpretation of tax statutes. They are an important factor to consider in complying 
with the tax law. 

Since Regulations interpret the Code, they are arranged in the same sequence as 
the Code. A number is added at the beginning, however, to indicate the type of tax 
or administrative, procedural, or definitional matter to which they relate. For exam- 
ple, the prefix 1 designates the Regulations under the income tax law. Thus, the Reg- 
ulations under Code § 2 are cited as Reg. § 1.2 with subparts added for further 
identification. The numbering patterns of these subparts often have no correlation 
with the Code subsections. The prefix 20 designates estate tax Regulations; 25 covers 
gift tax Regulations; 31 relates to employment taxes; and 301 refers to procedure 
and administration. This list is not all-inclusive. 

New Regulations and changes to existing Regulations are usually issued in pro- 
posed form before they are finalized. The interval between the proposal of a Regula- 
tion and its finalization permits taxpayers and other interested parties to comment on 
the propriety of the proposal. Proposed Regulations under Code § 2, for example, are 
cited as Prop.Reg. § 1.2. The Tax Court indicates that Proposed Regulations carry little 
weight—no more than a position advanced in a written brief prepared by a litigating 
party before the Tax Court. Finalized Regulations have the force and effect of law.” 


"Section 12(d) of the Internal Revenue Code of 1939 is the predecessor to § 2 *§ 7805. 


of the Internal Revenue Code of 1954 and the Internal Revenue Code of °F. W. Woolworth Co., 54 T.C. 1233 (1970); Harris M. Miller, 70 T.C. 448 (1978); 


1986. Keep in mind that the 1954 Code superseded the 1939 Code and the and James O. Tomerlin Trust, 87 T.C. 876 (1986). 


1986 Code has superseded the 1954 Code. Footnote 1 of this chapter 
explains why references to the 1939 or 1954 Code are included. 
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EXHIBIT 2.1 Administrative Sources 


a ee 
Source Location Authority** 


Regulations Federal Register* Force and effect of law. 


Temporary Regulations Federal Register* May be cited as a precedent. 
Internal Revenue Bulletin 
Cumulative Bulletin 


Proposed Regulations Federal Register* Preview of final Regulations. 
Internal Revenue Bulletin 
Cumulative Bulletin 


Revenue Rulings Internal Revenue Bulletin Do not have the force and effect of law. 


Revenue Procedures Cumulative Bulletin 

Treasury Decisions 

Actions on Decisions 

General Counsel Memoranda Tax Analysts’ Tax Notes; RIA's Internal May not be cited as a precedent. 


Technical Advice Memoranda Memoranda of the IRS; CCH’s IRS Position 
Reporter 


Letter Rulings Research Institute of Americaand Commerce _— Applicable only to taxpayer addressed. 
Clearing House tax services No precedential force. 


*Finalized, Temporary, and Proposed Regulations are published in soft-cover form by several publishers. 


**Each of these sources may be substantial authority for purposes of the accuracy-related penalty in § 6662. Notice 90-20, 1990-1 
C.B. 328. 


Sometimes the Treasury Department issues Temporary Regulations relating to mat- 
ters where immediate guidance is important. These Regulations are issued without 
the comment period required for Proposed Regulations. Temporary Regulations 
have the same authoritative value as final Regulations and may be cited as prece- 
dents. Temporary Regulations must also be issued as Proposed Regulations and 
automatically expire within three years after the date of issuance.'° Temporary Reg- 
ulations and the simultaneously issued Proposed Regulations carry more weight 
than traditional Proposed Regulations. An example of a Temporary Regulation is 
Temp.Reg. § 1.199-8T, which covers computer software for purposes of the domes- 
tic production activities deduction. 

Proposed, Temporary, and final Regulations are published in the Federal Register, 
in the Internal Revenue Bulletin (I.R.B.), and by major tax services. Final Regulations 
are issued as Treasury Decisions (TDs). 

Regulations may also be classified as legislative, interpretive, or procedural. This classi- 
fication scheme is discussed under Assessing the Validity of a Treasury Regulation 
later in the chapter. 


Revenue Rulings and Revenue Procedures 


Revenue Rulings are official pronouncements of the National Office of the IRS." They 
typically provide one or more examples of how the IRS would apply a law to specific 
fact situations. Like Regulations, Revenue Rulings are designed to provide interpreta- 
tion of the tax law. However, they do not carry the same legal force and effect as Regu- 
lations and usually deal with more restricted problems. Regulations are approved by 
the Secretary of the Treasury, whereas Revenue Rulings generally are not. 

Although letter rulings (discussed below) are not the same as Revenue Rulings, a 
Revenue Ruling often results from a specific taxpayer’s request for a letter ruling. If 
the IRS believes that a taxpayer’s request for a letter ruling deserves official publica- 
tion because of its widespread impact, the letter ruling will be converted into a 
Revenue Ruling and issued for the information and guidance of taxpayers, tax 


°§ 7805(e). «ail 4§ 7805(a). 
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practitioners, and IRS personnel. Names, identifying descriptions, and money 
amounts are changed to conceal the identity of the requesting taxpayer. Revenue 
Rulings also arise from technical advice to District Offices of the IRS, court decisions, 
suggestions from tax practitioner groups, and various tax publications. 

Revenue Procedures are issued in the same manner as Revenue Rulings but deal 
with the internal management practices and procedures of the IRS. Familiarity with 
these procedures can increase taxpayer compliance and help the IRS administer the 
tax laws more efficiently. A taxpayer’s failure to follow a Revenue Procedure can 
result in unnecessary delay or, in a discretionary situation, can cause the IRS to 
decline to act on behalf of the taxpayer. 

Both Revenue Rulings and Revenue Procedures serve an important function by 
providing guidance to IRS personnel and taxpayers in handling routine tax matters. 
Revenue Rulings and Revenue Procedures generally apply retroactively and may be 
revoked or modified by subsequent rulings or procedures, Regulations, legislation, 
or court decisions. 

Revenue Rulings and Revenue Procedures are published weekly by the U.S. Gov- 
ernment in the Internal Revenue Bulletin (1.R.B.). Semiannually, the bulletins for a six- 
month period are gathered together and published in a bound volume called the Cu- 
mulative Bulletin (C.B.).'* The proper form for citing Revenue Rulings and Revenue 
Procedures depends on whether the item has been published in the Cumulative Bulle- 
tin or is only available in I.R.B. form. Consider, for example, the following transition: 


Temporary Rev.Rul. 2008-16, I.R.B. No. 11, 585. 

Citation Explanation: Revenue Ruling Number 16, appearing on page 585 of the 11th 
weekly issue of the Jnternal Revenue Bulletin for 2008. 

Permanent Rey.Rul. 2008-16, 2008-1 C.B. 585. 


Citation Explanation: Revenue Ruling Number 16, appearing on page 585 of Volume 1 
of the Cumulative Bulletin for 2008. 


Note that the page reference of 585 is the same for both the I.R.B. (temporary) and 
C.B. (permanent) versions of the ruling. The IRS numbers the pages of the I.R.B.s 
consecutively for each six-month period so as to facilitate their conversion to C.B. 
form. Revenue Rulings and other tax resources may be found on Tax Almanac, a 
free online resource from Intuit at www.taxalmanac.org. 

Revenue Procedures are cited in the same manner, except that “Rev.Proc.” is substi- 
tuted for “Rev.Rul.” Some recent Revenue Procedures dealt with the following matters: 


e Guidance to tax return preparers regarding the format and content of 
consents to disclose and consents to use tax return information on tax 
return forms. 

© The 2009 inflation-adjusted amounts for various indexed amounts in the 
Code. 

e The areas in which the IRS will not issue letter rulings or determination 
letters. 


Letter Rulings 


Letter rulings are issued for a fee upon a taxpayer’s request and describe how the IRS 
will treat a proposed transaction for tax purposes. They apply only to the taxpayer who 
asks for and obtains the ruling, but post-1984 letter rulings may be substantial 
authority for purposes of the accuracy-related penalty.'* Letter rulings can be useful 


2-9 


'2Usually, only two volumes of the Cumulative Bulletin are published each year. 
However, in the past, when Congress has enacted major tax legislation, 
other volumes have been published containing the congressional Commit- 
tee Reports supporting the Revenue Act. See, for example, the two extra vol- 
umes for 1984 dealing with the Deficit Reduction Act of 1984. The 1984-3 
Cumulative Bulletin, Volume 1, contains the text of the law itself; 1984-3, Vol- 
ume 2, contains the Committee Reports. There are a total of four volumes 
of the Cumulative Bulletin for 1984: 1984-1; 1984-2; 1984-3, Volume 1; 
1984-3, Volume 2. 


'83Notice 90-20, 1990-1 C.B. 328. In this regard, letter rulings differ from Rev- 
enue Rulings, which are applicable to all taxpayers. A letter ruling may later 
lead to the issuance of a Revenue Ruling if the holding affects many tax- 
payers. In its Agents’ Manual, the IRS indicates that letter rulings may be 
used as a guide with other research materials in formulating a District Office 
position on an issue. The IRS is required to charge a taxpayer a fee for letter 
rulings, determination letters, etc. 
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EXAMPLE 1 


to taxpayers who wish to be certain of how a transaction will be taxed before pro- 
ceeding with it. Letter rulings also allow taxpayers to avoid unexpected tax costs. 
Although the procedure for requesting a ruling can be quite cumbersome, some- 
times requesting a ruling is the most effective way to carry out tax planning. Never- 
theless, the IRS limits the issuance of individual rulings to restricted, preannounced 
areas of taxation. The main reason the IRS will not rule in certain areas is that they 
involve fact-oriented situations. Thus, a ruling may not be obtained on many of the 
problems that are particularly troublesome for taxpayers. '* The IRS issues over 
2,000 letter rulings each year. 

The law now requires the IRS to make individual rulings available for public 
inspection after identifying details are deleted.” Published digests of private letter 
rulings can be found in Private Letter Rulings (published by RIA), BNA Daily Tax 
Reports, and Tax Analysts & Advocates Tax Notes. IRS Letter Rulings Reports (published 
by Commerce Clearing House) contains both digests and full texts of all letter rul- 
ings. Letter Ruling Review (published by Tax Analysts) is a monthly publication that 
selects and discusses the more important letter rulings issued each month. In addi- 
tion, computerized databases of letter rulings are available through several private 
publishers. 

Letter rulings are issued multidigit file numbers, which indicate the year and 
week of issuance as well as the number of the ruling during that week. Consider, for 
example, Ltr.Rul. 200804004, holding that some common bonus arrangements do 
not qualify for the performance-based compensation exception to the $1 million an- 
nual cap on deductible compensation. 


2008 04 004 
Year 2008 4th week of 4th ruling issued during the 
issuance 4th week 


Other Administrative Pronouncements 


Treasury Decisions (TDs) are issued by the Treasury Department to promulgate new 
Regulations, amend or otherwise change existing Regulations, or announce the 
position of the Government on selected court decisions. Like Revenue Rulings and 
Revenue Procedures, TDs are published in the Internal Revenue Bulletin and subse- 
quently transferred to the Cumulative Bulletin. 

The IRS also publishes other administrative communications in the Internal Reve- 
nue Bulletin such as Announcements, Notices, IRs (News Releases), and Prohibited 
Transaction Exemptions. 

Like letter rulings, determination letters are issued at the request of taxpayers and 
provide guidance on the application of the tax law. They differ from letter rulings in 
that the issuing source is the Area Director rather than the National Office of the 
IRS. Also, determination letters usually involve completed (as opposed to proposed) 
transactions. Determination letters are not published and are made known only to 
the party making the request. 

The following examples illustrate the distinction between letter rulings and deter- 
mination letters: 


The shareholders of Red Corporation and Green Corporation want assurance that the 
consolidation of the corporations into Blue Corporation will be a nontaxable reorgani- 
zation. The proper approach is to request the National Office of the IRS to issue a letter 
ruling concerning the income tax effect of the proposed transaction. = 


'Rey.Proc. 2009-1, I.R.B. No. 1, 1 contains a list of areas in which the IRS will 8 6110. 
not issue advance rulings. From time to time, subsequent Revenue Proce- 
dures are issued that modify or amplify Rev.Proc. 2009-1. 
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Chris operates a barber shop in which he employs eight barbers. To comply with the PSE oAM ELE 2 


rules governing income tax and payroll tax withholdings, Chris wants to know whether 
the barbers working for him are employees or independent contractors. The proper 


procedure is to request a determination letter on their status from the appropriate 
Area Director. @ 


Several internal memoranda that constitute the working law of the IRS now must 
be released. These General Counsel Memoranda (GCMs), Technical Advice Memo- 
randa (TAMs), and Field Service Advices (FSAs) are not officially published, and the 
IRS indicates that they may not be cited as precedents by taxpayers. '° However, these 
working documents do explain the IRS’s position on various issues. 

The National Office of the IRS releases Technical Advice Memoranda (TAMs) weekly. 
TAMs resemble letter rulings in that they give the IRS’s determination of an issue. 
However, they differ in several respects. Letter rulings deal with proposed transac- 
tions and are issued to taxpayers at their request. In contrast, TAMs deal with com- 
pleted transactions. Furthermore, TAMs arise from questions raised by IRS 
personnel during audits and are issued by the National Office of the IRS to its field 
personnel. TAMs are often requested for questions relating to exempt organizations 
and employee plans. TAMs are not officially published and may not be cited or used as 
precedent.'’ They are assigned file numbers according to the same procedure used 
for letter rulings. For example, TAM 200834026 refers to the 26th TAM issued during 
the 34th week of 2008. 

The Office of Chief Counsel prepares Field Service Advice (FSAs) to help IRS 
employees. They are issued in response to requests for advice, guidance, and analysis 
on difficult or significant tax issues. FSAs are not binding on either the taxpayer to 
whom they pertain or on the IRS. For example, FSA 200233016 states that § 269 may 
be used to disallow foreign tax credits and deductions that arise from a series of 
reorganizations if the underlying transaction’s principal purpose is to secure tax 
benefits. 

Field Service Advices are being replaced by a new form of field guidance called 
Technical Expedited Advice Memoranda (TEAMs). The purpose of TEAMS is to 
expedite legal guidance to field agents as disputes are developing. FSAs are reverting 
to their original purpose of case-specific development of facts. 

A TEAM guidance differs from a TAM in several ways, including a mandatory pre- 
submission conference involving the taxpayer. In the event of a tentatively adverse 
conclusion for the taxpayer or the field, a conference of right is offered to the tax- 
payer and to the field; once the conference of right is held, no further conferences 
are offered. 


JUDICIAL SOURCES OF THE TAX LAW 
The Judicial Process in General 


After a taxpayer has exhausted some or all of the remedies available within the IRS 
(i.e., no satisfactory settlement has been reached at the agent or at the Appeals Divi- 
sion level), the dispute can be taken to the Federal courts. The dispute is first consid- 
ered by a court of original jurisdiction (known as a trial court) with any appeal (either 
by the taxpayer or the IRS) taken to the appropriate appellate court. In most situa- 
tions, the taxpayer has a choice of any of four trial courts: a Federal District Court, the 
U.S. Court of Federal Claims, the U.S. Tax Court, or the Small Cases Division of the U.S. 
Tax Court. The trial and appellate court system for Federal tax litigation is illustrated 


in Figure 2.3. 


7§ 6110(j)(3). Post-1984 TAMs may be substantial authority for purposes of 


These are unofficially F ublished by the publishers listed in Exhibit 2.1. Such 
fa avoiding the accuracy-related penalty. Notice 90-20, 1990-1 C.B. 328. 


internal memoranda for post-1984 may be substantial authority for purposes 
of the accuracy-related penalty. Notice 90-20, 1990-1 C.B. 328. 
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FIGURE 2.3 Federal Judicial System 
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The broken line between the U.S. Tax Court and the Small Cases Division indicates 
that there is no appeal from the Small Cases Division. The jurisdiction of the Small 
Cases Division is limited to cases involving amounts of $50,000 or less. The proceedings 
of the Small Cases Division are informal (e.g., no necessity for the taxpayer to be repre- 
sented by a lawyer or other tax adviser). Special trial judges rather than Tax Court 
judges preside over these proceedings. The decisions of the Small Cases Division are 
not precedents for any other court decision and are not reviewable by any higher 
court. Proceedings can be more timely and less expensive in the Small Cases Division. 
Some of these cases can now be found on the U.S. Tax Court Internet web site. 

American law, following English law, is frequently made by judicial decisions. 
Under the doctrine of stare decisis, each case (except in the Small Cases Division) has 
precedential value for future cases with the same controlling set of facts. Most Fed- 
eral and state appellate court decisions and some decisions of trial courts are pub- 
lished. More than 6 million judicial opinions have been published in the United 
States; over 130,000 cases are published each year.'® Published court decisions are 
organized by jurisdiction (Federal or state) and level of court (trial or appellate). 

A decision of a particular court is called its holding. Sometimes a decision 
includes dicta or incidental opinions beyond the current facts. Such passing 
remarks, illustrations, or analogies are not essential to the current holding. Although 
the holding has precedential value under stare decisis, dicta are not binding on a 
future court. 


Trial Courts 


The differences among the various trial courts (courts of original jurisdiction) can 
be summarized as follows: 


° Number of courts. There is only one Court of Federal Claims and only one 
Tax Court, but there are many Federal District Courts. The taxpayer does 
not select the District Court that will hear the dispute but must sue in the 
one that has jurisdiction where the taxpayer resides. 

° Number of judges. District Courts have various numbers of judges, but only 
one judge hears a case. The Court of Federal Claims has 16 judges, and 


'*Mersky and Dunn, Fundamentals of Legal Research, 8th ed.(Westbury, N.Y.: 


The Foundation Press, 2002), p. 11. 
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TAXin 
the-NEWS 


the Tax Court has 19 regular judges. The entire Tax Court, however, 

reviews a case (the case is sent to court conference) only when more im- 

portant or novel tax issues are involved. Most cases are heard and decided 

by one of the 19 judges. 

| ° Location. The Court of Federal Claims meets most often in Washington, 

t D.C., whereas a District Court meets at a prescribed seat for the particular 

district. Each state has at least one District Court, and many of the more 

populous states have more than one. Choosing the District Court usually 
minimizes the inconvenience and expense of traveling for the taxpayer 

; and his or her counsel. Although the Tax Court is officially based in Wash- 

ington, D.C., the various judges travel to different parts of the country 
and hear cases at predetermined locations and dates. This procedure 
eases the distance problem for the taxpayer, but it can mean a delay 
before the case comes to trial and is decided. 

© Jurisdiction of the Court of Federal Claims. The Court of Federal Claims has ju- 
risdiction over any claim against the United States that is based upon the 
Constitution, any Act of Congress, or any regulation of an executive 
department. Thus, the Court of Federal Claims hears nontax litigation as 
well as tax cases. This forum appears to be more favorable for issues hav- 
ing an equitable or pro-business orientation (as opposed to purely techni- 
cal issues) and for those requiring extensive discovery. 

© Jurisdiction of the Tax Court and District Courts. The Tax Court hears only tax 
cases and is the most popular forum. The District Courts hear a wide vari- 
ety of nontax cases, including drug crimes and other Federal violations, as 
well as tax cases. Some Tax Court judges have been appointed from IRS 
or Treasury Department positions. For these reasons, some people sug- 
gest that the Tax Court has more expertise in tax matters. 

Jury trial. The only court in which a taxpayer can obtain a jury trial is a Dis- 
trict Court. But since juries can only decide questions of fact and not ques- 
tions of law, even taxpayers who choose the District Court route often do 
not request a jury trial. In that event, the judge will decide all issues. Note 
that a District Court decision is controlling only in the district in which 
the court has jurisdiction. 

© Payment of deficiency. For the Court of Federal Claims or a District Court to 
have jurisdiction, the taxpayer must pay the tax deficiency assessed by the 
IRS and sue for a refund. A taxpayer who wins (assuming no successful 
appeal by the Government) recovers the tax paid plus appropriate inter- 
est. For the Tax Court, however, jurisdiction is usually obtained without 
first paying the assessed tax deficiency. In the event the taxpayer loses in 


8 
ele 


‘ST. D. Peyser, “The Case for Selecting the Claims Court to Litigate a Federal 
Tax Liability,” The Tax Executive (Winter 1988): 149. 
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CONCEPT SUMMARY 


an » Federal Judicial System: Trial Courts — eps 


Issue U.S. Tax Court U.S. District Court . 


U.S. Court of Federal Claims _ 


Number of judgespercourt 19* Varies 16 
Payment of deficiency No Yes Yes 
before trial cr ee: 
Jury trial available No Yes No 
Types of disputes Tax cases only Most criminal and civil issues Claims against the United States 
Jurisdiction Nationwide Location of taxpayer Nationwide 
IRS acquiescence policy Yes Yes Yes ; 
Appeal route U.S. Court of Appeals —U..S. Court of Appeals U.S. Court of Appeals for th 


Federal Circuit 


*There are also 14 special trial judges and 9 senior judges. 


the Tax Court (and does not appeal or an appeal is unsuccessful), the 
deficiency must be paid with appropriate interest. With the elimination of 
the deduction for personal (consumer) interest, the Tax Court route of 
delaying payment of the deficiency can become expensive. For example, 
to earn 7 percent after tax in 2009, a taxpayer with a 35 percent marginal 
tax rate would have to earn 10.77 percent. By paying the tax, a taxpayer 
limits underpayment interest and penalties on the underpayment. 

e Termination of running of interest. A taxpayer who selects the Tax Court may 
deposit a cash bond to stop the running of interest. The taxpayer must de- 
posit both the amount of the tax and any accrued interest. If the taxpayer 
wins and the deposited amount is returned, the Government does not pay 
interest on the deposit. 

© Appeals. Appeals from a District Court or a Tax Court decision are to the 
U.S. Court of Appeals for the circuit in which the taxpayer resides. 
Appeals from the Court of Federal Claims go to the Court of Appeals for 
the Federal Circuit. Few Tax Court cases are appealed, and when appeals 
are made, most are filed by the taxpayer rather than the IRS. 

° Bankruptcy. When a taxpayer files a bankruptcy petition, the IRS, like 
other creditors, is prevented from taking action against the taxpayer. 
Sometimes a bankruptcy court may settle a tax claim. 


For a summary of the Federal trial courts, see Concept Summary 2.1. 


Appellate Courts 


The losing party can appeal a trial court decision to a Circuit Court of Appeals. The 11 
geographic circuits, the circuit for the District of Columbia, and the Federal 
Circuit”? appear in Figure 2.4. The appropriate circuit for an appeal depends on 
where the litigation originated. For example, an appeal from New York goes to the 
Second Circuit. 

If the Government loses at the trial court level (District Court, Tax Court, or 
Court of Federal Claims), it need not (frequently does not) appeal. The fact that an 
appeal is not made, however, does not indicate that the IRS agrees with the result 
and will not litigate similar issues in the future. The IRS may decide not to appeal for 


*The Court of Appeals for the Federal Circuit was created, effective October 
1, 1982, by P.L. No. 97-164 (4/2/82) to hear decisions appealed from the 
Claims Court (now the Court of Federal Claims). 
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CSR The Federal Courts of Appeals 


LEGEND 
f= Circuit Boundaries 
/—— State Boundaries 
District Boundaries 


ADMINISTRATIVE OFFICE OF THE UNITED STATES SUPREME COURT 
APRIL 1988 


a number of reasons. First, if the current litigation load is heavy, the IRS may decide 
that available personnel should be assigned to other, more important cases. Second, 
the IRS may determine that this case is not a good one to appeal. Perhaps the tax- 
payer is in a sympathetic position or the facts are particularly strong in his or her 
favor. In that event, the IRS may wait to test the legal issues involved with a taxpayer 
who has a much weaker case. Third, if the appeal is from a District Court or the Tax 
Court, the Court of Appeals of jurisdiction could have some bearing on whether the 
IRS chooses to go forward with an appeal. Based on past experience and precedent, 
the IRS may conclude that the chance for success on a particular issue might be 
more promising in another Court of Appeals. If so, the IRS will wait for a similar case 
to arise in a different jurisdiction. 

The Federal Circuit at the appellate level provides the taxpayer with an alternative 
forum to the Court of Appeals for his or her home circuit. Appeals from both the 
Tax Court and the District Court go to a taxpayer’s home circuit. When a particular 
circuit has issued an adverse decision, the taxpayer may prefer the Court of Federal 
Claims route, since any appeal will be to the Federal Circuit. 

District Courts, the Tax Court, and the Court of Federal Claims must abide by the 
precedents set by the Court of Appeals of jurisdiction. A particular Court of Appeals 
need not follow the decisions of another Court of Appeals. All courts, however, must 
follow the decisions of the U.S. Supreme Court. 

This pattern of appellate precedents raises an issue for the Tax Court. Because 
the Tax Court is a national court, it decides cases from all parts of the country. For 
many years, the Tax Court followed a policy of deciding cases based on what it 
thought the result should be, even though its decision might be appealed to a Court 
of Appeals that had previously decided a similar case differently. A number of years 
ago this policy was changed in the Golsen*’ decision. Now the Tax Court will decide a 


21 Jack E. Golsen, 54 T.C. 742 (1970). 


D.C. 
UlT 


Washington, D.C. 


FEDERAL 
CIRCUIT 


Washington, D.C. 
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case as it feels the law should be applied only if the Court of Appeals of appropriate 
jurisdiction has not yet passed on the issue or has previously decided a similar case in 
accord with the Tax Court’s decision. If the Court of Appeals of appropriate jurisdic- 
tion has previously held otherwise, the Tax Court will conform under the Golsen rule 
even though it disagrees with the holding. 


ERAN PE BIS | Emily lives in Texas and sues in the Tax Court on Issue A. The Fifth Circuit Court of 


Appeals is the appellate court of appropriate jurisdiction. It has already decided, in a 
case involving similar facts but a different taxpayer, that Issue A should be resolved 
against the Government. Although the Tax Court feels that the Fifth Circuit Court of 
Appeals is wrong, under its Golsen policy it will render judgment for Emily. Shortly 
thereafter, Rashad, a resident of New York, in a comparable case, sues in the Tax Court 
on Issue A. Assume that the Second Circuit Court of Appeals, the appellate court of 
appropriate jurisdiction, has never expressed itself on Issue A. Presuming the Tax Court 
has not reconsidered its position on Issue A, it will decide against Rashad. Thus, it is 
entirely possible for two taxpayers suing in the same court to end up with opposite 
results merely because they live in different parts of the country. # 


Appeal to the U.S. Supreme Court is by Writ of Certiorari. If the Court agrees to 
hear the case, it will grant the Writ (Cert. granted). Most often, it will deny jurisdic- 
tion (Cert. denied). For whatever reason or reasons, the Supreme Court rarely 
hears tax cases. The Court usually grants certiorari to resolve a conflict among the 
Courts of Appeals (e.g., two or more appellate courts have assumed opposing posi- 
tions on a particular issue) or where the tax issue is extremely important. The 
granting of a Writ of Certiorari indicates that at least four members of the 
Supreme Court believe that the issue is of sufficient importance to be heard by 
the full Court. 

The role of appellate courts is limited to a review of the record of trial compiled by 
the trial courts. Thus, the appellate process usually involves a determination of 
whether the trial court applied the proper law in arriving at its decision. Rarely will 
an appellate court disturb a lower court’s fact-finding determination. 

Both the Code and the Supreme Court indicate that Federal appellate courts are 
bound by findings of facts unless they are clearly erroneous.”* This aspect of the 
appellate process is illustrated by a decision of the Court of Appeals for the District 
of Columbia involving whether a taxpayer was engaged in an activity for profit under 
§ 183.?° This appeals court specifically held that the “Tax Court’s findings of facts 
are binding on Federal courts of appeals unless clearly erroneous.” The court 
applauded the Tax Court for the thoroughness of its factual inquiry but could “not 
place the stamp of approval upon its eventual legal outcome.” In reversing and 
remanding the decision to the Tax Court, the appellate court said that “the lan- 
guage of § 183, its legislative history and the applicable Treasury regulation combine 
to demonstrate that the court’s [Tax Court’s] standard is erroneous as a matter of 
law.” The appeals court held that this taxpayer’s claims of deductibility were to be 
evaluated by proper legal standards. 

An appeal can have any of a number of possible outcomes. The appellate court 
may approve (affirm) or disapprove (reverse) the lower court’s finding, or it may 
send the case back for further consideration (remand). When many issues are 
involved, a mixed result is not unusual. Thus, the lower court may be affirmed (aff'd) 
on Issue A and reversed (rev'd) on Issue B, while Issue C is remanded (rem’d) for 
additional fact finding. 

When more than one judge is involved in the decision-making process, disagree- 
ments are not uncommon. In addition to the majority view, one or more judges may 
concur (agree with the result reached but not with some or all of the reasoning) or 


*8§ 7482(a) and (c). Comm. v. Duberstein, 60-2 USTC 99515, 5 AFTR2d 1626, *Dreicer v. Comm., 81-2 USTC 49683, 48 AFTR2d 5884, 665 F.2d 1292 (CA- 
80 S.Ct. 1190 (USSG, 1960). See Rule 52(a) of the Federal Rules of Civil Pro- DG, 1981). 


cedure. 
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dissent (disagree with the result). In any one case, of course, the majority view con- 
trols. But concurring and dissenting views can have an influence on other courts or, 
at some subsequent date when the composition of the court has changed, even on 
the same court. 

Knowledge of several terms is important in understanding court decisions. The 
term plaintiff refers to the party requesting action in a court, and the defendant is the 
party against whom the suit is brought. Sometimes a court uses the terms petitioner 
and respondent. In general, “petitioner” is a synonym for “plaintiff,” and “respon- 
dent” is a synonym for “defendant.” At the trial court level, a taxpayer is normally 
the plaintiff (or petitioner), and the Government is the defendant (or respondent). 
If the taxpayer wins and the Government appeals as the new petitioner (or appel- 
lant), the taxpayer becomes the new respondent. 


Judicial Citations—General 


Having briefly described the judicial process, it is appropriate to consider the more 
practical problem of the relationship of case law to tax research. As previously noted, 
court decisions are an important source of tax law. The ability to cite and locate a 
case is, therefore, a must in working with the tax law. Judicial citations usually follow 
a standard pattern: case name, volume number, reporter series, page or paragraph 
number, court (where necessary), and the year of the decision. 


Judicial Citations—The U.S. Tax Court 


A good starting point is with the Tax Court. The Tax Court issues two types of deci- 
sions: Regular and Memorandum. The Chief Judge decides whether the opinion is 
issued as a Regular or Memorandum decision. The distinction between the two 
involves both substance and form. In terms of substance, Memorandum decisions deal 
with situations necessitating only the application of already established principles of 
law. Regular decisions involve novel issues not previously resolved by the court. In 
actual practice, however, this distinction is not always preserved. Not infrequently, 
Memorandum decisions will be encountered that appear to warrant Regular status 
and vice versa. At any rate, do not conclude that Memorandum decisions possess no 
value as precedents. Both represent the position of the Tax Court and, as such, can 
be relied on. 

The Regular and Memorandum decisions issued by the Tax Court also differ in 
form. Memorandum decisions are made available but are not published by the 
government. Regular decisions are published by the U.S. Government in a series 
entitled Tax Court of the United States Reports (T.C.). Each volume of these Reports 
covers a six-month period (January | through June 30 and July | through Decem- 
ber 31) and is given a succeeding volume number. But, as is true of the Cumulative 
Bulletin, there is usually a time lag between the date a decision is rendered and 
the date it appears in bound form. A temporary citation may be necessary to help 
the researcher locate a recent Regular decision. Consider, for example, the tem- 
porary and permanent citations for Peter P. Baltic, a decision filed on December 


27, 2007: 
Temporary ie P. Baltic, 129 T.C. ___, No. 19 (2007). 


Citation Explanation: Page number left blank because not yet known. 
Permanent Peter P. Baltic, 129 T.C. 178 (2007). 
Citation Explanation: Page number now available. 


Both citations tell us that the case will ultimately appear in Volume 129 of the Tax 
Court of the United States Reports. But until this volume is bound and made available to 
the general public, the page number must be left blank. Instead, the temporary cita- 
tion identifies the case as being the 19th Regular decision issued by the Tax Court 
since Volume 128 ended. With this information, the decision can easily be located in 
either of the special Tax Court services published by Commerce Clearing House 
(now owned by the Dutch company Wolters Kluwer) or Research Institute of Amer- 
ica (formerly by Prentice-Hall). Once Volume 129 is released, the permanent 


L0.2 
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citation can be substituted and the number of the case dropped. Starting in 1999, 
both Regular decisions and Memorandum decisions are published on the U.S. Tax 
Court web site (www.ustaxcourt.gov). 

Before 1943, the Tax Court was called the Board of Tax Appeals, and its decisions 
were published as the United States Board of Tax Appeals Reports (B.T.A.). These 47 vol- 
umes cover the period from 1924 to 1942. For example, the citation Karl Pauli, 11 
B.T.A. 784 (1928), refers to the 11th volume of the Board of Tax Appeals Reports, page 
784, issued in 1928. 

If the IRS loses in a decision, it may indicate whether it agrees or disagrees with 
the results reached by the court by publishing an acquiescence (“A” or “Acg.”) or 
nonacquiescence (“NA” or “Nonacq.”), respectively. Until 1991, acquiescences and 
nonacquiescences were published only for certain Regular decisions of the Tax 
Court, but the IRS has expanded its acquiescence program to include other civil tax 
cases where guidance is helpful. The acquiescence or nonacquiescence is published 
in the Internal Revenue Bulletin and the Cumulative Bulletin as an Action on Decision. 
The IRS can retroactively revoke an acquiescence. 

Most often the IRS issues nonacquiescences to adverse decisions that are not 
appealed. In this manner, the Government indicates that it disagrees with the result 
reached, despite its decision not to seek review of the matter in an appellate court. A 
nonacquiescence provides a warning to taxpayers that a similar case cannot be set- 
tled administratively. A taxpayer will incur fees and expenses appealing within the 
IRS even though the IRS may be unwilling to litigate a fact pattern similar to a nonac- 
quiescence decision.”* 

Although Memorandum decisions were not published by the U.S. Government 
until recently (they are now published on the U.S. Tax Court web site), they were— 
and continue to be—published by Commerce Clearing House (CCH) and Research 
Institute of America (RIA [formerly by Prentice-Hall]). Consider, for example, the 
three different ways that Jack D. Carrcan be cited: 


Jack D. Carr, T.C.Memo. 1985-19 

The 19th Memorandum decision issued by the Tax Court in 1985. 
Jack D. Carr, 49 TOM 507 

Page 507 of Vol. 49 of the CCH Tax Court Memorandum Decisions. 
Jack D. Carr, RIA T.C.Mem.Dec. 985,019 

Paragraph 85,019 of the RIA T.C. Memorandum Decisions. 


Note that the third citation contains the same information as the first. Thus, 
485,019 indicates the following information about the case: year 1985, 19th T.C. 
Memo. decision.”’ Although the RIA citation does not specifically include a volume 
number, the paragraph citation indicates that the decision can be found in the 1985 
volume of the RIA Memorandum decision service. 

U.S. Tax Court Summary Opinions relate to decisions of the Tax Court’s Small 
Cases Division. These opinions are published commercially, and on the U.S. Tax 
Court web site, with the warning that they may not be treated as precedent for any 
other case. For example, Jonelle M. Broady, filed on June 5, 2008, is cited as follows: 


Jonelle M. Broady, T.C. Summary Opinion, 2008-63. 


In 2005, the U.S. Supreme Court held that decisions of the Small Cases Division 
must be made public. 


Judicial Citations—The U.S. District Court, Court of Federal Claims, 
and Courts of Appeals | 


District Court, Court of Federal Claims, Courts of Appeals, and Supreme Court deci- 
sions dealing with Federal tax matters are reported in both the CCH U.S. Tax Cases 


“G. W. Carter, “Nonacquiescence: Winning by Losing,” Tax Notes (Septem- *In this text, the RIA citation for Memorandum decisions of the U.S Tax 
ber 19, 1988): 1301-1307. Court is omitted. Thus, Jack D. Carr would be cited as 49 TCM 507 
T.C.Memo. 1985-19. 
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(USTC) and the RIA American Federal Tax Reports (AFTR) series. Federal District 
Court decisions, dealing with both tax and nontax issues, also are published by West 
Publishing Company in its Federal Supplement Series (F.Supp.). Volume 999, published 
in 1998, is the last volume of the Federal Supplement Series. It is followed by the Federal 


Supplement Second Series (F.Supp.2d). The following examples illustrate three differ- 
ent ways of citing a District Court case: 


Simons-Eastern Co. v. U.S., 73-1 USTC $9279 (D.Ct. Ga., 1972). 

Explanation: Reported in the first volume of the U.S. Tax Cases (USTC) published by Commerce 

Clearing House for calendar year 1973 (73-1) and located at paragraph 9279 (9279). 

Simons-Eastern Co. v. U.S., 31 AFTR2d 73-640 (D.Ct. Ga., 1972). 

Explanation: Reported in the 31st volume of the second series of the American Federal Tax Reports 

(AFTR2d) published by RIA and beginning on page 640. The “73” preceding the page number 

indicates the year the case was published but is a designation used only in recent decisions. 

Simons-Eastern Co. v. U.S., 354 F.Supp. 1003 (D.Ct. Ga., 1972). 

Explanation: Reported in the 354th volume of the Federal Supplement Series (F. Supp.) published by 

West Publishing Company and beginning on page 1003. 
In all of the preceding citations, note that the name of the case is the same (Simons- 
Eastern Co. being the taxpayer), as is the reference to the Federal District Court of 
Georgia (D.Ct. Ga.) and the year the decision was rendered (1972).7° 

Decisions of the Court of Federal Claims®’ and the Courts of Appeals are pub- 
lished in the USTCs, AFTRs, and a West Publishing Company reporter called the Fed- 
eral Second Series (F.2d). Volume 999, published in 1993, is the last volume of the 
Federal Second Series. It is followed by the Federal Third Series (F.3d). Beginning with Oc- 
tober 1982, the Court of Federal Claims decisions are published in another West 
Publishing Company reporter entitled the Claims Court Reporter (abbreviated Cl.Ct.). 
Beginning with Volume 27 on October 30, 1992, the name of the reporter changed 
to the Federal Claims Reporter (abbreviated as Fed.Cl.). The following examples illus- 
trate the different forms: 


Finkbohner, Jr. v. U.S., (CA-11, 1986) 


86-1 USTC 919393 (CCH citation) 
57 AFTR2d 86-1400 (RIA citation) 
788 F.2d 723 (West citation) 


Apollo Computer, Inc. v. U.S., (Fed.Cl., 1994) 


95-1 USTC 150,015 (CCH citation) 
74 AFTR2d 94-7172 (RIA citation) 
32 Fed.Cl. 334 (West citation) 


Note that Finkbohner, Jr. is a decision rendered by the Eleventh Circuit Court of 
Appeals in 1986 (CA-11, 1986), while Apollo Computer, Inc. was issued by the Court of 
Federal Claims in 1994 (Fed.Cl., 1994). 


Judicial Citations—The U.S. Supreme Court 

Like all other Federal tax decisions (except those rendered by the Tax Court), 
Supreme Court decisions are published by Commerce Clearing House in the USTCs 
and by RIA (formerly by Prentice-Hall) in the AFTRs. The U.S. Government Printing 
Office also publishes these decisions in the United States Supreme Court Reports (U.S.) 
as does West Publishing Company in its Supreme Court Reporter (S.Ct.) and the Law- 
yer’s Co-operative Publishing Company in its United States Reports, Lawyer's Edition 
(L.Ed.). The following illustrates the different ways the same decision can be cited: 


*°In this text, the case would be cited in the following form: Simons-Eastern Co. 
v. US., 73-1 USTC $9279, 31 AFTR2d 73-640, 354 F.Supp. 1003 (D.Ct. Ga., 
1972). Prentice-Hall Information Services is now owned by Research Insti- 
tute of America. Although recent volumes contain the RIA imprint, many of 
the older volumes continue to have the P-H imprint. 


Court of Claims. 
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GLOBAL 
Tax Issues 


TAX denice? 


The United States has entered into treaties with most of the major eountiee 3 the | 
world in order to eliminate possible double taxation. For example, nonresident alien — 
students wishing to claim exemption from taxation are required to provide an. informa- 
tion statement as set forth in several Revenue Procedures. The withholding agent must 
also certify the form. 
Chinese students are required to prepare a four-part statement. Part 3 of the stu- 
_ dent’s statement is as follows: 


| will receive compensation for personal services performed in the United States. 

This compensation qualifies for exemption from withholding of Federal income 

tax under the tax treaty between the United States and the People’s Republic of 
China in an amount not in excess of $5,000 for any taxable year. 


U.S. v. The Donruss Co., (USSC, 1969) 


69-1 USTC 99167 (CCH citation) 
23 AFTR2d 69-418 (RIA citation) 
89 S.Ct. 501 (West citation) 

393 U.S. 297 (U.S. Government Printing Office citation) 
21 L.Ed.2d 495 (Lawyer's Co-operative Publishing Co. citation) 


The parenthetical reference (USSC, 1969) identifies the decision as having been 
rendered by the U.S. Supreme Court in 1969. In this text, the citations of Supreme 
Court decisions will be limited to the CCH (USTC), RIA (AFTR), and West (S.Ct.) 
versions. For a summary, see Concept Summary 2.2. 


OTHER SOURCES OF THE TAX LAW 


Other sources of tax information that a tax practitioner may need to consult include 
tax treaties and tax periodicals. 


Tax Treaties 


The United States signs certain tax treaties (sometimes called tax conventions) with 
foreign countries to render mutual assistance in tax enforcement and to avoid dou- 
ble taxation. Tax legislation enacted in 1988 provided that neither a tax law nor a 
tax treaty takes general precedence. Thus, when there is a direct conflict, the most 
recent item will take precedence. A laxpayee must disclose on the tax return any | 
position where a treaty overrides a tax law.*> There is a $1,000 penalty per failure to 
disclose for individuals and a $10,000 per failure penalty for corporations.”” 


Tax Periodicals 


The various tax periodicals are another source of tax information. The easiest way to 
locate a journal article pertinent to a tax problem is through Commerce Clearing 
House’s Federal Tax Articles. This multivolume service includes a subject index, a 
Code Section number index, and an author’s index. The RIA (formerly P-H) tax i 
service also has a topical “Index to Tax Articles” section that is organized using the 
RIA paragraph index system. Also, beginning in 1992, The Accounting & Tax Index is 
available in three quarterly issues plus a cumulative year-end volume covering all 
four quarters. The original Accountant’s Index started in 1921 and ended in 1991. 
| 
| 
| 


298 7859(d). Reg. §§ 301.6114-1, 301.6712-1, and 301.7701(b)(7). 
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Court 


U.S. Supreme Court 


U.S. Courts of Appeal 


Tax Court (Regular decisions) 
Tax Court (Memorandum decisions) 


U.S. Court of Federal Claims** 


U.S. District Courts 


Small Cases Division of Tax Court 


Location Authority 


S.Ct. Series (West) 

U.S. Series (U.S. Gov't.) 
L.Ed.2d (Lawyer's Co-op.) 
AFTR (RIA) 

USTC (CCH) 

Federal 3d (West) 

AFTR (RIA) 

USTC (CCH) 

U.S. Gov't. Printing Office 
RIA/CCH separate services 
RIA T.C.Memo. (RIA) 

TCM (CCH) 

Federal Claims Reporter (West) 
AFTR (RIA) 

USTC (CCH) 

F.Supp.2d Series (West) 
AFTR (RIA) 

USTC (CCH) 

U.S. Tax Court web site*** 


Highest authority 


Next highest appellate court 


Highest trial court* 
Less authority than Regular T.C. decision 


Similar authority as Tax Court 


Lowest trial court 


No precedent value 


*Theoretically, the Tax Court, Court of Federal Claims, and District Courts are on the same level of authority. But some people 
believe that since the Tax Court hears and decides tax cases from all parts of the country (i.e., it is a national court), its decisions 


may be more authoritative than a Court of Federal Claims or District Court decision. 
**Before October 29, 1992, the U.S. Claims Court. 
***Starting in 2001. 


The following are some of the more useful tax periodicals: 


Journal of Taxation 

Journal of International Taxation 
Practical Tax Strategies 

Estate Planning 

Corporate Taxation 

Business Entities 
ria.thomson.com/Journals 


| The Tax Executive 
www.tei.org 


The Tax Adviser 
aicpa.org/pubs/taxadv 


Practical Accountant 
webcpa.com/ publications.cfm 


Tax Law Review 
www.law.nyu.edu/Ilmjsd /tax/ 
taxlawreview/ECM_DLV_005627 


Jowrnal of the American Taxation Association 
aaahq.org/ata/ _ATAMenu/ 
ATAPubJATA.html 


The ATA Journal of Legal Tax Research 
aaahq.org/ata/_ATAMenu/ 
ATAPubJLTR.html 


Oil, Gas & Energy Quarterly 
bookstore.lexis.com/bookstore / 
product/10462.html 


Trusts and Estates 
trustsandestates.com 


Journal of Passthrough Entities 
TAXES—The Tax Magazine 
tax.cchgroup.com/Books 


National Tax Journal 
ntj.tax.org 


Tax Notes 
taxanalysts.com 


The Tax Lawyer 
www.law.georgetown.edu/journals /tax 


2-22 PARTI Introduction and Basic Tax Model www.cengage.com/taxation/swft 


LO.3 


Have an awareness of electronic 
and paper tax services. 


2 2 WORKING WITH THE Tax LAw— 
TAX RESEARCH TOOLS 


As the later discussion of tax research makes clear, a crucial part of the research 
process is the ability to locate appropriate sources of the tax law. Both electronic and 
paper-based research tools are available to aid in this search. 


ELECTRONIC VERSUS PAPER TAX RESEARCH TOOLS 


Computerized tax research tools have replaced paper resources in most tax prac- 
tices. As will be described shortly, there are two chief ways to conduct tax research 
using computer resources: (1) online and CD-ROM subscription services and (2) online 
free Internet sites. 

Accessing tax documents through electronic means offers a number of advan- 
tages over a strictly paper-based approach: 


e Materials generally are available to the practitioner faster through an elec- 
tronic system, as delays related to typesetting, proofreading, production, 
and distribution of the new materials are substantially reduced. Online 
services are updated daily and can be accessed from remote locations. 

e Some tax documents, such as so-called slip opinions of trial-level court 
cases and interviews with policymakers, are available only through elec- 
tronic means. 

e Commercial subscriptions to electronic tax services are likely to provide, 
at little or no additional cost, additional tax sources to which the 
researcher would not have access through stand-alone purchases of tra- 
ditional paper resources. For example, the full texts of letter rulings are 
quite costly to acquire in a paper-based format, but electronic publish- 
ers may bundle the rulings with other material for a reasonable cost. 

e When consulting a topical or annotated paper tax service, a user is relying 
on someone else’s judgment while searching the topical index. The keyword 
that the researcher is searching for may not have been used by the editor. 

e A computerized tax service allows a user to create his or her own keywords 
and indexes. The software will electronically scan entire files and retrieve 
all of the documents that contain those words. 

e Acomputerized tax service may retrieve documents that are no longer in 
print and may obtain regularly published documents to which a 
researcher does not otherwise have access. 

* Most computerized services allow a user to retrieve documents in order of 
relevance or in the order listed by database sources. Although this can be 
useful, just because a document is placed high on the relevance list does not 
mean it is valid law. Reading the primary sources, validating their authority, 
and checking the citator are essential in reaching a correct answer. 


As indicated above, computerized tools allow the tax library to reflect the tax law 
itself, including its dynamic and daily changes. Nevertheless, electronic research 
should not become an end in itself: Using electronic means to locate tax sources can- 
not substitute for developing and maintaining a thorough knowledge of the tax law 
or for logical and analytical review in addressing open tax research issues. 


TAX SERVICES 


Whether in electronic or paper form, tax services are key research tools for the tax 
practitioner. The major tax services available are as follows: 


Standard Federal Tax Reporter, Commerce Clearing House. 


United States Tax Reporter, Research Institute of America (entitled Federal Taxes prior to July 
1992). 


Federal Tax Coordinator 2d, Research Institute of America. 
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Tax Management Portfolios, Bureau of National Affairs. 

Federal Income, Gift and Estate Taxation, Warren, Gorham and Lamont. 
CCH’s Tax Research Consultant, Commerce Clearing House. 

Mertens Law of Federal Income Taxation, Callaghan and Co. 


In this text, it is not feasible to teach the use of any particular tax service; this abil- 
ity can be obtained only by practice.°° However, several important observations 
about the use of tax services cannot be overemphasized. First, always check for 
current developments. The main text of any paper-based service is not revised 
frequently enough to permit reliance on that portion as the Jatest word on any 
subject. Where current developments can be found depends, of course, on which 
service is being used. Commerce Clearing House’s Standard Federal Tax Reporter 
service contains a special volume devoted to current matters. Both RIA’s United States 
Tax Reporter and Federal Tax Coordinator 2d integrate the new developments into the 
body of the service throughout the year. Second, when dealing with a tax service syn- 
opsis of a Treasury Department pronouncement or a judicial decision, remember 
there is no substitute for the original source. 

To illustrate, do not base a conclusion solely on a tax service’s commentary on a 
potentially relevant court case such as Simons-Eastern Co. v. U.S. If the case is vital to 
the research, look it up. The facts of the case may be distinguishable from those 
involved in the problem being researched. This is not to say that the case synopsis 
contained in the tax service is wrong; it might just be misleading or incomplete. 


ELECTRONIC SERVICES 


Virtually all of the major commercial tax publishers and most of the primary sources 
of the law itself, such as the Supreme Court and some of the Courts of Appeals, pro- 
vide tax materials in electronic formats. Competitive pressures have rewarded tax 
practitioners who have developed computer literacy skills, and the user-friendliness 
of the best of the tax research software is of great benefit to both the daily and the 
occasional user. Exhibit 2.2 summarizes the most popular of the electronic tax ser- 
vices on the market today. 

In using these resources, usually the law is found using one of the following strategies: 


e Search various databases using keywords that are likely to be found in the 
underlying documents, as written by Congress, the judiciary, or adminis- 
trative sources. 

e Link to tax documents for which all or part of the proper citation is known 
(e.g., Code Section, court decision). 

e Browse the tax databases, examining various tables of contents and indexes 
in a traditional manner or using cross-references in the documents to 
jump from one tax law source to another. 


CD-ROM Services 


The CD has been a major source of electronic tax data for more than a decade. 
Data compression techniques continue to allow more tax materials to fit on a sin- 
| gle disc every year. CCH, RIA, WESTLAW, and others offer vast tax libraries to the 
practitioner, often in conjunction with a subscription to traditional paper-based 
resources or accompanied by newsletters, training seminars, and ongoing techni- 
cal support. 

At its best, a CD-based tax library provides the archival data that make up a perma- 
nent, core library of tax documents. For about $300 a year, the tax CD is updated 
quarterly, providing more comprehensive tax resources than the researcher is ever 
likely to need. The CD is comparable in scope to a paper-based library of a decade 


“The representatives of the various tax services are prepared to provide the 
users of their services with printed booklets and individual instruction on 


the use of the materials. 
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Electronic Tax Services ; 


I 
Electronic Tax 
Service Description 


EXHIBIT 2.2 


CCH Includes the CCH tax service, primary sources including 
treatises, and other subscription materials. Ten to 20 
discs and online. 


RIA Includes the RIA topical Federal Tax Coordinator 2d and 
the annotated tax service formerly provided by 
Prentice-Hall. The citator has elaborate document-linking 
features, and major tax treatises are provided. One to 
10 discs and online. 


WESTLAW Code, Regulations, Cumulative Bulletins, cases, citators, and 
editorial material. About a dozen discs and online. 
Kleinrock’s A single disc with tax statutory, administrative, and judicial 


law. Another single disc provides tax forms and 
instructions for Federal and state jurisdictions. 


ago costing perhaps $20,000 to establish and $5,000 per year in perpetuity to main- 
tain. If the library is contained on a small number of discs, it also can offer portability 
through use on notebook computers. 


Online Systems 


An online research system allows a practitioner to obtain virtually instantaneous use 
of tax law sources by accessing the computer of the service provider. Online services 
may employ price-per-search cost structures, which can be as much as $200 per hour, 
significantly higher than the cost of CD materials. Thus, unless a practitioner can 
pass along related costs to clients or others, online searching generally is limited to 
the most important issues and to the researchers with the most experience and train- 
ing in search techniques. 

Perhaps the best combination of electronic tax resources is to conduct day-to-day 
work on a CD system, so that the budget for the related work is known in advance, 
and augment the CD search with online access where it is judged to be critical. 
Exhibit 2.3 provides details on the contents of the most commonly used commercial 
online tax services. 


Online Tax Services 


Online Service Description 


LEXIS/NEXIS Federal and state statutory, administrative, and judicial 
material. Extensive libraries of newspapers, 
magazines, patent records, and medical and 
economic databases, both U.S. and foreign-based. 


RIA Includes the RIA tax services, major tax treatises, Federal 
and state statutes, administrative documents, and 
court opinions. Extensive citator access, editorial 
material, and practitioner aids. 


CCH Includes the CCH tax service, primary sources including 
treatises, and other subscription materials. Tax and 
economic news sources, extensive editorial material, 
and practitioner support tools. 


WESTLAW Federal and state statutes, administrative documents, 
and court opinions. Extensive citator access, editorial 


material, and gateways to third-party publications. 
Extensive government document databases. 


PSU EME The IRS's Digital Daily 


iy) Internal Revenue Service 
it « T) t the Tre ury 


ed State 


1. Form W-9 
2. Form W-4 
3. Form 1040 
4. Eorm SS-4 
5. Form 1040-ES 


More than three dozen tax benefits, affecting most 
taxpayers, are being adjusted for inflation. 


Most Requested Forms and P a s r 
Publications Ke feaucnom to Be in anne 
fim 


onomic Stimulus Payme 
Find the answers to your questions about the stimulus payment. 
Higher Mileage Rate Now in Effect 
Online Tools IRS adjusts mileage rate for business taxpayers to 58.5-cents- 
, Where's My Refund? pete: 

It's quick, easy and secure IRS Provi aster Relief to | i 

freefile>) Affected taxpayers in Texas and Louisiana have until Jan. 5 to file 
. s returns and make payments. 


Take the free way. » Your Job or Your Business 


; Information About See if you're an employee or 
Fast, Easy & More Accurate. s Careers 


m electronic | re s Phishing and e-mailScams m= Tax Stats 


File, Pay... and More. = FrequentlyAsked Questions m= Taxpayer Advocate __ Free online education for 
, line Tool tax-exempt organizations. 


Accessibility| Appeal a Tax Dispute | Contracting Opportunities | FirstGov.gov | Freedom of Information Act| Important Links 
IRS Privacy Policy| U.S. Treasury | Treasury Inspector General for Tax Administration 


The Internet 


The Internet provides a wealth of tax information in several popular forms, some- 
times at no direct cost to the researcher. Using so-called browser software that often 
is distributed with new computer systems and their communication devices, the tax 
professional can access information provided around the world that can aid the 
research process. 


° Home pages (sites) on the World Wide Web (WWW) are provided by account- 
ing and consulting firms, publishers, tax academics and libraries, and 
governmental bodies as a means of making information widely available 
or of soliciting subscriptions or consulting engagements. The best sites 
offer links to other sites and direct contact to the site providers. One of 
the best sites available to the tax practitioner is the Internal Revenue 
Service’s Digital Daily, illustrated in Exhibit 2.4. This site offers down- 
loadable forms and instructions, “plain English” versions of Regula- 
tions, and news update items. Exhibit 2.5 lists some of the web sites 
that may be most useful to tax researchers and their Internet addresses 
as of press date. 

e Newsgroups provide a means by which information related to the tax law 
can be exchanged among taxpayers, tax professionals, and others who 
subscribe to the group’s services. Newsgroup members can read the 
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Tax-Related Web Sites 


www.cengage.com/taxation/swft 


ee a en ee eee 
WWW Address at Press Date (Usually 
preceded by http://www.) 


Web Site 


Tax Almanac 
Internal Revenue Service 


Court opinions 


Tax Analysts 


Tax Sites Directory 


Tax laws online 


Commercial tax publishers 


Large accounting firms and 
professional 
organizations 


Cengage Learning 
South-Western 


U.S. Tax Court decisions 


taxalmanac.org 
irs.gov/ 


The site at law.emory.edu/caselaw allows 
the researcher to link to the site of the 
jurisdiction (other than the Tax Court) 
that is the subject of the query. 


taxanalysts.com 


taxsites.com 


Regulations are at cfr.law.cornell.edu/cfr/ 
and the Code is at uscode.house.gov/ 
search/criteria.shtml and 
www4.law.cornell.edu/uscode/ 


For instance, tax.com and cch.com 


For instance, the AICPA’s page is at 
aicpa.org, Ernst and Young is at ey.com, 
and KPMG is at kpmg.com 


cengage.com/taxation/swft 


ustaxcourt.gov 


Description 


Smorgasbord of tax research resources 


News releases, downloadable forms and 
instructions, tables, and e-mail 


Policy-oriented readings on the tax law 
and proposals to change it, 
moderated bulletins on various tax 
subjects 


References and links to tax sites on the 
Internet, including state and Federal 
tax sites, academic and professional 
pages, tax forms, and software 


Information about products and services 
available for subscription and 
newsletter excerpts 


Tax planning newsletters, descriptions 
of services offered and career 
opportunities, and exchange of data 
with clients and subscribers 


Informational updates, newsletters, 
support materials for students and 
adopters, and continuing education 


Recent U.S. Tax Court decisions 


NOTE: Caution: addresses change frequently. 


exchanges among other members and offer replies and suggestions to 
inquiries as desired. Discussions address the interpretation and applica- 
tion of existing law, analysis of proposals and new pronouncements, and 
reviews of tax software. 

° E-mail capabilities are available to most tax professionals through an 
employer’s equipment or by a subscription providing Internet access at a 
low and usually fixed cost for the period. E-mail allows for virtually instan- 
taneous sending and receiving of messages, letters, tax returns and sup- 
porting data, spreadsheets, and other documents necessary to solve tax 
problems. 


In many situations, solutions to research problems benefit from, or require, 
the use of various electronic tax research tools. A competent tax professional 
must become familiar and proficient with these tools and be able to use them 


to meet the expectations of clients and the necessities of work in the modern 
world.*? 


‘For a more detailed discussion of the use of electronic tax research in 


South-Western’s Federal Tax Research, 8th ed. (Cengage Learning South- 
the modern tax practice, see Raabe, Whittenburg, Sanders, and Bost, 


Western, 2008). 
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GLOBAL 
Tax Issues 


Dict Waacuaueine RecUcee Gist To 


Many global companies are using data warehouses to collect data, which can be ana- 
lyzed and used to minimize their global tax liabilities. “You take all of your tax data and 
dump it into a data warehouse,” says Michael S. Burke of KPMG's e-tax solutions. “Next, 
it's applying a tool to define user requirements—compliance, real time analysis, etc.” 
The company can then manipulate all of this information to reduce compliance costs, 
facilitate planning for value added taxes, and minimize time spent dealing with inter- 
national tax problems. 

For example, a company wishes to implement an e-procurement technique that 
would save it $100 million in expenses and increase taxable income. That could mean 
that about $40 million in additional taxes would go to the U.S. Treasury and state trea- 
suries. By looking at the tax laws worldwide, the company may decide to base the opera- 
tion intlsb Bermuda, Ireland, or the Philippines where the tax will be only $20 million. 
That's a savings of $20 million, which is not taxable. 


Source: Adapted from Jay Weinstein, iernes Tax Solutions Proliferate,” Global Finance, January 
2001, pp. 74-75. 


2.3 WORKING WITH THE TAx LAw— 
‘TAX RESEARCH 


seep eRe Oe re Se en) 


Tax research is the method by which a tax practitioner, student, or professor deter- LO.4 
mines the best available solution to a situation that possesses tax consequences. In y 

sph» : : ; nderstand the tax research 
other words, it is the process of finding a competent and professional conclusion to process. 
a tax problem. The problem may originate from completed or proposed transac- 
tions. In the case of a completed transaction, the objective of the research is to deter- 
mine the tax result of what has already taken place. For example, was the 
expenditure incurred by the taxpayer deductible or not deductible for tax purposes? 
When dealing with proposed transactions, the tax research process is directed to- 
ward the determination of possible alternative tax consequences. To the extent that 
tax research leads to a choice of alternatives or otherwise influences the future 
actions of the taxpayer, it becomes the key to effective tax planning. 

Tax research involves the following procedures: 


° Identifying and refining the problem. 

e Locating the appropriate tax law sources. 

e Assessing the validity of the tax law sources. 

e Arriving at the solution or at alternative solutions with due consideration 
given to nontax factors. 

e Effectively communicating the solution to the taxpayer or the taxpayer's 
representative. 

e Following up on the solution (where appropriate) in light of new 
developments. 


This process is depicted schematically in Figure 2.5. The broken lines reflect the 
steps of particular interest when tax research is directed toward proposed, rather 


than completed, transactions. 


IDENTIFYING THE PROBLEM 


° . . e 39 
Problem identification must start with a compilation of the relevant facts involved. 
In this regard, all of the facts that may have a bearing on the problem must be 


Bear fcrucsion oF the critical role of facts in carrying out tax Techniques, 8th ed. (New York: The American Institute of Certified Public 
Accountants, 2008), Chapter 2. 


research, see R. L. Gardner, D. N. Stewart, and R. G. Worsham, Tax Research 
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SACkp SCE ~Tax Research Process — 


is a oS VE ¢ Problem 
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Sources | ; 


aig We See ae 
Administrative | ; Problem — 
Sources aI ee _ Refinement and © 
Discovery of 
New Problem 
Areas 


LRN Research 
Judicial 
Sources 


Sources 


poccct sarge eee 


Solution 
Considerations | 


Ne 


Communication Davelapirents 


gathered because any omission could modify the solution reached. To illustrate, 
consider what appears to be a very simple problem. 


EXAMPLE Go| Early in December 2009, Fred and Megan review their financial and tax situation with 


their son, Sam, and daughter-in-law, Dana, who live with them. Fred and Megan are in 
the 28% tax bracket in 2009. Both Sam and Dana are age 21. Sam, a student at a nearby 
university, owns some publicly traded stock that he inherited from his grandmother. A 
current sale would result in approximately $8,000 of gross income ($19,000 amount 
realized — $11,000 adjusted basis). At this point, Fred and Megan provide about 55% 
of Sam and Dana’s support. Although neither is now employed, Sam has earned $960 
and Dana has earned $900. The problem: Should the stock be sold, and would the sale 
prohibit Fred and Megan from claiming Sam and Dana as dependents? Would the 
stock sale in 2009 result in a tax liability for Sam and Dana? @ 


REFINING THE PROBLEM 


Initial reaction is that Fred and Megan in Example 4 could not claim Sam and Dana 
as dependents if the stock is sold, since Sam pond then have gross income of more 
than the exemption amount under § 151(d).°> However, after 2004, the test for 
whether a child qualifies for dependency status is first conducted under the qualify- 
ing child requirements. Only if these requirements cannot be satisfied is the test for 
dependency status conducted under the qualifying relative requirements. The gross 
income test is applicable only under the qualifying relative status.°* Thus, Sam could 
sell the stock without penalizing the parents with respect to the gross income test. 

Under the qualifying child eon: however, Sam must not have provided more 
than one-half of his own support.°*° Hence, the $19,000 of proceeds from the sale of 


"§ 152(d)(2). See the related discussion in Chapter 3. *§ 15(c\(1)(D). 
“Compare § 152(c) for qualifying child with § 152(d) for qualifying relative. 
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the stock might lead to the failure of the not self-supporting requirement, depend- 
ing on how much Sam spends for his support. 


Assume, however, that further fact gathering reveals the following additional in- 
formation: 


e Sam does not really need to spend the proceeds from the sale of the 
stock. 


° Sam receives a sizable portion of his own support from a scholarship. 


With these new facts, additional research leads to § 152(f)(5) and Regulation 
§ 1.152-1(c), which indicate that a scholarship received by a student is not included 
for purposes of computing whether Sam is self-supporting under the qualifying child 
provision. Further, if Sam does not spend the proceeds from the sale of the stock, 
the unexpended amount is not counted for purposes of the not self-supporting test. 
Thus, it appears that the parents would not be denied the dependency exemptions 
for Sam and Dana, as the qualifying child requirements appear to be satisfied for 
Sam and the qualifying relative requirements appear to be satisfied for Dana. 


LOCATING THE APPROPRIATE TAX LAW SOURCES 


Once the problem is clearly defined, what is the next step? Although the next step is 
a matter of individual judgment, most tax research begins with the index volume of 
the tax service, a keyword search on an online tax service, or a CD-ROM search as 
described earlier. If the problem is not complex, the researcher may bypass the tax 
service or online service and turn directly to the Internal Revenue Code and Treas- 
ury Regulations. For the beginner, the latter procedure saves time and will solve 
many of the more basic problems. If the researcher does not have a personal copy of 
the Code or Regulations, resorting to the appropriate volume (s) of a tax service or a 
CD-ROM will be necessary.°° 


ASSESSING THE VALIDITY OF THE TAX LAW SOURCES 


Once a source has been located, the next step is to assess it in light of the problem at 
hand. Proper assessment involves careful interpretation of the tax law with consider- 
ation given to its relevance and validity. In connection with validity, an important 
step is to check for recent changes in the tax law. 


Interpreting the Internal Revenue Code 


The language of the Code often is difficult to comprehend fully. Contrary to many 
people’s suspicions, the Code is not written deliberately to confuse. Unfortunately, 
though, it often has that effect. The Code is intended to apply to more than 200 mil- 
lion taxpayers, many of whom are willing to exploit any linguistic imprecision to 
their benefit—to find a “loophole” in popular parlance. Many of the Code’s provi- 
sions are limitations or restrictions involving two or more variables. Expressing such 
concepts algebraically would be more direct; using words to accomplish this task 
instead is often quite cumbersome. Among the worst such attempts was former 
§ 341(e) relating to so-called collapsible corporations. One sentence had more than 
450 words (twice as many as in Abraham Lincoln’s Gettysburg Address). Within this 
same subsection was another sentence of 300 words. Research has shown that in 
one-third of the conflicts reaching the Tax Court, the court could not discern the 
intent of Congress by simply reading the statute. Yet the overriding attitude of the 
Tax Court judges is that the statute comes first. Even when the statute is unworkable, 


; . 37 
the court will not rewrite the law. 


"Several of the major tack services publish paperback editions of the Code ones Regulations: Annotated and Selected (Cengage Learning South-Western, 


and Treasury Regulations that can be purchased at modest prices. These . ' ; er ; 
editions are usually revised twice each year. For an annotated and abridged *T. L. Kirkpatrick and W. B. Pollard, Reliance by the Tax Court on the Legis- 
version of the Code and Regulations that is published annually, see James On lative Intent of Congress,” The Tax Executive (Summer 1986): 358-359. 


Smith, South-Western Federal Taxation: Internal Revenue Code of 1986 and 
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TAXin | 
INTERNAL REVENUE CODE: INTERPRETATION PITFALLS 
the-NEWS ; | 
One author has noted 10 common pitfalls in interpreting 7. At times Congress is not careful when reconciling new 
the Code: Code provisions with existing Sections. Conflicts 


3 alee d : : among Sections, therefore, do arise. 
Te aloha LEN cabal alae aes 0 SCH 8. Be alert for hidden definitions; terms in a particular 


aon poner pedmitne secge Gene Eoue SetOr Code Section may be defined in the same Section or in 
to carry greater or lesser weight than was intended. 


2. Just because a Section fails to mention an item does 
not necessarily mean that the item is excluded. 

3. Read definitional clauses carefully. 

4. Do not overlook small words such as and and or. 
There is a world of difference between these two 
words. 

5. Read the Code Section completely; do not jump to 


conclusions. 
6. Watch out for cross-referenced and related Source: Adapted by permission from Henry G. Wong, “Ten Common 
es ; ' Pitfalls in Reading the Internal Revenue Code,” Jowrnal of Business 
provisions, since many Sections of the Code are Strategy (July-August 1972): 30-33. Reprinted with permission by 
interrelated. Faulkner & Gray, Inc., 11 Penn Plaza, New York, NY 10001. 


a separate Section. 

9. Some answers may not be found in the Code; there- 
fore, a researcher may have to consult the Regulations 
and/or judicial decisions. 

10. Take careful note of measuring words such as /ess 
than 50 percent, more than 50 percent, and at least 
80 percent. 


Assessing the Validity of a Treasury Regulation 


Treasury Regulations are the official interpretation of the Code and are entitled to 
great deference. Occasionally, however, a court will invalidate a Regulation or a por- 
tion thereof on the grounds that the Regulation is contrary to the intent of Congress. 
Usually, the courts do not question the validity of Regulations because of the belief 
that “the first administrative interpretation of a provision as it appears in a new act 
often expresses the general understanding of the times or the actual understanding 
of those who played an important part when the statute was drafted.”** 

Keep the following observations in mind when assessing the validity of a 
Regulation: 


* IRS agents must give the Code and the Regulations issued thereunder 
equal weight when dealing with taxpayers and their representatives. 

* Proposed Regulations provide a preview of future final Regulations, but 
they are not binding on the IRS or taxpayers. 

° Ina challenge, the burden of proof is on the taxpayer to show that the 
Regulation varies from the language of the statute and has no support in 
the Committee Reports. 

© If the tagpaye? loses the challenge, a 20 percent negligence penalty may 
be imposed.”” This accuracy-related penalty applies to any failure to make 
a reasonable attempt to comply with the tax law and any disregard of rules 
and Regulations.*® 

* Final Regulations can be classified as procedural, interpretive, or legisla- 
tive. Procedural Regulations neither establish tax laws nor attempt to 
explain tax laws. Procedural Regulations are housekeeping-type instructions 
indicating information that taxpayers should provide the IRS as well as in- 
formation about the internal management and conduct of the IRS itself. 

° Some interpretive Regulations rephrase and elaborate what Congress 
stated in the Committee Reports that were issued when the tax legislation 


“Augustus v. Comm., 41-1 USTC 99255, 26 AFTR 612, 118 F.2d 38 (CA-6, 8 6662(c). 
1941). 
*°S§ 6662(a) and (b)(1). 
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was enacted. Such Regulations are hard and solid and almost impossible to 
overturn because they clearly reflect the intent of Congress. An interpre- 
tive Regulation is given less deference than a legislative Regulation, how- 
ever. The Supreme Court has told lower courts to analyze Treasury 
Regulations carefully before accepting the Treasury’s interpretation.*! 

° In some Code Sections, Congress has given the Secretary or his delegate the 
authority to prescribe Regulations to carry out the details of administra- 
tion or to otherwise complete the operating rules. Under such circum- 
stances, Congress effectively is delegating its legislative powers to the 
Treasury Department. Regulations issued pursuant to this type of author- 
ity possess the force and effect of law and are often called legislative 
Regulations (e.g., consolidated return Regulations). 

° Courts tend to apply a legislative reenactment doctrine. A particular Reg- 
ulation is assumed to have received congressional approval if the Regula- 
tion was finalized many years earlier and Congress has not amended the 
Code Section pertaining to that Regulation. 


Assessing the Validity of Other Administrative Sources of the Tax Law 


Revenue Rulings issued by the IRS carry less weight than Treasury Department Reg- 
ulations. Revenue Rulings are important, however, in that they reflect the position 
of the IRS on tax matters. In any dispute with the IRS on the interpretation of tax 
law, therefore, taxpayers should expect agents to follow the results reached in any 
applicable Revenue Rulings. A 1986 Tax Court decision, however, indicated that 
Revenue Rulings “typically do not constitute substantive authority for a position.”* 
Most Revenue Rulings apply retroactively unless a specific statement indicates the 
extent to which a ruling is to be applied without retroactive effect.** 

Actions on Decisions further tell the taxpayer the IRS’s reaction to certain court 
decisions. Recall that the IRS follows a practice of either acquiescing (agreeing) or 
nonacquiescing (not agreeing) with selected judicial decisions. A nonacquiescence 
does not mean that a particular court decision is of no value, but it does indicate that 
the IRS may continue to litigate the issue involved. 


Assessing the Validity of Judicial Sources of the Tax Law 


The judicial process as it relates to the formulation of tax law has already been 
described. How much reliance can be placed on a particular decision depends upon 
the following variables: 


® The higher the level of the court that issued a decision, the greater the 
weight accorded to that decision. A decision rendered by a trial court 
(e.g., a Federal District Court) carries less weight than one issued by an 
appellate court (e.g., the Fifth Circuit Court of Appeals). Unless Congress 
changes the Code, decisions by the U.S. Supreme Court represent the last 
word on any tax issue. 

® More reliance is placed on decisions of courts that have jurisdiction in the 
area where the taxpayer’s legal residence is located. If, for example, a tax- 
payer lives in Texas, a decision of the Fifth Circuit Court of Appeals means 
more than one rendered by the Second Circuit Court of Appeals. This 
result occurs because any appeal from a U.S. District Court or the Tax 
Court would be to the Fifth Circuit Court of Appeals and not to the Sec- 


ond Circuit Court of Appeals.** 


“US. v, Vogel ae x, 82-1 USTC 99134, 49 AFTR2d 82-491, 102 S.Ct. *Rey.Proc. 87-1, 1987-1 C.B. 503. 
821 (USSC, 1982); National Muffler Dealers Assn., Inc., 79-1 USTC 99264, 43 “Before October 1, 1982, an appeal from the then-named U.S. Court of 
AFTR2d 79-828, 99 S.Ct. 1304 (USSG, 1979). Claims (the other trial court) was directly to the U.S. Supreme Court. 
Nelda C. Stark, 86 T.C. 243 (1986). See also Ann R. Neuhoff, 75 T.C. 36 (1980). 
For a different opinion, however, see Industrial Valley Bank & Trust Co., 66 
T.C. 272 (1976). 
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e A Tax Court Regular decision carries more weight than a Memorandum 
decision since the Tax Court does not consider Memorandum decisions 
to be binding precedents.*” Furthermore, a Tax Court reviewed decision 
carries even more weight. All of the Tax Court judges participate in a 
reviewed decision. 

e A Circuit Court decision where certiorari has been requested and denied 
by the U.S. Supreme Court carries more weight than a Circuit Court deci- 
sion that was not appealed. A Circuit Court decision heard en banc (all the 
judges participate) carries more weight than a normal Circuit Court case. 

e A decision that is supported by cases from other courts carries more 
weight than a decision that is not supported by other cases. 

° The weight of a decision also can be affected by its status on appeal. For 
example, was the decision affirmed or overruled? 


In connection with the last two variables, the use of a citator is invaluable to tax 
research.*° A citator provides the history of a case and lists subsequently published 
opinions that refer to the case being assessed. Reviewing these references enables 
the tax researcher to determine whether the decision in question has been reversed, 
affirmed, followed by other courts, or distinguished in some way. If one intends to 
rely on a judicial decision to any significant degree, “running” the case through a 
citator is imperative. 


Assessing the Validity of Other Sources 


Primary sources of tax law include the Constitution, legislative history materials, stat- 
utes, treaties, Treasury Regulations, IRS pronouncements, and judicial decisions. In 
general, the IRS considers only primary sources to constitute substantial authority. 
However, a researcher might wish to refer to secondary materials such as legal periodi- 
cals, treatises, legal opinions, General Counsel Memoranda, and written determina- 
tions. In general, secondary sources are not authority. 

Although the statement that the IRS regards only primary sources as substantial 
authority generally is true, there is one exception. In Notice 90-20,*” the IRS 
expanded the list of substantial authority for purposes of the accuracy-related penalty 
in § 6662 to include a number of secondary materials (e.g., letter rulings, General 
Counsel Memoranda, the Bluebook). “Authority” does not include conclusions 
reached in treatises, legal periodicals, and opinions rendered by tax professionals. 

A letter ruling or determination letter is substantial authority only for the taxpayer 
to whom it is issued, except as noted above with respect to the accuracy-related 
penalty. 


* Severino R. Nico, Jr., 67 T.C. 647 (1977). *1990-1 C.B. 328; see also Reg. § 1.6661—3(b)(2). 
“The major citators are published by Commerce Clearing House, RIA, 
WESTLAW, and Shepard’s Citations, Inc. 
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Upon the completion of major tax legislation, the staff of the Joint Committee on 
Taxation (in consultation with the staffs of the House Ways and Means and Senate 
Finance Committees) often will prepare a General Explanation of the Act, com- 
monly known as the Bluebook because of the color of its cover. The IRS will not 
accept this detailed explanation as having legal effect, except as noted above with 
respect to the accuracy-related penalty. The Bluebook does, however, provide valua- 
ble guidance to tax advisers and taxpayers until Regulations are issued. Some letter 
rulings and General Counsel Memoranda of the IRS cite Bluebook explanations. 


ARRIVING AT THE SOLUTION OR AT ALTERNATIVE SOLUTIONS 


Example 4 raised the question of whether a taxpayer would be denied dependency 
exemptions for a son and a daughter-in-law if the son sold some stock near the end 
of the year. A refinement of the problem supplies additional information: 


e Sam and Dana anticipate filing a joint return. 


Section 152(b)(2) indicates that a taxpayer is not permitted a dependency exemp- 
tion for a married dependent if the married individual files a joint return. Initial 
reaction is that a joint return by Sam and Dana would be disastrous to the parents. 
However, more research uncovers two Revenue Rulings that provide an exception if 
neither the dependent nor the dependent’s spouse is required to file a return but 
does so solely to claim a refund of tax withheld. The IRS asserts that each spouse 
must have gross income of less than the exemption amount.*® Therefore, if Sam sells 
the stock and he and Dana file a joint return, the parents would lose the dependency 
exemption for both Sam and Dana. 

If the stock is not sold until January 2010, both dependency exemptions are avail- 
able to the parents in 2009 even if Sam and Dana file a joint return. However, under 
§ 151(d)(2) a personal exemption is not available to a taxpayer who can be claimed 
as a dependent by another taxpayer (whether actually claimed or not). Thus, if the 
parents can claim Sam and Dana as dependents, Sam and Dana would lose their per- 
sonal exemptions on their tax return. 


COMMUNICATING TAX RESEARCH 


Once the problem has been researched adequately, the researcher may need to pre- 
pare a memo, letter, or oral presentation setting forth the result. The form such a 
communication takes could depend on a number of considerations. For example, 
does the employer or professor recommend a particular procedure or format for tax 
research memos? Is the memo to be given directly to the client, or will it first go to 
the researcher’s employer? Who is the audience for the oral presentation? How long 
should you talk? Whatever form it takes, a good tax research communication should 
contain the following elements: 


e Aclear statement of the issue. 

e In more complex situations, a short review of the fact pattern that raises 
the issue. 

e A review of the pertinent tax law sources (e.g., Code, Regulations, Reve- 
nue Rulings, judicial authority). 

e Any assumptions made in arriving at the solution. 

e The solution recommended and the logic or reasoning supporting it. 

e The references consulted in the research process. 


In short, a good tax research communication should tell the audience what was 
researched, the results of that research, and the justification for the recommenda- 


tion made.*” 


LO.5 


Communicate the results of the 


tax research process in a client 
letter and a tax file 
memorandum. 


“Rey Rul, 54-567, 1954-2 C.B. 108; Rev.Rul. 65-34, 1965-1 C.B. 86. "See Chapter 6 of the publication cited in Footnote 32. For oral presenta- 
coe tions, see W. A. Raabe and G. E. Whittenburg, “Talking Tax: How to Make a 


Tax Presentation,” The Tax Adviser (March 1997): 179-182. 
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Apply tax research techniques 
and planning procedures. 


SUR See § Tax File Memorandum 


August 16, 2009 
TAX FILE MEMORANDUM 


FROM: John J. Jones 
SUBJECT: Fred and Megan Taxpayer 
Engagement: Issues 


Today | talked to Fred Taxpayer with respect to his August 12, 2009 letter requesting 
tax assistance. He wishes to know if his son, Sam, can sell stock worth $19,000 (basis = 
$11,000) without the parents losing the dependency exemptions for Sam and Sam's 
wife, Dana. Fred would also like to know the effect on Sam and Dana’s tax liability in 
2009 if the stock is sold. 


Fred Taxpayer is married to Megan, and Sam is a full-time student at a local 
university. Sam inherited the stock from his grandmother about five years ago. If he 
sells the stock, he will save the proceeds from the sale. Sam does not need to spend 
the proceeds if he sells the stock because he receives a $5,500 scholarship that he uses 
for his own support (i.e., to pay for tuition, books, and fees). Although neither Sam 
nor Dana is currently employed, Sam has earned income of $960, and Dana has 
earned income of $900. Fred and Megan are in the 28% tax bracket and furnish 
approximately 55% of Sam and Dana’s support. 


ISSUES: If the stock is sold, would the sale prohibit Fred and Megan from claiming 
Sam and Dana as dependents? What is the effect on Sam and Dana’s tax liability if 
the stock is sold in 2009? | told Fred that we would have an answer for him within 
two weeks. 


Illustrations of the memos for the tax file and the client letter associated with 
Example 4 appear in Figure 2.6, Figure 2.7, and Figure 2.8. 


2.4 WORKING WITH THE TAx LAw— 
_TAX PLANNING 


Tax research and tax planning are inseparable. The primary purpose of effective tax 
planning is to reduce the taxpayer’s total tax bill. This statement does not mean that 
the course of action selected must produce the lowest possible tax under the circum- 
stances. The minimization of tax liability must be considered in context with the 
legitimate business goals of the taxpayer. 

A secondary objective of effective tax planning is to reduce or defer the tax in the cur- 
rent tax year. Specifically, this objective aims to accomplish one or more of the follow- 
ing: eradicating the tax entirely; eliminating the tax in the current year; deferring the 
receipt of income; converting ordinary income into capital gains; converting active to 
passive income; converting passive to active expense; proliferating taxpayers (i.e., 
forming partnerships and corporations or making lifetime gifts to family members); 
eluding double taxation; avoiding ordinary income; or creating, increasing, or accel- 
erating deductions. However, this second objective should be approached with con- 
siderable reservation and moderation. For example, a tax election in one year may 
reduce taxes currently, but saddle future years with a disadvantageous tax position. 


$B SP RARE II SEE BES EERIE ESIC DL ELISE ASAD SI OES 


NONTAX CONSIDERATIONS 


There is an honest danger that tax motivations may take on a significance that does 
not correspond to the true values involved. In other words, tax considerations may 
impair the exercise of sound business judgment by the taxpayer. Thus, the tax plan- 
ning process can become a medium through which to accomplish ends that are 
socially and economically objectionable. All too often, planning seems to lean to- 
ward the opposing extremes of placing either too little or too much emphasis on tax 
considerations. The happy medium—a balance that recognizes the significance of 
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FIGURE 2.7 Tax File Memorandum 


August 26, 2009 
TAX FILE MEMORANDUM 


FROM: John J. Jones 
SUBJECT: Fred and Megan Taxpayer 
Engagement: Conclusions 


See the Tax File Memorandum dated August 16, 2009, which contains the facts and identifies the tax issues. 


Section 152(a) provides that in order for a taxpayer to take a dependency exemption, the potential dependent must satisfy 
either the qualifying child requirements or the qualifying relative requirements (see Chapter 3). Fred and Megan provide 
about 55% of the support of their son, Sam, and their daughter-in-law, Dana. If Sam should sell the stock in 2009, he would 
not need to spend the proceeds for support purposes (i.e., would save the proceeds). Thus, the stock sale would not affect 
his qualifying as not self-supporting under § 152(c)(1)(D). In calculating the percentage of support provided by Fred and 
Megan, a $5,500 scholarship received by Sam is not counted in determining the amount of support Sam provides for himself 
[see § 152(f)(5) and Reg. § 1.152-1(c)]. Note, however, that if the $5,500 had been provided by student loans, it would have 
been included in calculating support [Philip J. McCauley, 56 T.C. 48 (1971)]. 


Section 152(d)(1)(B) provides that in order to qualify for a dependency exemption as a qualifying relative, the potential 
dependent's gross income must be less than the exemption amount (i.e., $3,650 in 2009). Without the stock sale, the gross 
income of both Sam ($960) and Dana ($900) will be below the exemption amount in 2009. The $5,500 Sam receives as a 
scholarship is excluded from his gross income under § 117(a) because he uses the entire amount to pay for his tuition, books, 
and fees at a iocal university. 


Although the gross income test is not applicable to Sam (as a qualifying child), it is applicable to Dana, the daughter-in-law 
(a qualifying relative). [see Concept Summary 3.1.] A key issue is whether the stock sale that will produce $8,000 of 
recognized gain for Sam and Dana will cause the gross income test to be violated for Dana. Since the $8,000 recognized gain 
is from the sale of Sam's separately owned asset and they do not live in a community property state, Dana should qualify as a 
dependent because her gross income would be only $900. 


Sam must not be self-supporting under the qualifying child requirements. So, if the stock is sold, he must limit his spending 
of the sales proceeds such that he continues to be supported by his parents. Since he plans on not spending any of the sales 
proceeds, this should not be an issue. 


The stock sale would result in the parents’ loss of the dependency exemptions for Sam and Dana if they file a joint return for 
2009 [see § 152(b)(2)]. The joint return requirement does not apply, however, if the dependent files a joint return solely to 
claim a refund and neither spouse had a tax liability on a separate return (Rev.Rul. 65-34, 1965-1 C.B. 86). However, sale of 
the stock would keep this exception from applying. 


From a tax planning perspective, Sam can choose to sell the stock in 2009. However, if this choice is made, Sam and Dana need 
to file separate returns so as not to violate the absence of a joint return provision. Under these circumstances, the sale will not 
interfere with Fred and Megan’s ability to claim dependency exemptions for Sam and Dana on their 2009 return. Note, 
however, that neither Sam nor Dana will be permitted to take a personal exemption deduction on their 2009 tax return since 
they are claimed as dependents on someone else’s return [see § 151(d)(2)]. This disallowance of the personal exemption 
deduction will not produce any significant negative tax consequences for Dana since her tax liability would be $0. However, 
Sam’s tax liability would now be $915 (see the kiddie tax in Chapter 3). Alternatively, Sam could delay the sale of the stock until 
2010. In this case, Sam and Dana’s tax liability in 2009 would be $0. The disallowance of the personal exemption deductions by 
Sam and Dana will not produce any negative tax consequences since both Sam and Dana’s tax liability would be $0. 


taxes, but not beyond the point where planning detracts from the exercise of good 
business judgment—turns out to be the promised land that is too infrequently 
reached. 

The remark is often made that a good rule is to refrain from pursuing any course 
of action that would not be followed were it not for certain tax considerations. This 
statement is not entirely correct, but it does illustrate the desirability of preventing 
business logic from being sacrificed at the altar of tax planning. 


TAX AVOIDANCE AND TAX EVASION 


A fine line exists between legal tax planning and illegal tax planning—tax avoidance 
versus tax evasion. Tax avoidance is merely tax minimization through legal tech- 
niques. In this sense, tax avoidance is the proper objective of all tax planning. Tax 
evasion, while also aimed at the elimination or reduction of taxes, connotes the use 
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Client Letter . 


Hoffman, Smith, and Willis, CPAs 
5191 Natorp Boulevard 
Mason, Ohio 45040 


FIGURE 2.8 


August 30, 2009 


Mr. and Ms. Fred Taxpayer 
111 Boulevard 
Williamsburg, Virginia 23185 


Dear Mr. and Ms. Taxpayer: 


This letter is in response to your request for us to review your family’s financial and 
tax situation. Our conclusions are based upon the facts as outlined in your August 
12th letter. Any change in the facts may affect our conclusions. 


You provide over 50% of the support for your son, Sam, and his wife, Dana. The 
scholarship Sam receives is not included in determining support. If the stock is not 
sold, you will qualify for a dependency exemption for both Sam and Dana. 


If the stock is sold, a gain of approximately $8,000 will result. If Sam and Dana then 
file a joint return, you would lose the dependency exemption for Sam as a qualifying 
child and would lose the dependency exemption for Dana as a qualifying relative. 
You can avoid the loss of these two dependency exemptions if Sam and Dana file 
separate returns. This would result in a tax liability of $0 for Dana and $915 for Sam. 


From a family tax planning and tax avoidance perspective, Sam should not sell the 
stock in 2009. Delaying the stock sale will enable you to claim dependency 
exemptions for both Sam and Dana and will enable Sam and Dana to have a $0 
tax liability for 2009. 


Should you need more information or need to clarify our conclusions, do not hesitate 
to contact me. 


Sincerely yours, 


John J. Jones, CPA 
Partner 


of subterfuge and fraud as a means to an end. Popular usage—probably because of 
the common goals involved—has so linked these two concepts that many individuals 
are no longer aware of the true distinctions between them. Consequently, some tax- 
payers have been deterred from properly taking advantage of planning possibilities. 
The now classic words of Judge Learned Hand in Commissioner v. Newman reflect the 
true values the taxpayer should have: 


Over and over again courts have said that there is nothing sinister in so arrang- 
ing one’s affairs as to keep taxes as low as possible. Everybody does so, rich or 
poor; and all do right, for nobody owes any public duty to pay more than the 
law demands: taxes are enforced extractions, not voluntary contributions. To 
demand more in the name of morals is mere cant.”” 


As Denis Healy, a former British Chancellor, once said, “The difference between tax 
avoidance and tax evasion is the thickness of a prison wall.” 

The Government Accountability Office estimates that U.S. taxpayers spend at 
least $107 billion each year on tax compliance costs. The Treasury Department esti- 
mates that individuals spend at least 6.4 billion hours preparing Federal income tax 
returns. Small businesses, self-employed persons, and taxpayers with the highest 
marginal tax rates have the highest levels of tax evasion.°! 


i 
Comm. v. Newman, 47-1 USTC 49175, 35 AFTR 857, 159 F.2d 848 (CA-2, Burman, “Tax Evasion, IRS Priorities, and the EITC,” Statement before the | 
1 


1947). United States House of Representatives Committee on the Budget; On Waste, Fraud, 
“Adapted from J. A. Tackett, Joe Antenucci, and Fran Wolf, “A Criminologi- and Abuse in Federal Mandatory Programs (July 9, 2003). 


cal Perspective of Tax Evasion,” Tax Notes (February 6, 2006): 654-658; L. E. 
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ETHICS 


1S Equity : o Twist AND SHout, Bat Pay Your Taxes 


~ 


| Failing to file Federal income tax returns, failing to make volun- fame in the 1950s with such hits as “This Old Heart of Mine.” In | 
| tary payments to the IRS from 1976 to 1996, spending millions sentencing Isley to three years in Federal prison, the judge 
of dollars of unreported cash payments from performances on agreed with the description of Isley as a “serial tax avoider.” 
a yacht and two houses, and cashing royalty checks belonging Did the judge really mean “serial tax evader”? 


| to your dead brother are not tax avoidance schemes. These 
were the activities that led to the conviction of soul legend 
Ronald Isley, of “Twist and Shout” fame, for income tax eva- 


Source: Adapted from “Ronald Isley Gets 3 Years for Tax Evasion,” 
Reuters, September 2, 2006; “Ronald Isley Sentenced for Tax Eva- 


sion. Isley and his siblings, known as the Isley Brothers, rose to sion,” USA Today, September 5, 2006, p. 10. 


FOLLOW-UP PROCEDURES 


Because tax planning usually involves a proposed (as opposed to a completed) transac- 
tion, it is predicated upon the continuing validity of the advice based upon the tax 
research. A change in the tax law (either legislative, administrative, or judicial) could al- 
ter the original conclusion. Additional research may be necessary to test the solution in 
light of current developments (refer to the broken lines at the right in Figure 2.5). 


TAX PLANNING—A PRACTICAL APPLICATION 


Returning to the facts of Example 4, what could be done to protect the dependency 
exemptions for the parents? If Sam and Dana refrain from filing a joint return, both 
could be claimed by the parents. 

An obvious tax planning tool is the installment method. Could the securities be 
sold using the installment method under § 453 so that most of the gain is deferred 
into the next year? Under the installment method, certain gains may be postponed 
and recognized as the cash proceeds are received. The problem is that the 
installment method is not available for stock traded on an established securities 
market.”” 

A little more research, however, indicates that Sam might be able to sell the stock 
and postpone the recognition of gain until the following year by selling short an 
equal number of substantially identical shares and covering the short sale in the sub- 
sequent year with the shares originally held. Selling short means that Sam sells bor- 
rowed stock (substantially identical) and repays the lender with the stock held on 
the date of the short sale. This short against the box technique would allow Sam to 
protect his $8,000 profit and defer the closing of the sale until the following year.” 8 
However, additional research indicates that 1997 tax legislation provides that the 
short against the box technique will no longer produce the desired postponement 
of recognized gain. That is, at the time of the short sale, Sam will have a recognized 
gain of $8,000 from a constructive sale. Note the critical role of obtaining the correct 
facts in attempting to resolve the proper strategy for the taxpayers. 

Throughout this text, most chapters include observations on Tax Planning. Such 
observations are not all-inclusive but are intended to illustrate some of the ways in 
which the material covered can be effectively utilized to minimize taxes. 


2.5 TAXATION ON THE CPA EXAM 


SB ESE EAA ERS AIA 


The CPA examination has changed from a paper-and-pencil exam to a computer- 
based exam with increased emphasis on information technology and general 


**See Chapter 18 for a discussion of installment sales. 


LO.7 


Be aware of taxation on the CPA 
examination. 


5§8§ 1233(a) and 1233(b)(2). See Chapter 16 for a discussion of short sales. 


2-38 PART I 


Introduction and Basic Tax Model 


TAXin 


the NEWS 


Should income taxes be increased, not decreased, especially 
on the bottom 50 percent of taxpayers? Should the tax base 
be expanded? Recent tax data lend credence to such unpop- 
ular opinions. 

In 2005, 97 percent of the individual Federal income tax 
was received from 50 percent of the taxpayers. The top 10 
percent of taxpayers paid 70 percent of all Federal income 
taxes while the bottom 50 percent of taxpayers paid 3 per- 
cent. Of the 134 million returns processed, at least 44 million 
owed no tax, and many of those received an earned income 
credit. Add to this figure the 15 million households and indi- 
viduals who file no Federal income tax returns, and it 
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THE DISAPPEARING TAXPAYERS 


appears that about 40 percent of the U.S. population fell 
outside the Federal income taxsystem. i 
Another problem is that the Internet is helping taxpayers 
to disappear. In a recent New Yorker magazine cartoon, two 
dogs are sitting in front of a computer screen: one tells the 
other, “On the Internet, nobody knows that you are a dog.” 
Similarly, in order to collect a tax, the government must know — 
who is liable to pay the tax. Taxpayers are becoming increas- 
ingly more difficult to identify as anonymous electronic 
money and uncrackable encryption techniques are developed. 
If too many taxpayers disappear via the Internet, will the 
government's deficit grow larger? a 


business knowledge. The 14-hour exam has four sections, and taxation is included in 
the 3-hour Regulation section. The taxation part of the Regulation section covers: 


e Federal tax procedures and accounting issues. 
e Federal taxation of property transactions. 

e Federal taxation—individuals. 

e Federal taxation—entities. 


The Regulation section of the CPA examination had the lowest pass rate for 2006 at 
42.33, with the highest being FAR at 44.54. The CPA examination is not curved to 
produce a designated pass rate. In theory, if all candidates are well prepared, they 
will all pass. Of course, if all are unprepared, all could fail. The likelihood of passing 
at least one section is greater for candidates who take more than one CPA examina- 
tion section in a testing window. 

Each exam section includes both multiple-choice questions and case studies 
called simulations. The multiple-choice part consists of three sequential testlets, 
each containing 24 to 30 questions. These testlets are groups of questions prepared 
to appear together. In addition, each exam section includes a testlet that consists of 
two simulations. A candidate may review and change answers within each testlet but 
cannot go back after exiting a testlet. Candidates take different, but equivalent 
exams. At some time in the future, five or six shorter simulations may replace the 
current two large simulations. 

Simulations are small case studies designed to test a candidate’s tax knowledge 
and skills using real-life work-related situations. The simulations range from 30 to 
50 minutes in length and complement the multiple-choice questions. Simulations 
include a four-function pop-up calculator, a blank spreadsheet with some elemen- 
tary functionality, and authoritative literature appropriate to the subject matter. The 
taxation database includes authoritative excerpts that are necessary to complete the 
tax case study simulations (e.g., Internal Revenue Code and Federal tax forms). 
Examples of such simulations follow. 


The tax citation type simulation requires the candidate to research the Internal Reve- 
nue Code and enter a Code Section and subsection. For example, Amber Company is 
considering using the simplified dollar-value method of pricing its inventory for pur- 
poses of the LIFO method that is available to certain small businesses. What Code Sec- 
tion is the relevant authority in the Internal Revenue Code to which you should turn to 
determine whether the taxpayer is eligible to use this method? To be successful, the 
candidate needs to find § 474. = 


_ ‘ Fi rel i- 
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A tax form completion simulation requires the candidate to fill out a portion of a tax ee | 


form. For example, Green Company is a limited liability company (LLC) for tax purposes. 
Complete the income section of the 2008 IRS Form 1065 for Green Company using the 
values found and calculated on previous tabs along with the following data: 


Ordinary income from other 


partnerships $ 5,200 
Net gain (loss) from Form 4797 2,400 
Management fee income 12,000 


The candidate is provided with page 1 of Form 1065 on which to record the appropri- 
ate amounts. ™ 


: Candidates can learn more about the CPA examination at www.cpa-exam.org. 
i This online tutorial site reviews the exam’s format, navigation functions, and tools. A 
1 30- to 60-minute sample exam will familiarize a candidate with the types of questions 
on the examination. 


KEY TERMS 
Acquiescence, 2-18 Letter rulings, 2-9 Tax research, 2-27 
Circuit Court of Appeals, 2-14 Nonacquiescence, 2-18 Technical Advice Memoranda (TAMs), 
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DISCUSSION QUESTIONS 


LO.1 Whatare the sources of the rules of tax law? 
LO.1 What is meant by a codification of the Internal Revenue Code? 
L0.1 Explain the function of the Joint Conference Committee. 


L0.1 Why may committee reports be valuable to a tax researcher? 


Pe ae Se ae 


LO.1 When there is not enough space between Code Section numbers, what does 
Congress do when new tax legislation is enacted? 


6. LO.2,5 Paul Bishop operates a small international firm named Teal, Inc. A new treaty between COMMUNICATIONS 
the United States and France conflicts with a Section of the Internal Revenue Code. Paul asks 


you for advice. If he follows the treaty position, does he need to disclose this on his tax return? 
If he is required to disclose, are there any penalties for failure to disclose? Prepare a letter 
in which you respond to Paul. Teal’s address is 100 International Drive, Tampa, FL 33620. 


7. LO.1, 2 Interpret this Regulation citation: Reg. § 1.446-1(e)(2). 


8. L0.1, 2 Explain how Regulations are arranged. How would the following Regulations be cited? 
a. Finalized Regulations under § 265. 
b. Proposed Regulations under § 707. 
c. Temporary Regulations under S25: 
d. Legislative Regulations under § 1001. 


9. L0.1, 4 Distinguish between legislative, interpretive, and procedural Regulations. 


10. LO.1 In the citation Rev.Proc. 91-31, 1991-1 C.B. 566, to what do the 31 and the 566 refer? 
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COMMUNICATIONS 


ISSUEID 


ISSUE ID 


COMMUNICATIONS 


ie 


ie 


13. 


14: 


15s 
16. 


7. 


18. 


19. 


7a le 


223 


2x 
24. 


20% 


L0.1, 4 Rank the following items from the highest authority to the lowest in the Federal 


tax law system: 

a. Interpretive Regulation. 
b. Legislative Regulation. 
c. Letter ruling. 

d. Revenue Ruling. 

e. Internal Revenue Code. 
f. Proposed Regulation. 


LO.1 Interpret each of the following citations: 
a. Reg. § 1.7701(b)—2(a). 

b. Rev.Rul. 66-64, 1966-1 C.B. 97. 

c. TAM 200803017. 


L0.1, 5 Barbara Brown calls you on the phone. She says that she has found a 1999 letter 
ruling that agrees with a position she wishes to take on her tax return. She asks you about 
the precedential value of a letter ruling. Draft a memo for the tax files outlining what you 
told Barbara. 


LO.1 Sammie is considering writing the IRS to find out whether a possible corporate 
reorganization would be tax-free. Outline some relevant tax issues Sammie faces in 
determining whether to request a letter ruling. 


LO.1 How does a determination letter differ from a letter ruling? 


LO.1 What are the differences between Technical Advice Memoranda (TAMs) and 
Technical Expedited Advice Memoranda (TEAMs)? 


LO.1 Caleb receives a 90-day letter after his discussion with an appeals officer. He is not 
satisfied with the $92,000 settlement offer. Identify the relevant tax research issues facing 
Caleb. 


LO.1 Which of the following would be considered advantages of the Small Cases Division 
of the Tax Court? 

Appeal to the U.S. Tax Court is possible. 

A hearing of a deficiency of $65,000 is considered on a timely basis. 

Taxpayer can handle the litigation without using a lawyer or certified public accountant. 
Taxpayer can use other Small Cases Division decisions for precedential value. 

The actual hearing is conducted informally. 

Travel time will probably be reduced. 


mo Ror 


LO.1 List an advantage and a disadvantage of using the U.S. District Court as the trial 
court for Federal tax litigation. 


. L0.1, 5 Dwain Toombs is considering litigating a tax deficiency of approximately $311,000 


in the court system. He asks you to provide him with a short description of his alternatives 
indicating the advantages and disadvantages of each. Prepare your response to Dwain in 
the form of a letter. His address is 200 Mesa Drive, Tucson, AZ 85714. 


LO.1 List an advantage and a disadvantage of using the U.S. Court of Federal Claims as 
the trial court for Federal tax litigation. 


LO.1 A taxpayer lives in Michigan. In a controversy with the IRS, the taxpayer loses at the 
trial court level. Describe the appeal procedure under the following different assumptions: 
a. The trial court was the Small Cases Division of the U.S. Tax Court. 

b. The trial court was the U.S. Tax Court. 

c. The trial court was a U.S. District Court. 

d. The trial court was the U.S. Court of Federal Claims. 


LO.1 What is meant by a Writ of Certiorari? 


L0.1 An appellate court will often become involved in fact-finding determination. 
Discuss the validity of this statement. 


LO.1 For the U.S. Tax Court, U.S. District Court, and U.S. Court of Federal Claims, 
indicate the following: 

a. Number of regular judges per court. 

b. Availability of a jury trial. 

c. Whether the deficiency must be paid before the trial. 


26. 


27: 


28. 


30. 


SE: 


32. 


Oo. 


34. 
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L0.1 In which of the following states could a taxpayer appeal the decision of a U.S. 
District Court to the Eleventh Circuit Court of Appeals? 


a. Alaska. 

b. Arkansas. 
c. Florida. 

d. NewYork. 
e. Kansas. 


L0.1 What precedents must each of these courts follow? _ 
a. U.S. Tax Court. 

b. U.S. Court of Federal Claims. 

c. U.S. District Court. 


LO.1 What determines the appropriate Circuit Court of Appeals for a particular taxpayer? 


- LO.1, 4 In assessing the validity of a prior court decision, discuss the significance of the 


following on the taxpayer’s issue: 
a. The decision was rendered by the U.S. District Court of Wyoming. Taxpayer lives in 


Wyoming. 

b. The decision was rendered by the U.S. Court of Federal Claims. Taxpayer lives in 
Wyoming. 

c. The decision was rendered by the Second Circuit Court of Appeals. Taxpayer lives in 
California. 


d. The decision was rendered by the U.S. Supreme Court. 
e. The decision was rendered by the U.S. Tax Court. The IRS has acquiesced in the result. 
f. Same as (e) except that the IRS has issued a nonacquiescence as to the result. 


LO.1 In the citation Swallows Holding, Ltd v. Comm., 515 F.3d 162 (CA-3, 2008), rev’g 126 
T.C. 96 (2006), to what do the 162 and 126 refer? Which is the trial court decision? 


L0.2 What is the difference between a Regular decision, a Memorandum decision, and a 
Summary Opinion of the U.S. Tax Court? 


LO.2 Referring to the citation only, determine which court issued these decisions: 
a. Julia A. Strauss, 2 B.T.A. 598 (1925). 

b. James v. U.S., 81 S.Ct. 1052 (USSG, 1961). 

c. Evelyn M. Martin, T.C.Memo. 2000-346. 

d. Zarinv. Comm., 916 F.2d 110 (CA-3, 1990). 


LO.2 Interpret each of the following citations: 


a. 54T.C.1514(1970). 

b. 408 F.2d 1117 (CA-2, 1969). 

c. 69-1 USTC 99319 (CA-2, 1969). 

d. 23 AFTR2d 69-1090 (CA-2, 1969). 

e. 293 F.Supp. 1129 (D.Ct. Miss., 1967). 

f. 67-1 USTC 49253 (D.Ct. Miss., 1967). 

g. 19AFTR2d 647 (D.Ct. Miss., 1967). 

h. 56S.Ct. 289 (USSG, 1935). 

i. 36-1 USTC 49020 (USSC, 1935). 

j. 16AFTR 1274 (USSC, 1935). 

k. 422 F.2d 1336 (Ct.Cls., 1970). 

L0.1, 2 Explain the following abbreviations: 

a. CA-2., f. Cert. denied. Ne, BI S¥eh. 
b, ” Fed.Cl. g. acd. I. F.Supp. 
& aff a: h. B.T.A. m. USSC. 
dd.) revd. i. , USIC: Dewy. Cl 
e. remd. Jo eA Re Oh IDOI 


L0.2 Give the Commerce Clearing House citation for the following courts: 
Small Gases Division of the Tax Court. 

Federal District Court. 

U.S. Supreme Court. 

U.S. Court of Federal Claims. 

Tax Court Memorandum decision. 
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36. LO.2 Where can you locate a published decision of the U.S. Court of Federal Claims? 


37. L0.1, 2 Which of the following items can probably be found in the Cumulative Bulletin? 
Action on Decision. 

Small Cases Division of the U.S. Tax Court decision. | 
Letter ruling. i 
Revenue Procedure. 

Finalized Regulation. 

U.S. Court of Federal Claims decision. 

Senate Finance Committee Report. 

Acquiescences to Tax Court decisions. 

U.S. Circuit Court of Appeals decision. 


38. LO.3 Ashley has to prepare a research paper discussing the tax aspects of alimony 


payments for her tax class. Explain to Ashley how she can research this topic. 


oe PO my oho Tp 


39. LO.4 Where can a researcher find the current Internal Revenue Code of 1986? 


40. LO.2, 4 You inherit a tax problem that was researched five months ago. You believe the 


answer is correct, but you are unfamiliar with the general area. How would you find some 
recent articles dealing with the subject area? How do you evaluate the reliability of the 
authority cited in the research report? How do you determine the latest developments 
pertaining to the research problem? 


41. LO.3 Discuss the advantages of computerized tax research versus paper tax research. 


42. LO.3 Whatare the three ways that most electronic tax services can be entered? 


PROBLEMS 


43. L0.1, 2 Tom, an individual taxpayer, has just been audited by the IRS and, as a result, has ) 
been assessed a substantial deficiency (which has not yet been paid) in additional income 
taxes. In preparing his defense, Tom advances the following possibilities: ) 
a. Although a resident of Kentucky, Tom plans to sue in a U.S. District Court in Oregon 

that appears to be more favorably inclined toward taxpayers. 

b. If (a) is not possible, Tom plans to take his case to a Kentucky state court where an 
uncle is the presiding judge. 

c. Since Tom has found a B.T.A. decision that seems to help his case, he plans to rely 
on it under alternative (a) or (b). ; 

d._ Ifhe loses at the trial court level, Tom plans to appeal either to the U.S. Court of Fed- 
eral Claims or to the U.S. Second Circuit Court of Appeals because he has relatives 
in both Washington, D.C., and New York. Staying with these relatives could save Tom 
lodging expense while his appeal is being heard by the court selected. 

e. Whether or not Tom wins at the trial court or appeals court level, he feels certain of | 
success on an appeal to the U.S. Supreme Court. 


Evaluate Tom’s notions concerning the judicial process as it applies to Federal income 
tax controversies. 


44. L0.1 Using the legend provided, identify the governmental unit that produces the | 
following tax sources: 
} 


Legend 


T=U.S. Treasury Department 
NO = National Office of the IRS 
AD = Area Director of the IRS 
NA = Not applicable 


——— 
grant 


45. 


46. 
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Proposed Regulations. 
Revenue Procedures. 

Letter rulings. 

Determination letters. 
Technical Advice Memoranda. 
Treasury Decisions. 

Revenue Rulings. 

Small Cases Division decisions. 


Tomo? ao Tp 


L0.1, 2 Using the legend provided, classify each of the following statements (more than 
one answer per statement may be appropriate): 


Legend 


D = Applies to the U.S. District Court 

T= Applies to the U.S. Tax Court 

C= Applies to the U.S. Court of Federal Claims 
A= Applies to the U.S. Circuit Court of Appeals 
U = Applies to the U.S. Supreme Court 

N = Applies to none of the above 


Appellate court. 

Appeal is to the Federal Circuit and bypasses the taxpayer’s particular circuit court. 
Has a Small Cases Division. 

The only trial court where the taxpayer does not have to pay the tax assessed by the 
IRS first. 


L0.1, 2 Using the legend provided, classify each of the following citations as to the type 
of court: 


a. Decides only Federal tax matters. 
b. Decisions are reported in the F.3d Series. 
c. Decisions are reported in the USTCs. 
d. Decisions are reported in the AFTRs. 

e. Appeal is by Writ of Certiorari. 

f. Court meets most often in Washington, D.C. 
g. Ajury trial is available. 
h. Trial court. 

i 

if 

k. 

1. 


Legend 


D = Applies to the U.S. District Court 
T=Applies to the U.S. Tax Court 

C = Applies to the U.S. Court of Federal Claims 
A=Applies to the U.S. Circuit Court of Appeals 
U = Applies to the U.S. Supreme Court 

N = Applies to none of the above 


Rev.Rul. 83-46, 1983-1 C.B. 16. 

National Oil Co., 52 TCM 1223, T.C.Memo. 1986-596. 

Alco, Inc. v. U.S., 509 F.3d 173 (CA-3, 2007). 

Mead Corp. v. Comm., 533 U.S. 218 (2001). 

Schermerhorn Oil Co., 46 B.T.A. 151 (1942). 

Selzer v. Bank of Bermuda, Ltd., 385 F.Supp. 415 (S.D.N.Y., 1974). 
William G. Campbell, T.C.Memo. 1990-162. 

Notice 2007-28, 2007-1 C.B. 880. 

James A. Nielsen, T.C. Summary Opinion, 2007-53. 
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47. L0.4 Using the legend provided, classify each of the following tax sources: 


Legend 


P = Primary tax source 

S = Secondary tax source 
B= Both 

N = Neither 


Sixteenth Amendment to the U.S. Constitution. 
Tax treaty between the United States and France. 
Revenue Procedure. 

General Counsel Memoranda (1989). 

USS. District Court decision. 

Journal of Taxation article. 

Temporary Regulations (issued 2006). 

U.S. Tax Court Memorandum decision. 

Small Cases Division of the U.S. Tax Court decision. 
House Ways and Means Committee report. 


So SRE es ee 


48. L0.1, 2 Using the legend provided, classify each of the following citations as to publisher: 


Legend 


RIA = Research Institute of America 
CCH = Commerce Clearing House 
W = West Publishing Company 
U.S. = U.S. Government 
O = Others 


64 T.C. 203. 

30 TCM 817. 

434 F.Supp. 206. 

89 AFTR2d 2002-1314. 

74-1 USTC 49306. 

RIA T.C.Mem.Dec. 980,582. 
Rev.Proc. 93-27, 1993-2 C.B. 343. 
Rey.Rul. 81-300, 1981-2 C.B. 143. 
pLiontete LSU, 

544 USS. 336. 


a 08 ey oe a 


49. L0.6 Using the legend provided, classify each of the following statements: 


Legend 


A = Tax avoidance 
E = Tax evasion 
N = Neither 


a. Terry writes a $250 check for a charitable contribution on December 28, 2009, but 
does not mail the check to the charitable organization until January 10, 2010. She 
takes a deduction in 2009. 


b. Robert decides not to report interest income from a bank because the amount is 


only $11.75. 

c. Jim pays property taxes on his home in December 2009 rather than waiting until Feb- 
ruary 2010. 

d. Jane switches her investments from taxable corporate bonds to tax-exempt munici- 
pal bonds. 


e. Ted encourages his mother to save most of her Social Security benefits so that he will 
be able to claim her as a dependent. 


RESEARCH PROBLEMS 


Note: Solutions to Research Problems can be prepared by using the Checkpoint® 
Student Edition online research product, which is available to accompany this text. It is 


also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. Locate GCM 22730, 1941-1 C.B. 214. What does it say? 


Research Problem 2. Determine what is covered in the following subchapters in Chapter 1, 
Subtitle A of the Internal Revenue Code of 1986: 


es oe 
oy “DY 
(ey AOF 
deus! 
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Research Problem 3. Locate the following items and give a brief summary of the results. 
Prop.Reg. § 1.864(b)—1(b)(2)(ii)(E). 

Rey.Proc. 2005-50, ILR.B. No. 32,272. 

FSA 200228005. 

IRC § 32(c)(2)(A). 

Ramurez-Oia v. Comm., T.C. Summary Opinion, 2002-27. 
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Research Problem 4. Locate the following decision and answer the questions: Dante and Sandi 
Peranso, 130 T.C. , No. 8 (2008). 


Who was the petitioner? 

Who was the respondent? 

Who was the judge? 

What was the issue(s) for decision? 

What is Rule 122? 

What is Rule 155? 

What was the decision? 

Do capital expenditures reduce earnings and profits? 
Are organizational expenditures capital expenditures? 


- FO ye oao op 


Research Problem 5. Locate the January 2008 issue of The Tax Adviser and find the article by 
Professors Hennig, Raabe, and Everett. What are the title and page numbers of their 
article? What is FIN 48? When is the effective date? 


Research Problem 6. Locate the following tax services in your library and indicate the name 
of the publisher and whether the service is organized by topic or Code Section: 


United States Tax Reporter. 

Standard Federal Tax Reporter. 

Federal Tax Coordinator 2d. 

Mertens Law of Federal Income Taxation. 
Tax Management Portfolios. 

Federal Income, Gift and Estate Taxation. 
g. Tax Research Consultant. 


moaorp 


Research Problem 7. In the following tax publications matrix, place an X ifa court decision can 
be found in the publication. There may be more than one X in a row fora particular court. 
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Commerce a 
West Publishing Compan Research Institute of America Clearing House 
Federal : 
Claims BTA eG. | 
S.Ct. | Memo. T.C.Memo. | AFTR Memo. | USTC 


U.S. Govt. 
Printing 


Court 


Circuit Court of 
Appeals 


Court of Federal 


Tax Court (Regular 
decisions) 


Research Problem 8. When Oprah gave away Pontiac G6 sedans to her TV audience, was the 
value of the cars taxable? On Labor Day weekend in 2006, World Furniture Mall in Plano, 
Illinois, gave away $275,000 of furniture because the Chicago Bears shut out the Green Bay 
Packers in their football season opener at Lambeau Field in Green Bay (26-0). Was the 
free furniture in the form of a discount or rebate taxable, or should the furniture company 
hand the customers a Form 1099-MISC? 


Research Problem 9. During 2008, Frank lived with and supported a 20-year-old woman who 


was not his wife. He resides in a state that has a statute that makes it a misdemeanor for a 
man and woman who are not married to each other to live together. May Frank claim his 
friend as a dependent assuming he satisfies the normal tax rules for the deduction? Should 
Frank consider moving to another state? 


Partial list of research aids: 

§ 152(f)(3). 

John T. Untermann, 38 T.C. 93 (1962). 

S.Rept. 1983, 85th Cong., 2d Sess., reprinted in the 1958 Code Cong. & Adm. News 4791, 4804. 


aes Use the tax resources of the Internet to address the following questions. Do not restrict 
nt ERS your search to the World Wide Web, but include a review of newsgroups and general 
> bs activity reference materials, practitioner sites and resources, primary sources of the tax law, 


chat rooms and discussion groups, and other opportunities. 


Research Problem 10. Go to www.taxalmanac.org and www.Legalbitstream.com on the 
Internet and find the following: 


Letter rulings. 

Actions on Decisions 

IRS Notices. 

General Counsel Memoranda. 
Technical Advice Memoranda. 
Treasury Decisions. 

Revenue Rulings. 

Revenue Procedures. 

IRS Announcements. 

U.S. Tax Court Summary decision. 
U.S. Tax Court Memorandum decision. 
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Research Problem 11. Go to the U.S. Tax Court Internet site: 
a. What different types of cases can be found on the site? 


b. What is a Summary Opinion? Find one. 
c. What isa Memorandum Opinion? Find one. 
d. Find the “Rules and Practices and Procedures.” 


2 


Is the site user-friendly? E-mail suggested improvements to the webmaster. 


Tax Formula and Tax 


Determination; An Overview 
of Property Transactions 


LEARNING OBJECTIVES 
After completing Chapter 3, you should be able to: 


LO.1 LO.6 


Recognize and apply the components Use the proper procedures for 
of the Federal income tax formula. determining the tax liability. 


L0.2 LO.7 


Understand the standard deduction Identify and report kiddie tax 
and evaluate its choice in arriving at situations. 
taxable income. 


L0.8 
L0.3 Possess an overview of property 
Apply the rules for arriving at transactions. 
personal exemptions. 

L0.9 
L0.4 Identify tax planning opportunities 
Apply the rules for determining associated with the individual tax 
dependency exemptions. formula. 
LO.5 
Be aware of the filing requirements 
and choose the proper filing status. 

‘ . oe ee 
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Income (broadly conceived )i\ 2s sem coh ues os Coenen atin cie aa tc eee 
Less EXCIUSIONS = ..0c cescihe co -aNe cer Ge dic ce SRP aR et eache ail cetaces oie ote eee een eee X, XXX 


FRAMEWORK: 


taxation is based on 
the Income Tax Formula in 


Tax Formula GOSS ICOMOS et acces ececn ales ees eaeeen Agee its nantes Rta rte a ee ade BXX,XXX 
for Individuals Less: Deductions for adjusted gross INCOME .......... 66. cee e cece een e eee eee eee e eens (X,XXX) 

: Bho Adjusted gross inCOMme. ss <.-osi see elec alas e cle ere gi arantater oneness etree eet $XX,XXX 
eee ea Less: The greater of total itemized deductions or the standard deduction....... ‘on ee (X,XXX) 


FORM 1040 (p. 1) 


i ne i 1 LJ Single 
Curae POuiote Filing Status 2 [] Married filing jointly (even if only one had income) the qualifying person is a child but not your dependent, enter 
of the formula that are Check only .3 _] Married filing separately. Enter spouse’s SSN above this:child’s name here. Pr 
boldfaced are covered one box. and full name here. > 5 Qualifying widow(er) with dependent child (see page 16) 


in this chapter. Below 
those portions are shown 
the sections of Form 1040 
where the results 

are reported. 


39a Check { LJ You were born before January 2, 1944, CZ Blind. Total boxes oy 
if: O Spouse was born before January 2, 1944, O sd checked ® 39a 

b_ |f your spouse itemizes on a separate return or you were a dual-status alien, see page 34 and check here ®39b OC 
40 Itemized deductions (from Schedule A) or your standard deduction (see left margin) . 
42 If line 38 is over $119,975 or you provided housing to a Midwestern displaced individual, see 
page 36. Otherwise, multiply $3,500 by the total number of exemptions claimed on line 6d 


Taxable income ics 8s, AR AOS PREY» oe asta ne ates 
Tax on taxable income (see Tax Tables or Tax Rate Schedules) ...................000000- $ X,Xxx 
Less: Tax credits (including income taxes withheld and prepaid)......................0-- (XXX) 
Tax due (OF refund) ace. seul cecip ait aeyepetuin a ona secs ss 


THE BIG PICTURE 


A DIVIDED 
HOUSEHOLD 


Polly maintains a household in which she and her unemployed husband (Nick) and 
stepdaughter (Paige) live. Paige, an accomplished gymnast, graduated from high 
school last year. Paige has a part-time job but spends most of her time in training and 
looking for an athletic scholarship to the “right” college. In March, Nick left for parts 
unknown and has not been seen or heard from since. Polly was more surprised than 
distressed over Nick’s unexpected departure. One reaction, however, was to sell her 
wedding rings to a cousin who was getting married. The rings cost $15,000 and were 
sold for their approximate value of $8,000. 

Based on these facts, what are Polly’s income tax concerns for the current year? 


he framework for the application of the Federal income tax to individuals is 
the tax formula. As Chapter 1 mentioned, the tax formula is an integral part 
of our U.S. tax system (i.e., local, state, and Federal), and Chapter 3 provides 
a summary of its components. In addition, several of its key components—the stan- 
dard deduction, personal and dependency exemptions, and tax determination—are 
discussed at length in Chapter 3. 
By introducing the tax formula, therefore, Chapter 3 establishes the framework 
for almost all of the rest of the text (i.e., Chapters 4 to 19). The formula and its 
impact on the chapters to follow are reflected in Figure 3.1. In integrating the 


CHAPTER 3 Tax Formula and Tax Determination; An Overview of Property Transactions 


FIGURE 3.1 Tax Formula for Individuals (Components integrated into the text) 


Text Discussion 
a a aaa att htt te at 


Income (broadly conceived) $XX, XXX Chs. 3, 4 


‘Less: Exclusions (x,xxx) Ch.5 
Gross income $XX, XXX Chs. 4, 16, 17 


Less: Deductions for adjusted gross income (Xx, XXX) Chs, 6-9, 11, 16, 17 
Adjusted gross income % $XX,XXX 
Less: The greater of— 


Total itemized deductions Chs. 6, 9, 10, 11 
or standard deduction Ch. 3 


Less: Personal and dependency exemptions (x, Xxx) Ch. 3 
Taxable income $XX,XXX Chs. 3, 12, 13 
- Taxon taxable income $ X,XXx Chs.3712,13 
Less: Tax credits 17 (xxx) Ghas 
Tax due (or refund) $ Xxx Chs. 3, 12,13 © 


(x,XXx) 


formula with the chapters in the text, however, some liberties were taken. In the in- 
terest of simplicity, Figure 3.1 omits references to several chapters for the following 
reasons: 


* Chapter 18 deals with the more sophisticated aspects of accounting peri- 
ods and methods. The main consideration in this area is the distinction 
between the cash and accrual methods of accounting. The method used 
controls the recognition or deferral of income and deductions and, there- 
fore, is discussed in Chapters 4 and 6. 

e Chapter 19 deals with deferred compensation and cuts across several parts 
of the tax formula. Depending on the type of arrangement involved, gross 
income may be recognized (or deferred), or a deduction can materialize. - 


Chapter 3 also provides an overview of property transactions. When property is 
sold or otherwise disposed of, a gain or loss may result, which can affect the determi- 
nation of taxable income. Although property transactions are covered in detail in 
Chapters 14-17, an understanding of certain basic concepts helps in working with 
some of the materials to follow. The concluding portion of this chapter furnishes an 
overview of property transactions, including the distinction between realized and 
recognized gain or loss, and the classification of such gain or loss (ordinary or capi- 
tal) for income tax purposes. 

In terms of the tax formula, net gains from property transactions that are recog- 
nized will affect the gross income component. If the gain is deferred (e.g., like-kind 
exchanges or involuntary conversions—see Chapter 15) or not recognized (i.e., sale 
of a residence—see Chapter 15), there is no immediate tax effect. Recognized losses 
from property transactions are treated as deductions foradjusted gross income (AGI). 


3.1 TAx FORMULA 


Given that the tax formula establishes the framework for the Federal income tax 
on individuals, a brief review of its components will be helpful in understanding the 
in-depth discussion that follows in this and subsequent chapters. 


COMPONENTS OF THE TAX FORMULA 
Income (Broadly Conceived) 


In the tax formula, “income” is broadly conceived and includes all the taxpayer's 
income, both taxable and nontaxable. Although it is essentially equivalent to gross 
receipts, it does not include a return of capital or receipt of borrowed funds. 


LO.1 


Recognize and apply the 
components of the Federal 
income tax formula. 
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EXHIBIT 3.1 Partial List of Exclusions from Gross Income 


Accident insurance proceeds 

Annuities (cost element) 

Bequests 

Child support payments 

Cost-of-living allowance (for military) 

Damages for personal injury or sickness 

Gifts received 

Group term life insurance, premium 
paid by employer (for coverage up 
to $50,000) 

Inheritances 

Interest from state and local 
(i.e., municipal) bonds 


Military allowances 

Minister's dwelling rental value 
allowance 

Railroad retirement benefits (to a 
limited extent) 

Scholarship grants (to a limited extent) 

Social Security benefits (to a limited 
extent) 

Unemployment compensation (to a 
limited extent) 

Veterans’ benefits 

Welfare payments 

Workers’ compensation benefits 


Life insurance paid on death 
Meals and lodging (if furnished for 
employer's convenience) 


EXAMPLE A oe Dan decides to quit renting and move into a new house. Consequently, the owner of 


the apartment building returns to Dan the $600 damage deposit he previously made. 
In order to make a down payment on the house, Dan sells stock for $20,000 (original 
cost of $8,000) and borrows $50,000 from a bank. Only the $12,000 gain from the sale 
of the stock is income to Dan. The $600 damage deposit and the $8,000 cost of the 
stock are a return of capital. The $50,000 bank loan is not income as Dan has an obliga- 
tion to repay that amount. # 


Exclusions 


For various reasons, Congress has chosen to exclude certain types of income from 
the income tax base. The principal income exclusions are discussed in Chapter 5. A 
partial list of these exclusions is shown in Exhibit 3.1. 


Gross Income 


The Internal Revenue Code defines gross income broadly as “except as otherwise 
provided ... , all income from whatever source derived.” ! The “except as otherwise 
provided” refers to exclusions. Gross income includes, but is not limited to, the 
items in the partial list in Exhibit 3.2. It does not include unrealized gains. Gross 
income is discussed in Chapters 4 and 5. 


| EXAMPLE 2. Beth received the following amounts during the year: 


Salary $30,000 “ 
Interest on savings account 900 v 
Gift from her aunt 10,000 ~ 
Prize won in state lottery 1,000 
Alimony from ex-husband 12,000\/ 
Child support from ex-husband 6,000 * 
Damages for injury in auto accident 25,000 * 


Ten $50 bills in an unmarked envelope found in an 
airport lounge (airport authorities could not locate 
anyone who claimed ownership) 500 Vv 


Increase in the value of stock held for investment 5,000 “ = 


"§ 61(a). 
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EXHIBIT 3.2 Partial List of Gross Income Items 


Alimony 

Annuities (income element) 

Awards 

Back pay 

Bargain purchase from employer 

Bonuses 

Breach of contract damages 

Business income 

Clergy fees 

Commissions 

Compensation for services 

Death benefits 

Debts forgiven 

Director's fees 

Dividends 

Embezzled funds 

Employee awards (in certain cases) 

Employee benefits (except certain 
fringe benefits) 

Estate and trust income 

Farm income 

Fees 

Gains from illegal activities 

Gains from sale of property 

Gambling winnings 

Group term life insurance, premium 

paid by employer (for coverage 

over $50,000) 


Hobby income 

Interest 

Jury duty fees 

Living quarters, meals (unless 
furnished for employer's 
convenience) 

Mileage allowance 

Military pay (unless combat pay) 

Notary fees 

Partnership income 

Pensions 

Prizes 

Professional fees 

Punitive damages 

Rents 

Rewards 

Royalties 

Salaries 

Severance pay 

Strike and lockout benefits 

Supplemental unemployment benefits 

Tips and gratuities 

Travel allowance (in certain cases) 

Treasure trove (found property) 

Wages 


Review Exhibits 3.1 and 3.2 to determine the amount Beth must include in the 
computation of taxable income and the amount she may exclude. Then check your 
answer in footnote 2.” 


Deductions for Adjusted Gross Income 


Individual taxpayers have two categories of deductions: (1) deductions for adjusted 
gross income (deductions to arrive at adjusted gross income) and (2) deductions 
jromadjusted gross income. 

Deductions foradjusted gross income (AGI) are sometimes known as above-the-line 
deductions because on the tax return they are taken before the “line” designating 
AGI. They are also referred to as page I deductions since they are claimed, either 
directly or indirectly (i.e., through supporting schedules), on page 1 of Form 1040. 
Deductions for AGI include, but are not limited to, the following: 


e Expenses incurred in a trade or business. 

e One-half of self-employment tax. 

e Unreimbursed moving expenses. 

© Contributions to traditional Individual Retirement Accounts (IRAs) and 
certain other retirement plans. 
Fees for college tuition and related expenses. 


2Beth must include $44,400 in computing taxable income ($30,000 salary + 
$900 interest + $1,000 lottery prize + $12,000 alimony + $500 found property). 
She can exclude $41,000 ($10,000 gift from aunt + $6,000 child support + 
$25,000 damages). The unrealized gain on the stock held for investment also is 


°§ 62. 


when itis realized upon disposition of the stock. 


3-5 


not included in gross income. Such gain will be included in gross income only 
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GLOBAL Saas 
Tax Issues aneeneer Is Not TAX-FREE 


igi fe ~~ Gross income from “whatever source derived” includes income from both WS: ‘snd for- 
| eign sources. This approach to taxation, where the government taxes its citizens and 
residents on their worldwide income regardless of where earned, is referred to as a 
global system. Income earned by U.S. citizens outside the United States can be subject" 
to additional taxes, however, because all countries maintain the right to tax income > 
earned within their borders. Consequently, the U.S. tax law includes various mecha- 
nisms to alleviate the double taxation that arises when income is subject to tax in multi- 
ple jurisdictions. These mechanisms include the foreign tax deduction, the foreign tax 
credit, the foreign earned income exclusion for U.S. citizens and residents warns 
abroad, and various tax treaty provisions. 
Most industrialized countries use variants of the global system. An alternative 
approach is the territorial system, where a government taxes only the income earned 
within its borders. Hong Kong and Guatemala, for example, use a territorial approach. 


sate 


Contributions to Health Savings Accounts (HSAs). 
Penalty for early withdrawal from savings. 

Interest on student loans. 

Excess capital losses. 

e Alimony payments. 


The principal deductions for AGI are discussed in Chapters 6, 7, 8,9, 11, 16, and 17. 
Adjusted Gross Income (AGI) 


AGI is an important subtotal that serves as the basis for computing percentage limita- 
tions on certain itemized deductions, such as medical expenses, charitable contribu- 
tions, and certain casualty losses. For example, medical expenses are deductible only 
to the extent they exceed 7.5 percent of AGI, and charitable contribution deduc- 
tions may not exceed 50 percent of AGI. These limitations might be described as a 
7.5 percent floor under the medical expense deduction and a 50 percent ceiling on 
the charitable contribution deduction. 


PE UX EUPEE Keith earned a salary of $68,000 in 2009. He contributed $5,000 to his traditional Indi- 


vidual Retirement Account (IRA) and paid alimony of $3,000 to his ex-wife. His AGI is 
computed as follows: 


Gross income 


Salary $68,000 
Less: Deductions for AGI 
IRA contribution $5,000 
Alimony payment 3,000 (8,000) 
AGI $60,000 


EXAMPLE 4 Assume the same facts as in Example 3, and that Keith also had medical expenses 


of $5,800. Medical expenses may be included in itemized deductions to the extent 
they exceed 7.5% of AGI. In computing his itemized deductions, Keith may include 
medical expenses of $1,300 [$5,800 medical expenses — $4,500 (7.5% x $60,000 
AGI)]. = 


Itemized Deductions 


As a general rule, personal expenditures are disallowed as deductions in arriving 
at taxable income. However, Congress allows specified personal expenses as 
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EXHIBITo3.3 Partial List of Itemized Deductions 


Medical expenses in excess of 7.5% of AGI 
State and local income or sales taxes 
Real estate taxes 
Personal property taxes 
Interest on home mortgage 
Investment interest (to a limited extent) 
Charitable contributions (within specified percentage limitations) 
Casualty and theft losses in excess of 10% of AGI 
Miscellaneous expenses (to the extent such expenses exceed 2% of AGI) 
Union dues 
Professional dues and subscriptions 
Certain educational expenses 
Tax return preparation fee 
Investment counsel fees 


Unreimbursed employee business expenses (after a percentage 
reduction for meals and entertainment) 


itemized deductions. Such expenditures include medical expenses, certain taxes 
and interest, and charitable contributions. 

In addition to these personal expenses, taxpayers are allowed itemized deduc- 
tions for expenses related to (1) the production or collection of income and (2) the 
management of property held for the production of income.* These expenses, 
sometimes referred to as nonbusiness expenses, differ from trade or business expenses. 
Trade or business expenses, which are deductions for AGI, must be incurred in con- 
nection with a trade or business. Nonbusiness expenses, on the other hand, are 
expenses incurred in connection with an income-producing activity that does not 
qualify as a trade or business. Such expenses are itemized deductions. 


Leo is the owner and operator of a video game arcade. All allowable expenses he incurs  SYSMELE S| 


in connection with the arcade business are deductions for AGI. In addition, Leo has an 
extensive portfolio of stocks and bonds. Leo’s investment activity is not treated as a 
trade or business. All allowable expenses that Leo incurs in connection with these 
investments are itemized deductions. # 


Itemized deductions include, but are not limited to, the expenses listed in 
Exhibit 3.3. See Chapters 9 and 10 fora detailed discussion of itemized deductions. 


Nondeductible Expenditures 


Many expenditures are not deductible and, therefore, provide no tax benefit. Exam- 
ples include, but are not limited to, the following: 


e Personal living expenses including any losses on the sale of personal use 
property. 

° Hobby losses. 

e Life insurance premiums. 

e Expenses incident to jury duty. 

e Gambling losses (in excess of gains). 

e Child support payments. 

e Fines and penalties. 

® Political contributions. 

e Certain passive losses. 
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e Funeral expenses. 
e Expenses paid on another’s behalf. 
e Capital expenditures. 


If an expenditure is classified as nondeductible, the component of the tax formula 


~ affected will be either the deduction for AGI or the deduction from AGI. Thus, a traf- 


fic fine for speeding is nondeductible whether the taxpayer was using the automo- 
bile on a business trip (normally a deduction for AGI) or participating in a Habitat 
for Humanity project (normally a deduction from AGI) Most of the nondeductible 
items listed above are discussed in Chapter 6. Passive loss limitations, however, are 
treated in Chapter 11. 


Standard Deduction 


In lieu of claiming itemized deductions, taxpayers will use the standard deduction. As 
discussed later in the chapter, the standard deduction varies depending on filing sta- 
tus, age, and blindness. Like personal and dependency exemptions (discussed 
later), the standard deduction is adjusted (i.e., indexed) each year for inflation. 


Personal and Dependency Exemptions 

Exemptions are allowed for the taxpayer, the taxpayer’s spouse, and each depen- 
dent of the taxpayer. The exemption amount is $3,500 in 2008 and $3,650 in 2009. 
Taxable Income 


The determination of taxable income is illustrated below in Example 6. 


Grace, age 25, is single and has her disabled and dependent mother living with her. 
Grace is a high school teacher and earned a $40,000 salary in 2009. Her other income 
consisted of $1,000 interest on a certificate of deposit (CD) and $500 interest on munici- 
pal bonds that she had received as a graduation gift in 2006. During 2009, she sus- 
tained a deductible capital loss of $1,000. Her itemized deductions are $8,800. Grace's 
taxable income for the year is computed as follows: 


Income (broadly conceived) 


Salary $40,000 
Interest on a CD 1,000 
Interest on municipal bonds 500 
$41,500 
Less: Exclusion—Interest on municipal bonds (500) 
Gross income $41,000 
Less: Deduction for adjusted gross income—Capital loss (1,000) 
Adjusted gross income $40,000 
Less: The greater of total itemized deductions ($8,800) or = 
the standard deduction for head of household ($8,350) (8,800) 
Personal and dependency exemptions (2 x $3,650) (7,300) 
Taxable income $23,900 


Note that the exclusion of $500 (i.e., interest from municipal bonds) is deducted in 
determining gross income. The loss of $1,000 from a property transaction is classi- 
fied as a deduction for AGI. Grace chose to itemize her deductions from AGI as they 
exceed the standard deduction (see Table 3.1 later in the chapter for the derivation 
of the $8,350 amount). Grace’s income tax is determined later in this chapter in 
Example 41. 


*The use of a personal automobile in connection with a charitable activity 
would probably qualify for the charitable contribution deduction —a deduc- 


tion from AGI. 
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Tax Due (or Refund) 


The last step in applying the tax formula is the determination of tax due (or refund). 
Ascertain the appropriate filing status (single, head of household, etc.) and then 
apply the appropriate set of rates (i.e., Tax Rate Schedules or Tax Tables) to taxable 
income. Once the tax is derived, adjust for the various tax credits allowed (e.g., with- 
holdings, earned income, research, foreign) to arrive at the additional tax due or 
any overpayment (i.e., refund) involved. Filing status and the use of the tax rates are 
discussed later in this chapter, while tax credits are the subject of Chapter 13. 


TAX FORMULA—CORRELATION WITH FORM 1040 


The structure of individual income tax returns (Forms 1040, 1040A, or 1040EZ) par- 
allels the tax formula in Figure 3.1. Like the formula, the tax return places major em- 
phasis on adjusted gross income (AGI), which appears on the bottom of page 1 and 
at the top of page 2 of Form 1040. In arriving at gross income (referred to as total 
tmcome), most exclusions are not reported on the tax return. Deductions for AGI are 
summarized on page 1 of Form 1040. Deductions from AGI (referred to as “itemized 
deductions”) are carried over from Schedule A to page 2 of Form 1040. The choice 
between the standard deduction and itemized deductions is made on page 2. This is 
followed by the deduction for personal and dependency exemptions to arrive at tax- 
able income. Page 2 contains the tax determination aspects of the tax formula 
including any reduction allowed for available tax credits. The format of Form 1040 
and its tie-in to the various supporting schedules containing components of the tax 
formula is graphically illustrated in Figure 6.1 of Chapter 6. 


3.2 STANDARD DEDUCTION 5:19, 8759. IN? 


A major component of the tax formula is the standard deduction. The effect of the LO.2 

standard deduction is to exempt part of a taxpayer’s income from Federal income Understand the dandard 
tax liability. In the past, Congress has attempted to set the tax-free amount repre- deduction and evaluate its 
sented by the standard deduction approximately equal to an estimated poverty choice in arriving at taxable 


level,°® but it has not always been consistent in doing so. income. 


BASIC AND ADDITIONAL STANDARD DEDUCTION 


The standard deduction is the sum of two components: the basic standard deduction 
and the additional standard deduction.’ Table 3.1 lists the basic standard deduction 
allowed for taxpayers in each filing status. All taxpayers allowed a full standard 
deduction are entitled to the applicable amount listed in Table 3.1. The standard 
deduction amounts are subject to adjustment for inflation each year. 

Certain taxpayers are not allowed to claim any standard deduction, and the stand- 
ard deduction is limited for others. These provisions are discussed later in the 
chapter. 

A taxpayer who is age 65 or over or blind qualifies for an additional standard deduc- 
tion of $1,100 or $1,400, depending on filing status (see amounts in Table 3.2). Two 
additional standard deductions are allowed for a taxpayer who is age 65 or over and 
blind. The additional standard deduction provisions also apply for a qualifying 
spouse who is age 65 or over or blind, but a taxpayer may not claim an additional 
standard deduction for a dependent. 

To determine whether to itemize, the taxpayer compares the total standard 
deduction (the sum of the basic standard deduction and any additional standard 
deductions) with total itemized deductions. Taxpayers are allowed to deduct the 


position to itemize deductions. Reducing the number of taxpayers who item- 
ize also reduces the audit effort required from the IRS. 
7§ 63(c)(1). 


°§,Rep. No. 92-437, 92nd Cong., Ist Sess., 1971, p. 54. Another purpose of the 
standard deduction was discussed in Chapter 1 under Influence of the Inter- 
nal Revenue Service—Administrative Feasibility. The size of the standard 
deduction has a direct bearing on the number of taxpayers who are in a 
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Standard Deduction 
Amount 


Filing Status 2008 2009 


Single $ 5,450 $ 5,700 
Married, filing jointly 10,900 11,400 
Surviving spouse 10,900 11,400 
Head of household 8,000 8,350 
Married, filing separately 5,450 5,700 


TABLE 3.2 Amount of Each Additional Standard Deduction 


Filing Status 


Single 

Married, filing jointly 
Surviving spouse 

Head of household 
Married, filing separately 


greater of itemized deductions or the standard deduction. Taxpayers whose itemized 
deductions are less than the standard deduction compute their taxable income 
using the standard deduction rather than itemizing. Approximately 70 percent of 
individual taxpayers choose the standard deduction option. 


| EXAMPLE 7 who is single, is 66 years old. She had itemized deductions of $6,800 during 2009. 


Her total standard deduction is $7,100 ($5,700 basic standard deduction plus $1,400 
additional standard deduction). Sara should compute her taxable income for 2009 using 
the standard deduction ($7,100), since it exceeds her itemized deductions ($6,800). ™ 


REAL PROPERTY TAXES AND AUTO SALES TAXES 
STANDARD DEDUCTIONS 


To stimulate home ownership in view of the housing downturn and mortgage crisis, 
Congress enacted a temporary standard deduction for real property taxes. Available 
for 2008 and 2009 tax returns, the new provision allows nonitemizers to claim real 
property taxes as a standard deduction. The amount allowed is the lesser of what was 
paid or $500 ($1,000 on a joint return). 


EXAMPLE 6. 


Paul and Iris were recently married and purchased a home in October 2009. Their item- 
ized deductions for the year (which include $1,100 in real property taxes) do not exceed 
the basic standard deduction. When they file their joint return for 2009, they can claim 
a standard deduction of $12,400 [$11,400 (basic standard deduction) + $1,000 (real 
property taxes standard deduction)]. = 


In order to promote the sales of automobiles, ARRTA of 2009 provides a new tax 
incentive. Subject to the conditions specified below, the sales tax paid on the pur- 
chase can be claimed as a special standard deduction. 
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° The deduction cannot exceed the part of the tax attributable to the first 
$49,500 of the purchase price. 

° A phase-out of the deduction takes place when the taxpayer’s AGI 
exceeds $125,000 ($250,000 ona joint return). 

° The purchased vehicle (e.g., cars, SUVs, light trucks, motorcycles) cannot 
exceed a gross weight of 8,500 pounds and the original use commences 
with the taxpayer. 

¢ The purchase occurs from February 17 through December 31, 2009. 


Although the two new standard deductions are limited in duration (i.e., through 
2009), Congressional action to extend the provisions is to be expected if the current 
economic downturn continues. 

Property taxes on a personal residence and sales taxes on a personal auto nor- 
mally are deductions from AGI. Thus, the standard deductions alternative is a tax 
windfall for taxpayers who do not itemize. 


INDIVIDUALS NOT ELIGIBLE FOR THE STANDARD DEDUCTION 


The following individual taxpayers are ineligible to use the standard deduction and 
must therefore itemize:® 


e A married individual filing a separate return where either spouse itemizes 
deductions. 

e Anonresident alien. 

e An individual filing a return for a period of less than 12 months because 
of a change in the annual accounting period. 


The death of an individual does not eliminate the standard deduction for the year 
of death; nor does the deduction have to be allocated to the pre-death portion of 
the year. If, for example, Sandy (age 80 and single) died on January 14, 2009, his 
executor would be able to claim a standard deduction of $7,100 [$5,700 (basic stand- 
ard deduction) + $1,400 (additional standard deduction for age)] on his final 
income tax return (covering the period from January 1 to January 14, 2009). This 
presumes, of course, that the standard deduction is preferable to itemizing. 


SPECIAL LIMITATIONS ON THE STANDARD DEDUCTION 
FOR DEPENDENTS 


Special rules apply to the standard deduction and personal exemption of an individ- 
ual who can be claimed as a dependent on another person’s tax return. 

When filing his or her own tax return, a dependent’s basic standard deduction in 
2009 is limited to the greater of $950 or the sum of the individual’s earned income 
for the year plus $300.” However, if the sum of the individual’s earned income plus 
$300 exceeds the normal standard deduction, the standard deduction is limited 
to the appropriate amount shown in Table 3.1. These limitations apply only to the 
basic standard deduction. A dependent who is 65 or over or blind or both is also 
allowed the additional standard deduction amount on his or her own return (refer 
to Table 3.2). These provisions are illustrated in Examples 9 through 12. 


EXAMPLE 8 


Susan, who is 17 years old and single, is claimed as a dependent on her parents’ tax 
return. During 2009, she received $1,200 interest (unearned income) on a savings 
account. She also earned $400 from a part-time job. When Susan files her own tax 
return, her standard deduction is $950 (the greater of $950 or the sum of earned 


income of $400 plus $300). # 


°§ 63(c)(5). Both the $950 amount and the $300 amount are subject to adjust- 
ment for inflation each year. The $950 amount was raised from $900 in 2008, 
but the $300 amount was unchanged. 


°§ 63(c)(6). 


a es De | 
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SREMAUUY She tes 5s Assume the same facts as in Example 9, except that Susan is 67 years old and is claimed 


-as a dependent on her son’s tax return. In this case, when Susan files her own tax 
return, her standard deduction is $2,350 [$950 (the greater of $950 or the sum of 
earned income of $400 plus $300) + $1,400 (the additional standard deduction allowed 
because Susan is 65 or over)]. @ 


| EXAMPLE fi 87 Peggy, who is 16 years old and single, earned $700 from a summer job and had no 


unearned income during 2009. She is claimed as a dependent on her parents’ tax 
return. Her standard deduction is $1,000(the greater of $950 or the sum of $700 earned 
income plus $300). m 


| EXAMPLE 2 0 | Jack, who is a 20-year-old, single, full-time college student, is claimed as a dependent 


on his parents’ tax return. He worked as a musician during the summer of 2009, earning 
$5,900. Jack’s standard deduction is $5,700 (the greater of $950 or the sum of $5,900 
earned income plus $300, but limited to the $5,700 standard deduction for a single 
taxpayer). 


3.3 PERSONAL EXEMPTIONS 


IRE EIS ES ELE PEI AILS LOE AERA ISL D LEE ELE ITED TOTES 


L0.3 The use of exemptions in the tax system is based in part on the idea that a taxpayer 
Apply the rules for arriving at with a small amount of income should be exempt from income taxation. An exemp- 
personal exemptions. tion frees a specified amount of income from tax ($3,500 in 2008 and $3,650 in 


2009). The exemption amount is indexed (adjusted) annually for inflation. 
Exemptions that are allowed for the taxpayer and spouse are designated as 
personal exemptions. Those exemptions allowed for the care and maintenance of 
other persons are called dependency exemptions and are discussed in the next section. 
An individual cannot claim a personal exemption if he or she is claimed as a 
dependent by another. 


EXAMPLE S135 Assume the same facts as in Example 12. On his own income tax return, '° Jack’s taxable 


income is determined as follows: 


Gross income $ 5,900 
Less: Standard deduction (5,700) 

Personal exemption (-0-) 
Taxable income $ 200 


Note that Jack is not allowed a personal exemption because he is claimed as a dependent 
by his parents. @ 


When a husband and wife file a joint return, they may claim two personal exemp- 
tions. However, when separate returns are filed, a married taxpayer cannot claim an 
exemption for his or her spouse unless the spouse has no gross income and is not ° 
claimed as the dependent of another taxpayer." 

The determination of marital status generally is made at the end of the taxable 
year, except when a spouse dies during the year. Spouses who enter into a legal sepa- 
ration under a decree of divorce or separate maintenance before the end of the year 
are considered to be unmarried at the end of the taxable year. Table 3.3 illustrates 
the effect of death or divorce upon marital status. 

The amount of the exemption is not reduced due to the taxpayer’s death. For 
example, refer to the case of Helen in Table 3.3. Although she lived for only three 
days in 2009, the full personal exemption of $3,650 is allowed for the tax year. The 


“As noted on page 3-23, Jack’s situation is such that he will be required to file "§ 151(b). 
an income tax return. 
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TABLE 3.3 Marital Status for Exemption Purposes 


a ee ee eee 


Marital Status for 2009 


e Walt is the widower of Helen who died Walt and Helen are considered to be 


on January 3, 2009. married for purposes of filing the 
2009 return. 


e Bill and Jane entered into a divorce Bill and Jane are considered to be 
decree that is effective on December unmarried for purposes of filing 
31, 2009. the 2009 return. 


same rule applies to dependency exemptions. As long as an individual qualified as a 
dependent at the time of death, the full amount of the exemption can be claimed. 

For Federal tax purposes, the law does not recognize same-sex marriages. By virtue 
of the Defense of Marriage Act (Pub. L. No. 104-199), a marriage means a legal 
union only between a man and a woman as husband and wife. 


3.4 DEPENDENCY EXEMPTIONS 


ET AE TOE SRA TD ER ATT BAER ESTEE PLEA PEE NEI AST SER EEE TE AVS LAIN EF EEE IIIS IL TESA ESR 


As is the case with personal exemptions, a taxpayer is permitted to claim an exemp- 
tion of $3,650 in 2009 ($3,500 in 2008) for each person who qualifies as a dependent. 
A dependency exemption is available for either a qualifying child or a qualifying rela- 
tive and must not run afoul of certain other rules (i.e., joint return, nonresident 
alien prohibitions). 


QUALIFYING CHILD 


One of the objectives of the Working Families Tax Relief Act of 2004 was to establish 
a uniform definition of qualifying child. The qualifying child definition applies to 
the following tax provisions: 


* Dependency exemption. 

° Head-of-household filing status. 

e Earned income tax credit. 

e Child tax credit. 

e Credit for child and dependent care expenses. 


. . 2 
A qualifying child must meet the relationship, abode, age, and support tests.'* For 
dependency exemption purposes, a qualifying child must also satisfy the joint return 
test and the citizenship or residency test. 


Relationship Test 

The relationship test includes a taxpayer’s child (son, daughter), adopted child, 
stepchild, eligible foster child, brother, sister, half brother, half sister, stepbrother, 
stepsister, or a descendant of any of these parties (e.g., grandchild, nephew, niece). 
Note that ancestors of any of these parties (e.g., uncles and aunts) and in-laws (e.g., 
son-in-law, brother-in-law) are not included. 

An adopted child includes a child lawfully placed with the taxpayer for legal adop- 
tion even though the adoption is not final. An eligible foster child is one who is 
placed with the taxpayer by an authorized placement agency or by a judgment 
decree or other order of any court of competent jurisdiction. 


28 152%(c). 


L0.4 


Apply the rules for determining 
dependency exemptions. 
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W:3eee we Tiebreaker Rules for Claiming Qualified Child 


Persons Eligible to Claim Exemption Person Prevailing 


One of the persons is the parent. Parent 
Both persons are the parents, and the Parent with the longer period of 
child lives longer with one parent. residence 


Both persons are the parents, and the Parent with the higher adjusted gross 
child lives with each the same income (AGI) 
period of time. 


None of the persons is the parent. Person with highest AGI 


P EXAMPLE $6000 Maureen’s household includes her mother, grandson, stepbrother, stepbrother’s 


9g 152(f)(6). 
Mg 159(£)(2). 


daughter, uncle, and sister. All meet the relationship test for a qualifying child except 
the mother and uncle. # 


Abode Test 


A qualifying child must live with the taxpayer for more than half of the year. For this 
purpose, temporary absences (e.g., school, vacation, medical care, military service, 
detention in a juvenile facility) are disregarded. Special rules apply in the case of cer- 
tain kidnapped children.’* 


Age Test 


A qualifying child must be under age 19 or under age 24 in the case of a student. A 
student is a child who, during any part of five months of the year, is enrolled full time 
at a school or government-sponsored on-farm training course.'* The age test does 
not apply to a child who is disabled during any part of the year.'? Also, an individual 
cannot be older than the taxpayer claiming him or her as a qualifying child (e.g., a 
brother cannot claim his older sister as a qualifying child). 


Support Test 


In order to be a qualifying child, the individual must not be self-supporting (i.e., pro- 
vide more than one-half of his or her own support). In the case of a child who is a 
full-time student, scholarships are not considered to be support.'° 


Shawn, age 23, is a full-time student and lives with his parents and an older cousin. Dur- 
ing 2009, Shawn receives his support from the following sources: 30% from a part-time 
job, 30% from a scholarship, 20% from his parents, and 20% from the cousin. Shawn is 
not self-supporting and can be claimed by his parents as a dependent. (Note: Shawn 
cannot be a qualifying child as to his cousin due to the relationship test.) ™ 


Tiebreaker Rules 


In some situations, a child may be a qualifying child to more than one person. In this 
event, the tax law specifies which person has priority in claiming the dependency 
exemption.'’ Called “tiebreaker rules,” these rules are summarized in Table 3.4 and 
are illustrated in the examples that follow. 


*§ 152(f)(5). 
7§ 152(c)(4). 


Within the meaning of § 22(e)(3). See the discussion of the credit for the el- 


derly or disabled in Chapter 13. 
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Tim, age 15, lives in the same household with his mother and grandmother. As the par- PEXAMPLE 1600 , 


ent (see Table 3.4), the mother has priority as to the dependency exemption. @ 


Jennifer, age 17, lives in the same household with her parents during the entire year. SyauPrE 


If her parents file separate returns, the one with the higher AGI has priority as to the 
dependency exemption. @ 


Assume the same facts as in Example 17, except that the father moves into an apart- BEE RE a8 


ment in November (Jennifer remains with her mother). The mother has priority as to 
the dependency exemption. = 


Resorting to the tiebreaker rules in Table 3.4 is not necessary if the person who 
would prevail does not claim the exemption. Thus, in Example 16, the mother can 
allow the grandmother to claim Tim as a dependent by not claiming him on her 
own return. 


QUALIFYING RELATIVE 


Besides establishing the concept of a qualifying child, the Working Families Tax 
Relief Act of 2004 also provided for a second category of dependency exemption 
designated as the qualifying relative. The rules involved largely carried over then- 
existing law to post-2004 years. 

A qualifying relative must meet the relationship, gross income, and support tests.'® 
As in the case of the qualifying child category, qualifying relative status also requires 
that the joint return and nonresident alien restrictions be avoided (see Other Rules 
for Dependency Exemptions below). 


Relationship Test 


The relationship test for a qualifying relative is more expansive than for a qualifying 
child. Also included are the following relatives: 


e Lineal ascendants (e.g., parents, grandparents). 

® Collateral ascendants (e.g., uncles, aunts). 

e Certain in-laws (e.g., son-, daughter-, father-, mother-, brother-, and sister- 
in-law).'® 


Children who do not satisfy the qualifying child definition may meet the qualifying 
relative criteria. 


Inez provides more than half of the support of her son, age 20, who is neither disabled EXAMELE 39 S 


nor a full-time student. The son is not a qualifying child due to the age test but would 
be a qualifying relative (if the gross income test is met). Consequently, Inez may claim a 
dependency exemption for herson. @ 


The relationship test also includes unrelated parties who live with the taxpayer 
(i.e., are members of the household). Member-of-the-household status is not avail- 
able for anyone whose relationship with the taxpayer violates local law or anyone 
who was a spouse during any part of the year.”” However, an ex-spouse can qualify as 
a member of the household in a year following that of the divorce. 

As the relationship test indicates, the category designation of “qualifying relative” 
is somewhat misleading. As just noted, persons other than relatives can qualify as 
| dependents. Furthermore, not all relatives will qualify—notice the absence of the 


“cousin” grouping. 


88 152(d). °8§ 152(d)(2)(H) and (f)(3). 
‘Once established by marriage, in-law status continues to exist and survives 


divorce. 
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EXAMPLE 26 001) Charles provides more than half of the support of a family friend who lives with him 


and a cousin who lives in another city. Presuming the gross income test is met, the fam- 
ily friend is a qualifying relative, but the cousin is not. @ 


Gross Income Test 


A dependent’s gross income must be less than the exemption amount—$3,500 in 
2008 and $3,650 in 2009. Gross income is determined by the income that is taxable. 
In the case of scholarships, for example, include the taxable portion (e.g., amounts 
received for room and board) and exclude the nontaxable portion (e.g., amounts 
received for books and tuition). 


PoEMAMPLE 212 Elsie provides more than half of the support of her son, Tom, who does not live with 


her. Tom, age 26, is a full-time student in medical school, earns $3,000 from a part-time 
job, and receives a $12,000 scholarship covering his tuition. Elsie may claim Tom as a 
dependent since he meets the gross income test and is a qualifying relative. (Note: Tom 
is not a qualifying child due to either the abode or the age test.) @ 


EXAM PEE ed Aaron provides more than half of the support of his widowed aunt, Myrtle, who 


does not live with him. Myrtle’s income for the year is as follows: dividend income of 
$1,100, earnings from pet sitting of $1,200, Social Security benefits of $6,000, and in- 
terest from City of Milwaukee bonds of $8,000. Since Myrtle’s gross income is only 
$2,300 ($1,100 + $1,200), she meets the gross income test and can be claimed as 
Aaron‘s dependent. @ 


Support Test 


Over one-half of the support of the qualifying relative must be furnished by the tax- 
payer. Support includes food, shelter, clothing, toys, medical and dental care, educa- 
tion, and the like. However, a scholarship (both taxable and nontaxable portions) 
received by a student is not included for purposes of computing whether the tax- 
payer furnished more than half of the child’s support. 


EXAMPLE 23 


Hal contributed $3,400 (consisting of food, clothing, and medical care) toward the sup- 
port of his nephew, Sam, who lives with him. Sam earned $1,500 from a part-time job 
and received a $2,000 scholarship to attend a local university. Assuming that the other 
dependency tests are met, Hal can claim Sam as a dependent since he has contributed 
more than half of Sam’s support. The $2,000 scholarship is not included as support for 
purposes of this test. @ 


If the individual does not spend funds that have been received from any source, 
the unexpended amounts are not counted for purposes of the support test. 


Emily contributed $3,000 to her father’s support during the year. In addition, her 
father received $2,400 in Social Security benefits, $200 of interest, and wages of 
$600. Her father deposited the Social Security benefits, interest, and wages in his 
own savings account and did not use any of the funds for his support. Thus, the 
Social Security benefits, interest, and wages are not considered as support provided 
by Emily’s father. Emily may claim her father as a dependent if the other tests are 
met. @ 


An individual’s own funds, however, must be taken into account if applied toward 
support. In this regard, the source of the funds so used is immaterial. 


; F CHAPTER 3 Tax Formula and Tax Determination; An Overview of Property Transactions 3-17 


Frank contributes $8,000 toward his parents’ total support of $20,000. The parents, PEXAMPLE 25 | 


who do not live with Frank, obtain the other $12,000 from savings and a home equity 
loan on their residence. Although the parents have no income, their use of savings and 
borrowed funds are counted as part of their support. Because Frank does not satisfy 
the support test, he cannot claim his parents as dependents. ™ 


Capital expenditures for items such as furniture, appliances, and automobiles are 
included in total support if the item does, in fact, constitute support. 


Norm purchased a television set costing $650 and gave it to his mother who lives with PEXAMELE 26 | 


him. The television set was placed in the mother’s bedroom and was used exclusively 
by her. Norm should include the cost of the television set in determining the support of 
his mother. @ 


Multiple Support Agreements An exception to the support test involves a multiple sup- 
port agreement. A multiple support agreement permits one of a group of taxpayers 
who furnish support for a qualifying relative to claim a dependency exemption for 
that individual even if no one person provides more than 50 percent of the sup- 
port.’ The group together must provide more than 50 percent of the support. Any 
person who contributed more than 10 percent of the support is entitled to claim the 
exemption if each person in the group who contributed more than 10 percent files a 
written consent. This provision frequently enables one of the children of aged 
dependent parents to claim an exemption when none of the children meets the 
50 percent support test. 

Each person who is a party to the multiple support agreement must meet all other 
requirements (except the support requirement) for claiming the exemption. A per- 
son who does not meet the relationship or member-of-the-household requirement, 
for instance, cannot claim the dependency exemption under a multiple support 
agreement. It does not matter if he or she contributes more than 10 percent of the 
individual’s support. 


Wanda, who resides with her son, Adam, received $12,000 from various sources during [RRAMPELE 27050 | 


the year. This constituted her entire support for the year. She received support from 


the following: 
Percentage 
Amount of Total 
Adam, ason $ 5,760 48 
Bob, ason 1,200 10 
Carol, a daughter 3,600 30 
Diane, a friend 1,440 ll?! 
$12,000 100 


If Adam and Carol file a multiple support agreement, either may claim the depend- 
ency exemption for Wanda. Bob may not claim Wanda because he did not contribute 
more than 10% of her support. Bob’s consent is not required in order for Adam and 
Carol to file a multiple support agreement. Diane does not meet the relationship or 
member-of-the-household test and cannot be a party to the agreement. The decision 
as to who claims Wanda rests with Adam and Carol. It is possible for Carol to claim 
Wanda, even though Adam furnished more of Wanda’s support. & 


218 152(d)(3). 
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Each person who qualifies under the more-than-10 percent rule (except for the 
person claiming the exemption) must complete Form 2120 (Multiple Support Decla- 
ration) waiving the exemption. The person claiming the exemption must attach all 
Forms 2120 to his or her own return. 


DISCOVERING Lost DEPENDENCY EXEMPTIONS 


For the six years prior to his death in late 2009, Jesse lived among themselves, the dependency exemptions for the past — 
with his daughter, Hannah. Because he had no source of six years. Multiple Forms 2120 are executed, and each of the 
income, Jesse was supported by equal contributions from three children files amended returns for different past years. 
Hannah and his two sons, Bill and Bob. At Jesse’s funeral, his As Jesse died before the end of the current year, no deduc- 
surviving children are amazed to discover that none of them tion is planned for 2009. 

has been claiming Jesse as a dependent. Upon the advice of Comment on the tax expectations of the parties involved. 
the director of the funeral home, they decide to divide, 


Children of Divorced or Separated Parents Another exception to the support test 
applies when parents with children are divorced or separated under a decree of sep- 
arate maintenance. For unmarried parents, living apart (for the last six months 
of the year) will suffice. Special rules apply if the parents meet the following 
conditions: 


e They would have been entitled to the dependency exemption(s) had they 
been married and filed a joint return. 

e They have custody (either jointly or singly) of the child (or children) for 
more than half of the year. 


Under the general rule, the parent having custody of the child (children) for the 
greater part of the year (1.e., the custodial parent) is entitled to the dependency 
exemption(s).”~ The general rule does not apply if a multiple support agreement is 
in effect.?* It also does not apply if the custodial parent issues a waiver in favor of the 
noncustodial parent.”* 

The waiver, Form 8332 (Release/Revocation of Release of Claim to Exemption 
for Child by Custodial Parent), can apply to a single year, a number of specified 
years, or all future years. The noncustodial parent must attach a copy of Form 8332 
to his or her return. 


OTHER RULES FOR DEPENDENCY EXEMPTIONS 


In addition to fitting into either the qualifying child or the qualifying relative cate- 
gory, a dependent must meet the joint return and the citizenship or residency tests. 


Joint Return Test 


If a dependent is married, the supporting taxpayer (e.g., the parent of a married 
child) generally is not permitted a dependency exemption if the married individual 
files a joint return with his or her spouse.” The joint return rule does not apply, 
however, if the following conditions are met: 


e The reason for filing is to claim a refund for tax withheld. 
» No tax liability would exist for either spouse on separate returns. 
e Neither spouse is required to file a return. 


See Table 3.5 later in the chapter and the related discussion concerning income 


level requirements for filing a return. 


"Reg. §1.1524T. 4§ 152(e)(2). 
) 58 152(b)(2). 
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On 4 Tests for Dependency Exemption 


Category 
ualifying Child , Qualifying Relative’ 


Relationship? io Su pport 
Abode? ; Relationship* or member of household? 
Age e me Gross income ? 
Support Joint return? 

Joint return® Citizenship or residency® 


Citizenship or residency® 


‘These rules are largely the same as those applicable to pre-2005 years. 

?Children and their descendants, and siblings and stepsiblings and their descendants. 

3The rules for abode are the same as for member of the household. 

a lhe whe their descendants, siblings and their children, parents and their ascendants, uncles and aunts, stepparents and stepsiblings, and 
certain in-laws. 

*The joint return rules are the same for each category. 

*The citizenship or residency rules are the same for each category. 


Paul provides over half of the support of his son Quinn. He also provides over half 
of the support of Vera, who is Quinn’s wife. During the year, both Quinn and Vera 
had part-time jobs. In order to recover the taxes withheld, they file a joint return. If 
Quinn and Vera are not required to file a return, Paul is allowed to claim both as 
dependents. # 


Citizenship or Residency Test 
To be a dependent, the individual must be either a U.S. citizen, a U.S. resident, ora 
resident of Canada or Mexico for some part of the calendar year in which the tax- 
payer’s tax year begins.”° 

Under an exception, an adopted child need not be a citizen or resident of the 
United States (or a contiguous country) as long as his or her principal abode is with 
a USS. citizen. 


Esther is a U.S. citizen who lives and works in Spain. She has adopted Benito, a four- 
year-old Italian national, who lives with her and is a member of her household. 
Although Benito does not meet the usual citizenship or residency test, he is covered by 
the exception. Benito is a qualifying child, and Esther can claim him as a dependent. ™ 


COMPARISON OF CATEGORIES FOR DEPENDENCY EXEMPTIONS 


Concept Summary 3.1 sets forth the tests for the two categories of dependency 
exemptions. In contrasting the two categories, the following observations are in order: 


e As to the relationship tests, the qualifying relative category is considerably 
more expansive. Besides including those prescribed under the qualifying 
child grouping, other relatives are added. Nonrelated persons who are 
members of the household are also included. 

e The support tests are entirely different. In the case of a qualifying child, 
support is not necessary. What is required is that the child not be self- 


supporting. 


2§ 152(b)(3). 
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e The qualifying child category has no gross income limitation, whereas the 
qualifying relative category has no age restriction. 


PHASEOUT OF EXEMPTIONS 


Several provisions of the tax law are intended to increase the tax liability of more 
affluent taxpayers who might otherwise enjoy some benefit from having some of 
their taxable income subject to the lower income tax brackets (e.g., 10 percent, 
15 percent, 25 percent). One such provision phases out certain itemized deductions 
and is discussed in Chapter 10. Another provision phases out personal and depend- 
ency exemptions and is considered below.?” In 2001, however, Congress decided 
that both of these provisions imposed an unfair burden on high-income individual 
taxpayers and decided on their repeal. To avoid an immediate revenue loss, the 
repeal was postponed until 2006. Furthermore, to spread the impact of the revenue 
loss, the repeal is taking place in two stages and will not be complete until 2010. The 
personal and dependency exemption phaseout remained at two-thirds for 2006 and 
2007 and is at one-third for 2008 and 2009. 

The phaseout of exemptions occurs as AGI exceeds specified threshold amounts 
(indexed annually for inflation). For 2008 and 2009, the phaseout begins when AGI 
exceeds the following: 


2008 2009 
Joint returns/surviving 
spouse $239,950 $250,200 
Head of household 199,950 208,500 
Single 159,950 166,800 


Married, filing separately 119,975 125,100 


Exemptions are phased out by 2 percent for each $2,500 (or fraction thereof) by 
which the taxpayer’s AGI exceeds the threshold amounts. For a married taxpayer fil- 
ing separately, the phaseout is 2 percent for each $1,250 or fraction thereof. Then, 
the amount of the phaseout is multiplied by !/; (the reduction-of-phaseout fraction) 
for tax years 2008 and 2009. 

The allowable exemption amount can be determined with the following steps: 


1. AGI — threshold amount = excess amount 

2. Excess amount + $2,500 = reduction factor [rounded up to the next whole 
increment (e.g., 18.1 = 19)] x 2 = phaseout percentage 

3. Phaseout percentage (from step 2) x exemption amount = amount of 
exemptions phased out 

4. Amount of exemptions phased out x reduction-of-phaseout fraction = 
phaseout amount 

5. Exemption amount — phaseout amount = allowable exemption deduction 


Frederico is married but files a separate return in 2009. His AGI is $145,100. He is enti- 
tled to one personal exemption. 

1. $145,100 — $125,100 = $20,000 excess amount 

2. [($20,000 + $1,250) x 2] = 32% (phaseout percentage) 

3. 32% x $3,650 = $1,168 amount of exemption phased out 

4. $1,168 x 1/3* = $389 phaseout amount 

5. $3,650 — $389 = $3,261 allowable exemption deduction 


*On its Deduction for Exemptions Worksheet, the IRS divides the amount in Step 4 by 3 
rather than multiplying by 1/3. Both approaches yield the same result. | 


*8 151(d)(3). 


CHAPTER 3 Tax Formula and Tax Determination; An Overview of Property Transactions 


No government likes to admit that it is enacting new taxes 


or even raising the rates on existing taxes. Needless to say, 


this is particularly true of the U.S. Congress. But there are 
more subtle ways to raise revenue (or to curtail revenue 
loss). The most popular way is to use a so-called stea/th tax. 
A stealth tax is not really a tax at all. Instead, it is a means of 
depriving higher-income taxpayers of the benefits of certain 
tax provisions thought to be available to all. 

The heart and soul of the stealth tax is the phaseout 
approach. Thus, as income increases, the tax benefit 
thought to be derived from a particular relief provision 


~ HowTo Sart ty Pluck THE CHICKEN 


decreases. Since the phaseout is gradual and not drastic, 

many affected taxpayers are unaware of what has hap- 

pened. Although the tax law is rampant with phaseouts, the 

two most prominent limit the deductibility of personal and 

dependency exemptions and itemized deductions. (The 
itemized deduction phaseout is discussed in Chapter 10.) 

As noted in the text, however, Congress has had some 
misgivings about the stealth tax imposed on personal and 
dependency exemptions. Consequently, this stealth tax is 
being removed in stages with final revocation scheduled for 
year 2010. 
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In no event can the phaseout of personal and dependency exemptions result in a 
reduction of more than $1,217 (1/3 x $3,650) for 2009 per exemption. Consequently, 
regardless of the amount of an individual’s AGI, each exemption is at least $2,433 for 
2009. 

The elimination of the phaseout of exemptions, as well as the phaseout of certain 
itemized deductions, will ultimately add much needed simplicity to the tax law. 
Unfortunately, reaching this objective by means of a gradual reduction of the phaseout 
(i.e., a phaseout of a phaseout) unduly adds further complexity to the existing rules. 


CHILD TAX CREDIT 


In addition to providing a dependency exemption, a child of the taxpayer may also 
generate a tax credit. Called the child tax credit, the amount allowed is $1,000 
through 2009 for each dependent child (including stepchildren and eligible foster 
children) under the age of 17.28 For a more complete discussion of the child tax 
credit, see Chapter 13. 


3.5 TAx DETERMINATION— 
FILING CONSIDERATIONS _ 


ooo 


Once taxable income has been ascertained, a two-step process is used in determin- 
ing income tax due (or refund available). First, certain procedural matters must be 
resolved. Second, the tax has to be computed and adjusted for available tax 
credits—see Figure 3.1 and the tax formula. This section deals with the procedural 
aspects—designated as filing considerations. The section to follow covers the com- 
putation procedures. 

Under the category of filing considerations, the following questions need to be 


resolved: 


LO.5 


Be aware of the filing 


requirements and choose the 
proper filing status. 


e Is the taxpayer required to file an income tax return? 
e Ifso, which form should be used? 

e When and how should the return be filed? 

° What is the taxpayer’s filing status? 
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TABLE 3.5 Filing Levels 


ee ee 


2008 2009 
Filing Status Gross Income Gross Income 


Single 
Under 65 and not blind $ 8,950 $ 9,350 
Under 65 and blind 8,950 9,350 
65 or older 10,300 10,750 

Married, filing joint return 
Both spouses under 65 and neither blind $17,900 $18,700 
Both spouses under 65 and one or both 

spouses blind 17,900 18,700 
One spouse 65 or older 18,950 19,800 
Both spouses 65 or older 20,000 20,900 

Married, filing separate return 
All—whether 65 or older or blind $ 3,500 $ 3,650 

Head of household 
Under 65 and not blind $11,500 $12,000 
Under 65 and blind 11,500 12,000 
65 or older 12,850 13,400 

Qualifying widow(er) 

Under 65 and not blind $14,400 $15,050 
Under 65 and blind 14,400 15,050 
65 or older 15,450 16,150 


FILING REQUIREMENTS 
General Rules 


An individual must file a tax return if certain minimum amounts of gross income 
have been received. The general rule is that a tax return is required for every individ- 
ual who has gross income that equals or exceeds the sum of the exempticn amount 
plus the applicable standard deduction.”? For example, a single taxpayer under age 
65 must file a tax return in 2009 if gross income equals or exceeds $9,350 ($3,650 
exemption plus $5,700 standard deduction). Table 3.5 lists the income levels”? that 
require tax returns under the general rule and under certain special rules. 

The additional standard deduction for being age 65 or older is considered in 
determining the gross income filing requirements. For example, note in Table 3.5 
that the 2009 filing requirement for a single taxpayer age 65 or older is $10,750 
($5,700 basic standard deduction + $1,400 additional standard deduction + 
$3,650 exemption). However, the additional standard deduction for blindness 
is not taken into account. The 2009 filing requirement for a single taxpayer 
under age 65 and blind is $9,350 ($5,700 basic standard deduction + $3,650 
exemption). 

A self-employed individual with net earnings of $400 or more from a business or 
profession must file a tax return regardless of the amount of gross income. 

Even though an individual has gross income below the filing level amounts and 
therefore does not owe any tax, he or she must file a return to obtain a tax refund of 
amounts withheld. A return is also necessary to obtain the benefits of the earned 
income credit allowed to taxpayers with little or no tax liability. Chapter 13 discusses 
the earned income credit. 


“The gross income amounts for determining whether a tax return must be %§ 6012(a)(1). 


filed are adjusted for inflation each year. 
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TAXin 


IRS versus USCIS 


theNEWS 


Foreign persons who earn income within the United States 
may need to file a Federal income tax return, but may not 
have a Social Security number for filing purposes. If not, 
they can use a nine-digit Individual Tax Identification Num- 
ber (ITIN) instead. The IRS issues ITINs upon the submission 
of an application and proof of identification (e.g., a driver's 
license). As the IRS does not require an applicant to show 
that he or she is in the United States legally, the ITINs are 
freely available to undocumented persons (i.e., illegal immi- 
grants). The use of an ITIN also can enable the holder to 
carry out other financial transactions (e.g., establish a bank 
account, secure a credit card, obtain a loan). 

Through its lax procedures in issuing ITINs, is the IRS indi- 
rectly encouraging, or at least condoning, the status of 


require proof of legal presence in the United States before 
issuing an ITIN? Since the IRS and USCIS (U.S. Citizenship and 
Immigration Services) do not collaborate on the issuance of 
ITINs, is this another example of one Federal agency not 
cooperating with another? 

The position of the IRS is that the current ITIN procedure 
brings in revenue that otherwise would not be forthcoming. 
Some undocumented workers want to comply with the law 
and pay the income taxes they owe. This practice should not 
be discouraged as the tax law applies with equal force to 
legal and illegal residents of the United States. Although a 
breakdown between legal and illegal residents is not 
available, the tax liability of ITIN filers from 1996 to 2003 
was $50 billion. 
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undocumented persons? Along this line, should the IRS 


Filing Requirements for Dependents 


Computation of the gross income filing requirement for an individual who can be 
claimed as a dependent on another person’s tax return is subject to more complex 
rules. Such an individual must file a return if he or she has any of the following: 


e Earned income only and gross income that is more than the total stan- 
dard deduction (including any additional standard deduction) that the 
individual is allowed for the year. 

e Unearned income only and gross income of more than $950 plus any 
additional standard deduction that the individual is allowed for the year. 

e Both earned and unearned income and gross income of more than the 
larger of $950 or the sum of earned income plus $300 (but limited to the 
applicable basic standard deduction), plus any additional standard deduc- 
tion that the individual is allowed for the year. 


Thus, the filing requirement for a dependent who has no unearned income is the 
total of the basic standard deduction plus any additional standard deduction, which 
includes both the additional deduction for blindness and the deduction for being 
age 65 or older. For example, the 2009 filing requirement for a single dependent 
who is under age 65 and not blind is $5,700, the amount of the basic standard deduc- 
tion for 2009. The filing requirement for a single dependent under age 65 and blind 
is $7,100 ($5,700 basic standard deduction + $1,400 additional standard deduction). 


Selecting the Proper Form 
The 2009 tax forms had not been released at the date of publication of this text. The 
following comments apply to the 2008 forms. It is possible that some provisions will 


change for the 2009 forms. 
Although a variety of forms are available to individual taxpayers, the use of some 


of these forms is restricted. For example, Form 1040EZ cannot be used if: 


» Taxpayer claims any dependents; 
e Taxpayer (or spouse) is 65 or older or blind; or 
e Taxable income is $100,000 or more. 


Taxpayers who desire to itemize deductions from AGI cannot use Form 1040A, 
but must file Form 1040 (the long form). 
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TAXin 


the-NEWS 


SPECIAL RGLES FOR CERTAIN MILITARY PERSONNEL 


Soe 


The Military Family Tax Relief Act of 2003 allows certain deployed in a designated combat zone, the filing date 1S. 
members of the military more time to file their Federal postponed until 180 days after the last day of combat serv- fe 
income tax return. If they are outside the United States and ice. Furthermore, in such cases, interest does not accrue dur- — 
Puerto Rico but not in a combat zone, the filing date is ing the deferral period. These filing dates are equally — 
extended to June 15. If additional taxes are due, however, applicable when the military person is married and files a 
interest still begins to accrue after April 15. For those joint return. 


318 6072(a). 
*°8 7502(f). 


The E-File Approach 


In addition to traditional paper returns, the e-file program is an increasingly popular 
alternative. Here, the required tax information is transmitted to the IRS electroni- 
cally either directly from the taxpayer (i-e., an “e-file online return”) or indirectly 
through an electronic return originator (ERO). EROs are tax professionals who 
have been accepted into the electronic filing program by the IRS. Such parties hold 
themselves out to the general public as “authorized IRS e-file providers.” Providers 
often are also the preparers of the return. 

Through prearrangement with the IRS, some providers offer free e-filing services. 
Generally, such services are available only to lower-income taxpayers (e.g., below 
$56,000) and if other specified conditions are satisfied. A list of these providers and 
their eligibility requirements can be obtained through the IRS web site. 

For direct online e-filing, a taxpayer must have a personal computer and tax prep- 
aration software with the capability of conveying the information via modem to an 
electronic return transmitter. Otherwise a taxpayer must use an authorized provider 
who makes the e-file transmission. Except as previously noted, the provider charges 
a fee for the e-filing service. 

All taxpayers and tax return preparers must attest to the returns they file. For most 
taxpayers, this attesting can be done through an electronic return signature using a 
personal identification number (a Self-Select PIN). Information on establishing a Self- 
Select PIN can be found in the instructions to Form 1040, Form 1040A, or Form 
1040EZ, or at www.irs.gov/efile. If certain paper documents must be submitted, a 
one-page form must be completed and filed when the return is e-filed. Form 8453 
(U.S. Individual Income Tax Transmittal for an IRS e-file Return) is used to submit 
required attachments for both self- and practitioner-prepared electronic returns. 

The e-file approach has two major advantages. First, compliance with the format 
required by the IRS eliminates many errors that would otherwise occur. Second, the 
time required for processing a refund usually is reduced to three weeks or less. 


When and Where to File 


Tax returns of individuals are due on or before the fifteenth day of the fourth month 
following the close of the tax year. For the calendar year taxpayer, the usual filing 
date is on or before April 15 of the following year.*! When the due date falls on a Sat- 
urday, Sunday, or legal holiday, the last day for filing falls on the next business day. If 
the return is mailed to the proper address with sufficient postage and is postmarked 
on or before the due date, it is deemed timely filed. The Code enables the IRS to 
prescribe rules governing the filing of returns using various private parcel delivery 
services (e.g., DHL, FedEx, UPS) .°? 

If a taxpayer is unable to file the return by the specified due date, a six-month 
extension of time can be obtained by filing Form 4868 (Application for Automatic 
Extension of Time to File U.S. Individual Income Tax Return).*° 


Reg. § 1.6081-4. 
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When a consumer uses a credit card to buy goods, the mer- 


_ chant pays a fee to the credit card company. When a credit 
| card is used to pay income taxes, however, the law prevents 


“CHARGE IT”—COoNVENIENT BUT Not CHEAP! 


that he owes, he will be charged $250(2.5% x $10,000) asa 
convenience fee. John will have to pay the $250 fee even if — 
he pays Visa the $10,000 when billed. Furthermore, regular 
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_ the IRS from paying any such fee. Instead, the credit card 
company charges the user a “convenience fee” equal to 
| 2.5 percent of the tax paid. The fee must be paid even if the 
user pays the credit card bill in full when it arrives. If, for 
example, John uses his Visa card to pay the $10,000 in taxes 


credit card interest (usually 15 percent or more) will be 
charged on extended time payments. . 

Clearly, then, using credit cards to pay income taxes, 
though convenient, is not without cost! 


Although obtaining an extension excuses a taxpayer from a penalty for failure to file, 
it does not insulate against the penalty for failure to pay. If more tax is owed, the filing 
of Form 4868 should be accompanied by an additional remittance to cover the balance 
due. The failure to file and failure to pay penalties are discussed in Chapter 1. 

The return should be sent or delivered to the Regional Service Center listed in 
the instructions for each type of return or contained in software applications.” 
Because of an IRS reorganization that began in October 2000 and is still ongoing, 
some taxpayers may be required to file at a different Service Center than in the past. 

If an individual taxpayer needs to file an amended return (e.g., because of a fail- 
ure to report income or to claim a deduction or tax credit), Form 1040X is filed. 
The form generally must be filed within three years of the filing date of the original 
return or within two years from the time the tax was paid, whichever is later. 


Mode of Payment 


Usually, payment is made by check. In that event, the check should be made out to 
“United States Treasury.” 

The IRS has approved the use of MasterCard, American Express, Discover, and 
Visa to pay Federal taxes. The use of a credit card to pay taxes will result in a charge 
against the cardholder by the credit card company. 


FILING STATUS 


The amount of tax will vary considerably depending on which Tax Rate Schedule is 
used. This is illustrated in the following example. 


The following amounts of tax are computed using the 2009 Tax Rate Schedules fora 
taxpayer (or taxpayers in the case of a joint return) with $60,000 of taxable income (see 


Appendix A). 
Filing Status Amount of Tax 
Single $11,188 
Married, filing joint return 8,165 
Married, filing separate return 11,188 
Head of household 0/853 


Besides the effect on the tax rates that will apply, filing status also has an impact 
on the amount of the standard deduction that is allowed—see Tables 3.1 and 3.2 


earlier in the chapter. 


“The Regional Service Centers and the geographic area each covers can also 
be found at www.irs.gov/file or in tax forms packages. 
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GLOBAL 


Tax Issues 


= 


Fitinc A Joint RETURN 


John Garth is a U.S. citizen and resident, but he spends a lot of time in London where 
his employer sends him on frequent assignments. John is married to Victoria, a citizen 
and resident of the United Kingdom. 

Can John and Victoria file a joint return for U.S. Federal income tax purposes? 
Although § 6013(a)(1) specifically precludes the filing of a joint return if one spouse is a 
nonresident alien, another Code provision permits an exception. Under § 6013(g), the 
parties can elect to treat the nonqualifying spouse as a “resident” of the United States. 
This election would allow John and Victoria to file jointly. 

But should John and Victoria make this election? If Victoria has considerable income 
of her own (from non-U.S. sources), the election could be ill-advised. As a nonresident 
alien, Victoria’s non-U.S. source income would not be subject to the U.S. income tax. If 
she is treated as a U.S. resident, however, her non-U.S. source income will be subject to 
U.S. tax. Under the U.S. global approach to taxation, all income (regardless of where 
earned) of anyone who is a resident or citizen of the United States is subject to tax. 


Single Taxpayers 

A taxpayer who is unmarried or separated from his or her spouse by a decree of 
divorce or separate maintenance and does not qualify for another filing status must 
use the rates for single taxpayers. Marital status is determined as of the last day of the 
tax year, except when a spouse dies during the year. In that case, marital status is 
determined as of the date of death. State law governs whether a taxpayer is consid- 
ered married, divorced, or legally separated. 

Under a special relief provision, however, married persons who live apart may be 
able to qualify as single. Married taxpayers who are considered single under the 
abandoned spouse rules are allowed to use the head-of-household rates. See the discus- 
sion of this filing status under Abandoned Spouse Rules later in the chapter. 


Married Individuals 


The joint return [Tax Rate Schedule Y, Code § 1(a)] was originally enacted in 1948 to 
establish equity between married taxpayers in common law states and those in commu- 
nity property states. Before the joint return rates were enacted, taxpayers in community 
property states were in an advantageous position relative to taxpayers in common law 
states because they could split their income. For instance, if one spouse earned 
$100,000 and the other spouse was not employed, each spouse could report $50,000 of 
income. Splitting the income in this manner caused the total income to be subject to 
lower marginal tax rates. Each spouse would start at the bottom of the rate structure. 

Taxpayers in common law states did not have this income-splitting option, so their 
taxable income was subject to higher marginal rates. This inconsistency in treatment 
was remedied by the joint return provisions. The progressive rates in the joint return 
Tax Rate Schedule are constructed based on the assumption that income is earned 
equally by the two spouses. 

If married individuals elect to file separate returns, each reports only his or her 
own income, exemptions, deductions, and credits, and each must use the Tax Rate 
Schedule applicable to married taxpayers filing separately. It is generally advanta- 
geous for married individuals to file a joint return, since the combined amount of 
tax is lower. However, special circumstances (e.g., significant medical expenses 
incurred by one spouse subject to the 7.5 percent limitation) may warrant the elec- 
tion to file separate returns. It may be necessary to compute the tax under both 
assumptions to determine the most advantageous filing status. 


Marriage Penalty When Congress enacted the rate structure available to those filing 
joint returns, it generally favored married taxpayers. In certain situations, however, 
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the parties would incur less tax if they were not married and filed separate returns. 
The additional tax that a joint return caused, commonly called the marriage penalty, 
usually developed when both spouses had large taxable incomes. Long aware of the 
inequity of the marriage penalty, Congress reduced the effect of the problem in 
JGTRRA of 2003. Beginning in 2003, the standard deduction available to married fil- 
ers increased to 200 percent of that applicable to single persons. Furthermore and 
also beginning in 2003, the 15 percent bracket for joint filers increased to 200 per- 
cent of the size of that applicable to single filers. 

Although changes in the tax rates and the standard deduction have reduced the 
marriage penalty, the Code places some limitations on married persons who file sep- 
arate returns. Some examples of these limitations are listed below. 


* Ifeither spouse itemizes deductions, the other spouse must also itemize. 

e The earned income credit and the credit for child and dependent care 
expenses cannot be claimed (see Chapter 13). 

* No deduction is allowed for interest paid on qualified education loans 
(see Chapter 10). 

® Only $1,500 of excess capital losses can be claimed (see Chapter 16). 


In such cases, being single would be preferable to being married and filing 
separately. 


Surviving Spouse The joint return rates also apply for two years following the death 
of one spouse, if the surviving spouse maintains a household for a dependent child. 
The child must be a son, stepson, daughter, or stepdaughter who qualifies as a 
dependent of the taxpayer. This is referred to as surviving spouse status.°° 


[EXAMPLE 32 


Fred dies in 2008 leaving Ethel with a dependent child. For the year of Fred’s death 
(2008), Ethel files a joint return with Fred (presuming the consent of Fred’s executor is 
obtained). For the next two years (2009 and 2010), Ethel, as a surviving spouse, may use 
the joint return rates. In subsequent years, Ethel may use the head-of-household rates if 
she continues to maintain a household as her home that is the domicile of the child. = 


Keep in mind, however, that for the year of death, the surviving spouse is treated 
as being married. Thus, a joint return can be filed if the deceased spouse’s executor 
agrees. If not, the surviving spouse is forced into the status of married filing sepa- 
rately. 


Head of Household 


Unmarried individuals who maintain a household for a dependent (or dependents) 
are generally entitled to use the head-of-household rates.*° The tax liability using the 
head-of-household rates falls between the liability using the joint return Tax Rate 
Schedule and the liability using the Tax Rate Schedule for single taxpayers. 

To qualify for head-of-household rates, a taxpayer must pay more than half the cost 
of maintaining a household as his or her home. The household must also be the prin- 
cipal home of a dependent. Except for temporary absences (e.g., school, hospitaliza- 
tion), the dependent must live in the taxpayer’s household for over half the year. 

A dependent must be either a qualifying child or a qualifying relative who meets 
the relationship test.>” 


Dylan is single and maintains a household in which he and his cousin live. Even though 
the cousin may qualify as a dependent (under the member-of-the-household test), 
Dylan cannot claim head-of-household filing status. A cousin does not meet the rela- 


tionship test. ™ 


®§ (a). The IRS label for surviving spouse status is “Qualifying Widow(er) _*§ 2(b). 
with Dependent Child.” "§ 2b)(3\(B). 
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AERA M PL Bose Emma, a widow, maintains a household in which she and her aunt live. If the aunt 


qualifies as a dependent, Emma may file as head of household. Note that an aunt 
meets the relationship test. @ 


WRRAMELE 3500 2 | Nancy maintains a household in which she and her daughter, Bernice, live. Bernice, age 


27, is single and earns $9,000 from a part-time job. Nancy does not qualify for head-of- 
household filing status as she cannot claim Bernice as a dependent (due to the gross 
income test).?> = 


A special rule allows taxpayers to avoid having to live with their parents. Head-of- 
household status still may be claimed if the taxpayer maintains a separate home for his 
or her parent or parents if at least one parent qualifies as a dependent of the 
taxpayer.” 


PS BXAMPLE 36 (5 | Rick, an unmarried individual, lives in New York City and maintains a household in 


Detroit for his dependent parents. Rick may use the head-of-household rates even 
though his parents do not reside in his New York home. @ 


Head-of-household status is not changed during the year by the death of the de- 
pendent. As long as the taxpayer provided more than half of the cost of maintain- 
ing the household prior to the dependent’s death, head-of-household status is 
preserved. 


Abandoned Spouse Rules 


When married persons file separate returns, several unfavorable tax consequences 
result. For example, the taxpayer must use the Tax Rate Schedule for married tax- 
payers filing separately. To mitigate such harsh treatment for some taxpayers, Con- 
gress enacted provisions commonly referred to as the abandoned spouse rules. These 
rules allow a married ae to file as a head of household if all of the following 
conditions are satisfied:*” 


e The taxpayer does not file a joint return. 

e The taxpayer paid more than one-half the cost of maintaining his or her 
home for the tax year. 

e The taxpayer’s spouse did not live in the home during the last six months 
of the tax year. 

e The home was the principal residence of the taxpayer’s son, daughter, 
stepson, stepdaughter, foster child, or adopted child for more than half 
the year, and the child can be claimed as a dependent.** 


3.6 Tax DETERMINATION— 
_ COMPUTATION PROCEDURES 


acaRenEE. AEP EEE PEEP ELEN NLS EP ELLIE LELEADD DOES EPL DIO AN IEE IEEE PILL AEE NICAL SALE EEG ADE SEE IESE I ARERR NS 
= 


L0.6 The computation of income tax due (or refund) involves applying the proper set of 
dice We cronat procedures (or tax rates to taxable income and then adjusting for available credits. In certain cases, 
determining the tax liability. however, the application of the kiddie tax will cause a modification of the means by 


which the tax is determined. 


"Can Bernice be z a dependent under the qualifying child rules? Even though “§ 152(f)(1). The dependency requirement does not apply, however, if the 
the gross income test is inapplicable for a qualifying child, Bernice does not taxpayer could have claimed a dependency exemption except for the fact 
meet the age test. that the exemption was claimed by the noncustodial parent under a written 

*§ 2(b)(1)(B). agreement. 


§ 7703(b). 
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TAX RATES 


The basic tax rate structure is progressive, with current rates ranging from 10 per- 
cent to 35 percent. Prior to the Tax Relief Reconciliation Act of 2001, the rates 
ranged from 15 percent to 36 percent. The Act established 10 percent as the new 
lowest bracket. Later legislation lowered the top rate to 35 percent. By way of 
comparison, the lowest rate structure, which was in effect in 1913-1915, ranged 


from 1 to 7 percent, and the highest, in effect during 1944-1945, ranged from 23 
to 94 percent. 


Tax Table Method 


The tax liability is computed using either the Tax Table method or the Tax Rate 
Schedule method. Most taxpayers compute their tax using the Tax Table. Eligible tax- 
payers compute taxable income (as shown in Figure 3.1) and must determine their 
tax by reference to the Tax Table. The following taxpayers, however, may not use 
the Tax Table method: 


° An individual who files a short period return (see Chapter 18). 

° Individuals whose taxable income exceeds the maximum (ceiling) 
amount in the Tax Table. The 2008 Tax Table applies to taxable income 
below $100,000 for Form 1040. 

e An estate or trust. 


The IRS does not release the Tax Tables until late in the year to which they apply. 
The Tax Rate Schedules, however, are released at the end of the year preceding 
their applicability. To illustrate, the Tax Table for 2009 will be available at the end of 
2009. The Tax Rate Schedules for 2009, however, were released at the end of 2008.** 
For purposes of estimating tax liability and making quarterly prepayments, the Tax 
Rate Schedules will usually need to be consulted. Based on its availability, the 2008 
Tax Table will be used to illustrate the tax computation using the Tax Table 
method. 

Although the Tax Table is derived by using the Tax Rate Schedules (discussed 
below), the tax calculated using the two methods may vary slightly. This variation 
occurs because the tax for a particular income range in the Tax Table is based on 
the midpoint amount. 


EXAMPLE 37 


Linda is single and has taxable income of $30,000 for calendar year 2008. To determine 
Linda’s tax using the Tax Table (see Appendix A), find the $30,000 to $30,050 income 
line. The tax of $4,103 is actually the tax the Tax Rate Schedule would yield on taxable 
income of $30,025 (i.e., the midpoint amount between $30,000 and $30,050). = 


Tax Rate Schedule Method 


As previously noted, the Tax Rate Schedules have undergone several reductions since 
1970.47 However, a sunset provision is to take effect after 2010 that will restore the 
pre-2001 rates. As the graduation of tax rates is highly political, the ultimate applica- 
tion of this sunset provision, and the modifications it may undergo, is problematical. 

The 2009 rate schedule for single taxpayers is reproduced in Table 3.6. This 
schedule is used to illustrate the tax computations in Examples 38 and 39. 


Pat is single and had $5,870 of taxable income in 2009. His tax is $587 ($5,870 x 10%). ™ 


Several terms are used to describe tax rates. The rates in the Tax Rate Schedules 
are often referred to as statutory (or nominal) rates. The marginal rate is the highest 


“The 2009 Tax Table was Aa available from the IRS at the date of publication 
of this text. The Tax Table for 2008 and the Tax Rate Schedules for 2008 


and 2009 are reproduced in Appendix A. For quick reference, the rate 
schedules are also reproduced inside the front cover of this text. 


a5) 1(i) : 
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TABLE 3.6 2009 Tax Rate Schedule for Single Taxpayers 


isa ee Nr, i eS 


If Taxable Income Is 


Of the 
Over But Not Over The Tax Is: Amount Over 
MNBL et REE cee Se ee ee ee ee 


-0- $ 8,350 10% $ =0- 
8,350 33,950 $ 8354+15% 8,350 
33,950 82,250 4,675 + 25% 33,950 
82,250 171,550 16,750 + 28% 82,250 
171,550 372,950 41,754 + 33% 171,550 
372,950 108,216 + 35% 372,950 


rate that is applied in the tax computation for a particular taxpayer. In Example 38, 
the statutory rate and the marginal rate are both 10 percent. 


EXAMPLE 39 Chris is single and had taxable income of $90,000 in 2009. Her tax is $18,920 [$16,750 + 


28% ($90,000 — $82,250)]. m= 


The average rate is equal to the tax liability divided by taxable income. In Example 
39, Chris has statutory rates of 10 percent, 15 percent, 25 percent, and 28 percent, 
and a marginal rate of 28 percent. Chris’s average rate is 2] percent ($18,920 tax 
liability + $90,000 taxable income). 

A tax is progressive (or graduated) if a higher rate of tax applies as the tax base 
increases. The progressive nature of the Federal income tax on individuals is illus- 
trated by computing the tax in Example 39 utilizing each rate bracket. 


Tax on first $8,350 at 10% $ 835 
Tax on $33,950 — $8,350 at 15% 3,840 
Tax on $82,250 — $33,950 at 25% 12,075 
Tax on $90,000 — $82,250 at 28% 2,170 
Total tax on taxable income of $90,000 $18,920 


A special computation limits the effective tax rate on qualified dividends (see 
Chapter 4) and net long-term capital gain (see Chapter 16). 


COMPUTATION OF NET TAXES PAYABLE OR REFUND DUE 


The pay-as-you-go feature of the Federal income tax system requires payment of all 
or part of the taxpayer’s income tax liability during the year. These payments take 
the form of Federal income tax withheld by employers or estimated tax paid by the 
taxpayer or both.** The payments are applied against the tax from the Tax Table or 
Tax Rate Schedules to determine whether the taxpayer will get a refund or pay addi- 
tional tax. 

Employers are required to withhold income tax on compensation paid to their 
employees and to pay this tax over to the government. The employer notifies the em- 
ployee of the amount of income tax withheld on Form W-2 (Wage and Tax State- 
ment). The employee should receive this form by January 31 after the year in which 
the income tax is withheld. 

If taxpayers receive income that is not subject to withholding or income from 
which not enough tax is withheld, they may have to pay estimated tax. These individ- 
uals must file Form 1040-ES (Estimated Tax for Individuals) and pay in quarterly 


4 
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installments the income tax and self-employment tax estimated to be due (see Chap- 
ter 13 for a thorough discussion). 

The income tax from the Tax Table or the Tax Rate Schedules is reduced first by 
the individual’s tax credits. There is an important distinction between tax credits 
and tax deductions. Tax credits reduce the tax liability dollar-for-dollar. Tax deduc- 
tions reduce taxable income on which the tax liability is based. 


Gail is a taxpayer in the 25% tax bracket. As a result of incurring $1,000 in child care PEXAMPLE 400 | 


expenses (see Chapter 13 for details), she is entitled to a $200 child care credit ($1,000 
child care expenses x 20% credit rate). She also contributed $1,000 to the American 
Cancer Society and included this amount in her itemized deductions. The child care 
credit results in a $200 reduction of Gail's tax liability for the year. The contribution to 
the American Cancer Society reduces taxable income by $1,000 and results in a $250 
reduction in Gail’s tax liability ($1,000 reduction in taxable income x 25% tax rate). ™ 


Tax credits are discussed in Chapter 13. The following are several of the more 
common credits: 


e Earned income credit. 

e Credit for child and dependent care expenses. 
e Credit for the elderly. 

e Foreign tax credit. 

e Child tax credit. 


The computation of net taxes payable or refund due can be illustrated by return- 
ing to the facts of Example 6. 


PEX AMPLE 41 - 


Grace is single and has her disabled and dependent mother living with her. Recall that 
Example 6 established that she has taxable income of $23,900. Further assume that 
Grace has the following: income tax withheld, $2,300; estimated tax payments, $600; 
and credit for dependent care expenses, $200. Grace’s net tax payable is computed as 
follows: 


Income tax (from 2009 Tax Rate Schedule, for $ 2,988 
head of household, Appendix A) 


Less: Tax credits and prepayments— 


Credit for dependent care expenses $ 200 

Income tax withheld 2,300 

Estimated tax payments 600 (3,100) 
Net taxes payable or (refund due if negative) $ (112) _ 


Note that since Grace maintains a home for a qualifying dependent relative, she 
can utilize head-of-household filing status. Her tax was computed using the Tax Rate 
Schedules. In actual practice, she would have used the Tax Tables—see footnote 42 
as to why the rate schedules were used. 


KIDDIE TAX—UNEARNED INCOME OF CHILDREN TAXED ne 
AT PARENTS’ RATE of a 
Identify and report kiddie tax 


At one time, a dependent child could claim an exemption on his or her own return Euations. 
even if claimed as a dependent by the parents. This enabled a parent to shift invest- 
ment income (such as interest and dividends) to a child by transferring ownership of 
the assets producing the income. The child would pay no tax on the income to the 
extent that it was sheltered by the child’s exemption and standard deduction amounts. 

Also, an additional tax motivation existed for shifting income from parents to chil- 
dren. Although a child’s unearned income in excess of the exemption and standard 
deduction amounts was subject to tax, it was taxed at the child’s rate, rather than the 


parents’ rate. 
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To reduce the tax savings that result from shifting income from parents to chil- 
dren, the net unearned income (commonly called investment income) of certain chil- 
dren is taxed as if it were the parents’ income. Unearned income includes such 
income as taxable interest, dividends, capital gains, rents, royalties, pension and 
annuity income, and income (other than earned income) received as the benefici- 
ary of a trust. This provision, commonly referred to as the kiddie tax, applies to any 
child who is under age 19 (or under age 24 if a full-time student) and has unearned 
income of more than $1,900.*° The kiddie tax does not apply if the child has earned 
income that exceeds half of his or her support, if the child is married and files a joint 
return, or if both parents are deceased. 


Net Unearned Income 
Net unearned income of a dependent child is computed as follows: 


Unearned income 
Less: $950 
Less: The greater of 
e $950 of the standard deduction or 
® The amount of allowable itemized deductions directly connected with 
the production of the unearned income 


Equals: Net unearned income 


If net unearned income is zero (or negative), the child’s tax is computed without 
using the parents’ rate. If the amount of net unearned income (regardless of source) 
is positive, the net unearned income is taxed at the parents’ rate. The $950 amounts 
in the preceding formula are subject to adjustment for inflation each year (these 
amounts were $900 for 2008). 


Tax Determination 


If a child is subject to the kiddie tax, there are two options for computing the tax on 
the income. A separate return may be filed for the child, or the parents may elect to 
report the child’s income on their own return. If a separate return is filed for the 
child, the tax on net unearned income (referred to as the allocable parental tax) is com- 
puted as though the income had been included on the parents’ return. Form 8615 is 
used to compute the tax. The steps required in this computation are illustrated below. 


Olaf and Olga have a child, Hans (age 10). In 2009, Hans received $2,900 of interest 
income and paid investment-related fees of $200. Olaf and Olga had $70,000 of taxable 
income, not including their child’s investment income. The parents have no qualified 
dividends or capital gains. Olaf and Olga do not make the parental election. 


1. Determine Hans’s net unearned income 


Gross income (unearned) $ 2,900 
Less: $950 (950) 
Less: The greater of 

° $950 or 

» Investment expense ($200) (950) 
Equals: Net unearned income $ 1,000 

2. Determine allocable parental tax = 

Parents’ taxable income $ 70,000 
Plus: Hans’s net unearned income 1,000 
Equals: Revised taxable income $ 71,000 
Tax on revised taxable income $ 10,125 
Less: Tax on parents’ taxable income (9,875) 
Allocable parental tax $ 250 


*®§ 1(g)(2). Prior to 2008, the child had to be under age 18 for the kiddie tax to 
apply. 


I 
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3. Determine Hans’s nonparental source tax 


Hans’s AGI $ 2,900 
Less: Standard deduction (950) 
Less: Personal exemption (-0-) 
Equals: Taxable income $ 1,950 
Less: Net unearned income (1,000) 
Nonparental source taxable income $ 950 


Equals: Tax ($950 x 10% rate) $ 95 
4. Determine Hans’s total tax liability 


Nonparental source tax (step 3) $ 95 
Allocable parental tax (step 2) 250 
Total tax $ 345 


Election to Claim Certain Unearned Income on Parent’s Return 


Ifa child who is subject to the kiddie tax is required to file a tax return and meets all 
of the following requirements, the parent may elect to report the child’s unearned 
income that exceeds $1,900 on the parent’s own tax return: 


* Gross income is from interest and dividends only. 

® Gross income is more than $950 but less than $9,500. 

° No estimated tax has been paid in the name and Social Security number 
of the child, and the child is not subject to backup withholding (see 
Chapter 13). 


If the parental election is made, the child is treated as having no gross income 
and then is not required to file a tax return. The parental election is made by com- 
pleting and filing Form 8814 (Parents’ Election to Report Child’s Interest and 
Dividends). 

The parent(s) must also pay an additional tax equal to the smaller of $95 or 
10 percent of the child’s gross income over $950. Parents who have substantial 
itemized deductions based on AGI (see Chapter 10) may find that making the 
parental election increases total taxes for the family unit. Taxes should be calcu- 
lated both with the parental election and without it to determine the appropriate 
choice. 


Other Provisions 


If parents have more than one child subject to the tax on net unearned income, the 
tax for the children is computed as shown in Example 42 and then allocated to the 
children based on their relative amounts of income. For children of divorced 
parents, the taxable income of the custodial parent is used to determine the alloca- 
ble parental tax. This parent is the one who may elect to report the child’s unearned 
income. For married individuals filing separate returns, the individual with the 
greater taxable income is the applicable parent.*° 


3.7 GAINS AND LOSSES FROM PROPERTY 
_ TRANSACTIONS—IN GENERAL 


Gains and losses from property transactions are discussed in detail in Chapters 14 
through 17. Because of their importance in the tax system, however, they are intro- 


duced briefly at this point. 


“See Chapter 31 of Your Federal Income Tax (IRS Publication 17). 


L0.8 


Possess an overview of property 
transactions. 
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When property is sold or otherwise disposed of, gain or loss may result. Such gain 
or loss has an effect on the income tax position of the party making the sale or other 
disposition when the realized gain or loss is recognized for tax purposes. Without real- 
ized gain or loss, there generally can be no recognized gain or loss. The concept of 
realized gain or loss is expressed as follows: 


Amount realized Adjusted basis of _ Realized gain 


from the sale the property — —_(or loss) 


The amount realized is the selling price of the property less any costs of disposi- 
tion (e.g., brokerage commissions) incurred by the seller. The adjusted basis of the 
property is determined as follows: 


Cost (or other original basis) at date of acquisition*” 


Add: Capital additions 

Subtract: Depreciation (if appropriate) and other capital recoveries 
(see Chapter 8) 

Equals: Adjusted basis at date of sale or other disposition 


All realized gains are recognized (taxable) unless some specific part of the tax law 
provides otherwise (see Chapter 15 dealing with certain nontaxable exchanges). 
Realized losses may or may not be recognized (deductible) for tax purposes, 
depending on the circumstances involved. Generally, losses realized from the dispo- 
sition of personal use property (property neither held for investment nor used in a 
trade or business) are not recognized. 


PH EXAMPEE G9 557 During the current year, Ted sells his sailboat (adjusted basis of $4,000) for $5,500. Ted 


also sells one of his personal automobiles (adjusted basis of $8,000) for $5,000. Ted’s 
realized gain of $1,500 from the sale of the sailboat is recognized. On the other hand, 
the $3,000 realized loss on the sale of the automobile is not recognized and will not 
provide Ted with any deductible tax benefit. m 


Once it has been determined that the disposition of property results in a recog- 
nized gain or loss, the next step is to classify the gain or loss as capital or ordinary. 
Although ordinary gain is fully taxable and ordinary loss is fully deductible, the same — 
may not hold true for capital gains and capital losses. 


3.8 GAINS AND LOSSES FROM PROPERTY 
‘TRANSACTIONS—CAPITAL GAINS 
AND LOssES 


ELPA SPA ERS RSE PR EAPC A EOE TT EERE ANTE 


EATERIES SEAR ETT 


To obtain a good perspective on how the Federal income tax functions, some over- 
view of property transactions is needed. This is particularly the case with capital gains 
and losses, which can generate unique tax consequences. For in-depth treatment of 
property transactions (including capital gains and losses), refer to Chapters 14 
through 17. For now, the overview appearing below should suffice. 


DEFINITION OF A CAPITAL ASSET 


Capital assets are defined in the Code as any property held by the taxpayer other than | 
property listed in § 1221. The list in § 1221 includes inventory, accounts receivable, 
and depreciable property or real estate used in a business. Thus, the sale or 
exchange of assets in these categories usually results in ordinary income or loss treat- 
ment (see Chapter 17). 


“Cost usually means purchase price plus expenses related to the acquisition sions). For the basis of property acquired by gift or inheritance and other ba- 
of the property and incurred by the purchaser (e.g., brokerage commis- sis rules, see Chapter 14. 
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Kelly owns a pizza parlor. During the current year, he sells two automobiles. The first Lee 


automobile, which had been used as a pizza delivery car for three years, was sold at a loss 
of $1,000. Because this automobile is an asset used in his business, Kelly has an ordinary 
loss deduction of $1,000, rather than a capital loss deduction. The second automobile, 
which Kelly had owned for two years, was his personal use car. It was sold for a gain of 
$800. The personal use car is a capital asset. Therefore, Kelly has a capital gain of $800. = 


The principal capital assets held by an individual taxpayer include assets held for 
personal (rather than business) use, such as a personal residence or an automobile, 
and assets held for investment purposes (e.g., corporate securities and land). Capital 
assets generally include collectibles, which are subject to somewhat unique tax treat- 
ment. Collectibles include art, antiques, gems, metals, stamps, some coins and bul- 
lion, and alcoholic beverages that are held as investments. 


TAXATION OF NET CAPITAL GAIN 


Net capital gains are classified and taxed as follows: 


Classification Maximum Rate 
Short-term gains (held for one year or less) 35% 
Long-term gains (held for more than one year)— 

Collectibles 28% 


Certain depreciable property used in a trade or business 
(known as unrecaptured § 1250 gain and discussed 
in Chapter 17) 25% 


All other long-term capital gains 15%, 5%, or 0% 


The special tax rate applicable to long-term capital gains is called the alternative tax 
computation. It is to be used only if the taxpayer’s regular tax rate exceeds the applica- 
ble alternative tax rate. The 5 percent and 0 percent rates, noted above, apply only if 
the taxpayer’s regular tax bracket is 15 percent or less. If so and the sale or exchange 
took place prior to 2008, the rate is 5 percent. If the transaction takes place after 
2007 and before 2011, the rate is 0 percent.** 


During 2009, Polly is in the 15% tax bracket and has the following capital gains for the ES ee 


year: 
Robin Corporation stock (held for 6 months) $1,000 
Crow Corporation stock (held for 13 months) 1,000 


Polly’s tax on these transactions is $150 ($1,000 x 15%) as to Robin and $0 ($1,000 
x 0%) asto Crow. @ 


Assume the same facts as in Example 45, except that Polly's regular tax bracket for the eS 


year is 33% (not 15%). Polly’s tax on these transactions now becomes $330 ($1,000 x 
33%) as to Robin and $150($1,000 x 15%) as to Crow. @ 


DETERMINATION OF NET CAPITAL GAIN 


In order to arrive at a net capital gain, capital losses must be taken into account. The 
capital losses are aggregated by holding period (short term and long term) and 
applied against the gains in that category. If excess losses result, they are then shifted 
to the category carrying the highest tax rate. A net capital gain will occur if the net 
long-term capital gain (NLTCG) exceeds the net short-term capital loss (NSTCL). 


48§ 1(h)(1) as amended by JGTRRA of 2003 and further amended by TIPRA of 
2005. For recognized gains prior to May 6, 2003, the maximum rates were 
20% and 10%. 
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ESAMEUBE hoo) In the current year, Colin is in the 35% tax bracket and has the following capital trans- 


actions: 
Penguin Corporation stock (held for 8 months) $ 1,000 
Owl Corporation stock (held for 10 months) (3,000) 
Stamp collection (held for 5 years) 2,000 
Land (held as an investment for 3 years) 4,000 


The Penguin Corporation short-term capital gain (STCG) of $1,000 is offset by the Owl 
Corporation short-term capital loss (STCL) of $3,000. The net STCL of $2,000 is then 
applied against the collectible gain of $2,000. The end result is a net long-term capital 
gain of $4,000 from the land sale. Colin’s net capital gain is taxed at a 15% rate. Note 
that the stamp collection gain would have been taxed at a higher 28% rate had it not 
been offset by the excess short-term capital loss. ™ 


TREATMENT OF NET CAPITAL LOSS 


For individual taxpayers, net capital loss can be used to offset ordinary income of up 
to $3,000 ($1,500 for married persons filing separate returns). If a taxpayer has both 
short- and long-term capital losses, the short-term category is used first to arrive at 
the $3,000. Any remaining net capital loss is carried over indefinitely until ex- 
hausted. When carried over, the excess capital loss retains its classification as short 
or long term. 


Meee LE SR In 2009, Tina has a short-term capital loss of $2,000, a long-term capital loss of $2,500, 
and no capital gains. She can deduct $3,000 ($2,000 short-term + $1,000 long-term) of 
this amount as an ordinary loss. The remaining $1,500 is carried over to 2010 as a long- 
term capital loss. @ 


TAX PLANNING: 


3.9 MAXIMIZING THE USE OF THE 
STANDARD DEDUCTION 


CP RA aN BIBER ARNE SRE SE STEP RE LEE PN AES PBDI AE EEA EE IRE RAPALA AIDES EERE EAD LOS. 


L0.9 In most cases, the choice between using the standard deduction and itemizing deduc- 
Identify tax planning tions from AGI is a simple matter—pick whichever yields the larger tax benefit. Fami- 
opportunities associated with lies in the initial stages of home ownership, for example, will invariably make the 
the individual tax formula. itemization choice due to the substantial mortgage interest and property tax payments 
involved. Older taxpayers, however, have paid for their homes and are enjoying senior 
citizen property tax exemptions. For them, the more attractive benefit is the addi- 
tional standard deduction that can accompany the standard deduction choice. 

In some cases, the difference between the standard deduction and itemizing may 
not be a significant amount. Here, taxes might be saved by alternating between the 
two options. The taxpayer does this by using the cash method to concentrate multi- 
ple years’ deductions in a single year (e.g., church pledges for several years can be 
paid in one year). Then, the standard deduction is used in alternate years. 


—_— 
eee 


3.10 DEPENDENCY EXEMPTIONS 


THE JOINT RETURN TEST 


A married person can be claimed as a dependent only if that individual does not file 
a joint return with his or her spouse. If a joint return has been filed, the damage may 
be undone if separate returns are substituted on a timely basis (on or before the due 
date of the return). 


~ 
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While preparing a client's 2008 income tax return on April 3, 2009, the tax practitioner dis- PEXSMPDR $90 


covered that the client's daughter filed a joint return with her husband in late January of 
2009. Presuming the daughter otherwise qualifies as the client's dependent, the exemp- 
tion is not lost if she and her husband file separate returns on or before April 15,2009. = 


An initial election to file a joint return must be considered carefully in any situation 
in which the taxpayers might later decide to amend their return and file separately. 
As indicated above, separate returns may be substituted for a joint return only if the 
amended returns are filed on or before the normal due date of the return. If the tax- 
payers in Example 49 attempt to file separate returns after April 15, 2009, the returns 
will not be accepted, and the joint return election is binding.*” 

Keep in mind that the filing of a joint return is not fatal to the dependency 
exemption if the parties are filing solely to recover all income tax withholdings, they 
are not required to file a return, and no tax liability would exist on separate returns. 


SUPPORT CONSIDERATIONS 


The support of a qualifying child becomes relevant only if the child is self-support- 
ing. In cases where the child has an independent source of funds, planning could 
help prevent an undesirable result. When a qualifying relative is involved, meeting 
the support test is essential, as the dependency exemption is not otherwise available. 


In 2009, Imogene maintains a household that she shares with her son and Mr EXAMPLE SO) 


son, Barry, is 23 years of age and a full-time student in law school. The mother, Gladys, 
is 68 years of age and active in charitable causes. Barry works part-time for a local law 
firm, while Gladys has income from investments. In resolving the support issue (or self- 
support in the case of Barry), compare Imogene’s contribution with that made by Barry 
and Gladys.°° In this connection, what Barry and Gladys do with their funds becomes 
crucial. The funds that are used for nonsupport purposes (e.g., purchase of invest- 
ments) or not used at all (e.g., deposited in a bank) should not be considered. To the 
extent possible, control how much Barry and Gladys contribute to their own support. 
Records should be maintained showing the amount of support and its source. @ 


Example 50 does not mention the possible application of the gross income test. 
Presuming Barry is a qualifying child, the amount he earns does not matter, as the 
gross income test does not apply. Gladys, however, comes under the qualifying rela- 
tive category, where the gross income test applies. Therefore, for her to be claimed 
as a dependent, her income that is taxable will have to be less than $3,650. 


COMMUNITY PROPERTY RAMIFICATIONS 


In certain cases, state law can have an effect on the availability of a dependency 
exemption. 


In 2009, Mitch provides more than half of the support of his son, Ross, and daughter- 
in-law, Connie, who live with him. Ross, age 22, is a full-time student, while Connie 
earns $4,000 from a part-time job. Ross and Connie do not file a joint return. All parties 
live in New York, a common law state. Mitch can claim Ross as a dependent, as he is a 
qualifying child. Connie is not a dependent because she does not meet the gross 
income test under the qualifying relative category. ™ 


Assume the same facts as in Example 51, except that all parties live in Arizona, acommunity 
property state. Now, Connie also qualifies as a dependent. Since Connie’s gross income is 
only $2,000 (one-half of the community income), she satisfies the gross income test. @ 


50s part of her support contribution to Barry and Gladys, Imogene can count 


“Reg. § 1.6013-1(a)(1). ) 
the fair market value of the meals and lodging she provides. 
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RELATIONSHIP TO THE DEDUCTION FOR MEDICAL EXPENSES 


Generally, medical expenses are deductible only if they are paid on behalf of the tax- 
payer, his or her spouse, and their dependents. Since deductibility may rest on de- 
pendency status, planning is important in arranging multiple support agreements. 


ES During the year, Zelda will be supported by her two sons (Vern and Vito) and her 


daughter (Maria). Each will furnish approximately one-third of the required support. If 
the parties decide that the dependency exemption should be claimed by the daughter 
under a multiple support agreement, any medical expenses incurred by Zelda should 
be paid by Maria. @ 


In planning a multiple support agreement, take into account which of the parties 
is most likely to exceed the 7.5 percent limitation (see Chapter 10). In Example 53, 
for instance, Maria might be a poor choice if she and her family do not expect to 
incur many medical and drug expenses of their own. 

One exception permits the deduction of medical expenses paid on behalf of 
someone who is not a spouse or a dependent. If the person could be claimed as a de- 
pendent except for the gross income or joint return test, the medical expenses are, 
nevertheless, deductible. For additional discussion, see Chapter 10. 


A Tax BENEFIT FROM NONDEPENDENTS 


During 2009, Kristen provides more than half of the support mother’s dental implants and $12,000 for her father’s knee 
of her parents who do not live with her. She cannot claim replacement. From a tax standpoint, has Kristen acted. 
them as dependents, however, because they have too much wisely? 

gross income and file a joint return. She pays $20,000 for her 


3.11 TAKING ADVANTAGE OF TAX RATE 
DIFFERENTIALS 


It is natural for taxpayers to be concerned about the tax rates they are paying. How 
does a tax practitioner communicate information about rates to clients? There are 
several possibilities. 

The marginal rate (refer to Examples 38 and 39) provides information that can 
help a taxpayer evaluate a particular course of action or structure a transaction in 
the most advantageous manner. For example, a taxpayer who is in the 15 percent 
bracket this year and expects to be in the 28 percent bracket next year should, if pos- 
sible, defer payment of deductible expenses until next year to maximize the tax ben- 
efit of the deduction. 

A note of caution is in order with respect to shifting income and expenses 
between years. Congress has recognized the tax planning possibilities of such shift- 
ing and has enacted many provisions to limit a taxpayer’s ability to do so. Some of 
these limitations on the shifting of income are discussed in Chapters 4, 5, and 18. 
Limitations that affect a taxpayer’s ability to shift deductions are discussed in Chap- 
ters 6 through 11 and in Chapter 18. 

A taxpayer’s effective rate can be an informative measure of the effectiveness of tax 
planning. The effective rate is computed by dividing the taxpayer’s tax liability by 
the total amount of income. A low effective rate can be considered an indication of 
effective tax planning. 

One way of lowering the effective rate is to exclude income from the tax base. For 
example, a taxpayer might consider investing in tax-free municipal bonds rather than 


SA 


Hid 
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taxable corporate bonds. Although pre-tax income from corporate bonds is usually 
higher, after-tax income may be higher if the taxpayer invests in tax-free municipals. 

Another way of lowering the effective rate is to make sure that the taxpayer’s 
expenses and losses are deductible. For example, losses on investments in passive 
activities may not be deductible (see Chapter 11). Therefore, a taxpayer who plans 
to invest in an activity that will produce a loss in the early years should take steps to 
ensure that the business is treated as active rather than passive. Active losses are de- 
ductible while passive losses are not. 


3.12 INCOME OF CERTAIN CHILDREN 


Taxpayers can use several strategies to avoid or minimize the effect of the rules that 
tax the unearned income of certain children at the parents’ rate. With the recent 
increase in the cutoff age from 18 to 19 (under 24 for full-time students), more 
minors will be vulnerable to the application of the kiddie tax. Parents should con- 
sider giving a younger child assets that defer taxable income until the child reaches 
a nonvulnerable age. For example, U.S. government Series EE savings bonds can be 
used to defer income until the bonds are cashed in (see Chapter 4). 

Growth stocks typically pay little in the way of dividends. However, the profit on 
an astute investment may more than offset the lack of dividends. The child can hold 
the stock until he or she reaches a safe age. If the stock is sold then at a profit, the 
profit is taxed at the child’s low rates. 

Taxpayers in a position to do so can employ their children in their business and 
pay them a reasonable wage for the work they actually perform (e.g., light office help, 
such as filing). The child’s earned income is sheltered by the standard deduction, 
and the parents’ business is allowed a deduction for the wages. The kiddie tax rules 
have no effect on earned income, even if it is earned from the parents’ business. 


REFOCUS ON THE BIG PICTURE 


Of major concern to Polly is her filing status. If she qualifies as an abandoned A DIVIDED 
spouse, she is entitled to file as head of household. If not, she is considered to be a 
married person filing separately. Moreover, in order to be an abandoned spouse, HOUSEHOLD 


| Polly must be able to claim Paige as a dependent. To be a dependent, Paige must 
meet the requirements of a qualifying child ora qualifying relative. 

For qualifying child purposes, Paige must meet either the age (i.e., under age 19) 
or the full-time student (under age 24) test. (A disabled child exception seems highly 
unlikely.) Because Paige currently is nota full-time student, is she under age 19? Ifso, 
she is a qualifying child. If Paige is not a qualifying child, is she a qualifying relative? 
Here, the answer depends on meeting the gross income test. How much did Paige 
earn from her part-time job? If her earnings are under $3,650, she satisfies the gross 
income test. Thus, if Paige can be claimed as a dependent under either the qualifying 
child or the qualifying relative category, Polly is an abandoned spouse entitled to 
head-of-household filing status. If not, she is a married person filing separately. 

The sale of the wedding rings results in a capital loss of $7,000 ($8,000 — $15,000). 
Because the loss is for personal use property, it cannot be claimed for tax purposes. 


What If? 

Assume that Nick left for parts unknown in August (not March). Now Polly cannot 
qualify as an abandoned spouse. Her spouse lived in the home during part of the last 
six months of the year. Consequently, Polly is treated as married and cannot qualify 
for head-of-household filing status. She must file as a married person filing sepa- 
rately. The change in when Nick left will not affect the dependency issue regarding 


Paige, however. 


KEY TERMS 


Abandoned spouse, 3-28 
Child tax credit, 3-21 
Collectibles, 3-35 
Dependency exemption, 3-13 
E-file, 3-24 

Head of household, 3-27 


DISCUSSION QUES 


@ 
e 
6 


@ 


ii 
g. 
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Itemized deductions, 3-7 Qualifying relative, 3-15 
Kiddie tax, 3-32 ? Standard deduction, 3-8 
Marriage penalty, 3-27 Surviving spouse, 3-27 
Multiple support agreement, 3-17 Tax rate schedules, 3-29 
Personal exemptions, 3-12 Tax Table, 3-29 
Qualifying child, 3-13 Unearned income, 3-32 


TIONS 


1. L0.1 Rearrange the following items to show the correct formula for arriving at taxable 
income of individuals under the Federal income tax: 


Income tax withheld from wages. 

Income (broadly conceived). 

Adjusted gross income. 

The greater of the standard deduction or itemized deductions. 
Deductions for AGI. 

Personal and dependency exemptions. 

Taxable income. 

Gross income. 

Exclusions. 


2. L0.1,5,8,9 During the year, Becky is involved in the following transactions: 


Won a new car in a raffle sponsored by her church. 

Collected on a loan she had made several years ago to a college friend. 

Sold a houseboat and a camper on eBay. Both were personal use items, and the gain 
from one offset the loss from the other. 

Got married. Her first husband died several years ago. 

Her dependent aunt died on January 3 of the year. 

Paid for dependent aunt’s funeral expenses. 

Paid premiums on her life insurance policy. 


What are the possible income tax ramifications of these transactions? 


3. L0O.1 Which of the following items are inclusions in gross income? 
a. 
b. 


Funds the taxpayer embezzled from her employer. 

A damage deposit the taxpayer recovered when he vacated the apartment he had 
rented. 

Interest received by the taxpayer on an investment in bonds issued by the State of 
Vermont. 

Gratuities left by customers—the taxpayer is a bartender. 

Amounts received by the taxpayer, a baseball “Hall of Famer,” for autographing 
sports equipment (e.g., balls, gloves). 

Child support payments received. 

Jury duty fees received. 


4. L0.1 Which of the following items are exclusions from gross income? 


a. 


Insurance proceeds paid to the taxpayer on the death of her uncle—she was the des- 
ignated beneficiary under the policy. 

Damages award paid to the taxpayer—the full amount was for personal injury. 
Interest income on General Electric Company bonds. 

Scholarship award that covers the taxpayer’s college tuition as well as room and 
board. 

Reward paid by the IRS for information provided that led to the conviction of the 
taxpayer’s former employer for tax evasion. 

A box store refund of $200 that the taxpayer received when she discovered an over- 
charge on the purchase of home appliances. 

An envelope containing $8,000 found (and unclaimed) by the taxpayer in a bus station. 


10. 


11. 


Lys 


1S: 


14. 


ihe 


16. 
we 


18. 


19. 
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L0.1 Does a U.S. citizen who works abroad run the risk of “double taxation”? Why or why not? 


L0.1, 8, 9 In late 2009, the Polks come to you for tax advice. They are considering selling 
some stock investments for a loss and making a contribution to a traditional IRA. In 
reviewing their situation, you note that they have large medical expenses and a casualty 
loss, with neither being covered by insurance. What advice would you give to the Polks? 


L0.1 The Andersons retain you to compute their tax liability for 2009. They are 
expecting to pay less tax than usual for several reasons. First, both reached age 65 during 
the year. Second, they paid significant medical and dental bills that were not covered by 
insurance. Are the Andersons’ expectations correct? Explain. 


L0.2, 3, 5 Mel, age 76 and a widower, is being claimed as a dependent by his daughter. 
How does this situation affect the following? 

a. Mel’s own individual filing requirement. 

b. Mel’s personal exemption. 

c. The standard deduction allowed to Mel. 

d. The availability of any additional standard deduction. 


L0.3 Marie is married but files a separate return. 
a. Under what circumstances can she claim a personal exemption for her husband? 
b. Would it matter if the parties reside in a community property state? 


L0.4 Patsy maintains a household that includes a son (age 30) and a cousin (age 28). She 
can claim the cousin as a dependent but not her son. Explain. 


LO.4 Heather, age 12, lives in the same household with her mother, grandmother, and uncle. 

a. Who can qualify for the dependency exemption? 

b. Who takes preference? 

c. Suppose that Heather’s father, who lives elsewhere and files a separate return, also 
wants to claim her. Can he do so? 


LO.4 Under what circumstances, if any, can a taxpayer claim an ex-spouse as a 
dependent? What about claiming the ex-spouse’s relatives as dependents? 


L0.4 Margo and her two brothers equally provide more than half of their parents’ support. Margo 
tells her brothers to decide which one of them will claim the parents as dependents because the 
exemptions will not save her any income taxes. What is Margo’s reason for her position? 


LO.4 Roberto, who is single, is a U.S. citizen and resident. He provides almost all of the 
support of his parents and two aunts, who are citizens and residents of Guatemala. 
Roberto’s parents and aunts are seriously considering moving to and becoming residents 
of Mexico. Would such a move have any impact on Roberto? Why or why not? 


LO.2, 3, 6 Art, age 65, is single and lives with his widowed sister who is his dependent. In 
computing his tax liability for 2009, he determines that it is less than it was for 2008 even 
though his AGI is the same. Explain. 


LO.6 Under what circumstances can a taxpayer use the Tax Rate Schedules? 


L0.5, 9 Jack and Joyce, who are married, had itemized deductions of $7,500 and $500, 
respectively, during 2009. Jack suggests that they file separately—he will itemize his 
deductions from AGI, and she will claim the standard deduction. 

a. Evaluate Jack’s suggestion. 

b. What should they do? 


LO.5 Oliver is a U.S. citizen employed by a multinational corporation at its London 
office. Oliver is married to Regina, a British citizen, and they reside in England. Regina 
receives substantial rent income from real estate she owns in western Europe. 


a. Must Oliver file a U.S. income tax return? 
b. Under what circumstances might Regina be considered a resident of the United 


States? Would such a classification be advantageous? Disadvantageous? 


L0.4, 5 Comment on the availability of head-of-household filing status for 2009 in each 


of the following situations: 

a. Taxpayer lives alone but maintains the household of his parents, only one of whom 
qualifies as his dependent. 

b. Taxpayer, a single parent, maintains a home in which she and her unmarried son 


live. The son, age 18, earns $4,000 from a part-time job. 
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c. Assume the same facts as in (b) except that the son is age 20, not 18. 
d. Taxpayer lives alone but maintains the household where her dependent daughter 


lives. 


90. LO.5 Florence’s husband died in 2006. During 2009, Florence maintains a household in 
which she and her son, Derrick, live. Determine Florence’s filing status for 2009 based on 
the following independent variables: 

a. Derrick is single and does not qualify as Florence’s dependent. 

b. Derrick is married and does not qualify as Florence’s dependent. 

c. Derrick is married and does qualify as Florence’s dependent. 

d. Would any of the previous answers change if Florence’s husband died in 2007 (not 
2006) ? Explain. 


91. LO.5 What are the tax advantages of being classified as an abandoned spouse for filing 
status purposes? 


29. LO.7 Inconnection with the kiddie tax, comment on the following: 
Justification for the tax. 

Earned income versus unearned income. 

Age exception. 

Other exceptions to the kiddie tax. 

Effect of parental election. 


ae eae a 


23. LO.8 During the year, Hernando has the following transactions: 


© Gain on the sale of stock held as an investment for 10 months. 

® Gain on the sale of land held as an investment for 4 years. 

® Gain on the sale of a houseboat owned for 2 years and used for family vacations. 

© Loss on the sale of a reconditioned motorcycle owned for 3 years and used for recrea- 
tional purposes. 


How should Hernando treat these transactions for income tax purposes? 


MS ISSUPID ecw. t 24. LO.8 Several years ago, Milton and Arlene inherited equal shares of their father’s coin 


collection. When they sold the collection this year, Milton paid a tax based on 28% on his 
profit while Arlene’s tax rate was only 25%. Presuming each had the same amount of 
gain, explain the difference in result. 


25. LO.8 During the year, Brandi had the following transactions: a long-term capital gain 
from the sale of land; a short-term capital loss from the sale of stock; and a long-term 
capital gain from the sale of a gun collection. 

a. Howare these transactions treated for income tax purposes? 
b. Does this treatment favor the taxpayer or the IRS? Explain. 


Rees ISSUE Dos Gis es) 26. L0.4,5,9 Marcie is divorced, and her married son, Jamie (age 25), and his wife, Audry (age 


18), live with her. During the year, Jamie earned $3,800 from a part-time job and filed a joint 
return with Audry to recover his withholdings. Audry has no income. Marcie can prove that 
she provided more than 50% of Jamie and Audry’s support. Marcie does not plan to claim 
Jamie as a dependent because he has too much gross income. She does not plan to claim 
Audry as a dependent because Audry signed the joint return with Jamie. In fact, Marcie plans 
to use single filing status as none of the persons living in her household qualifies as her 
dependent. Comment on Marcie’s intentions based on the following assumptions: 

a. All parties live in Indiana (a common law state). 

b. All parties live in California (a community property state). 


27. L0.4, 9 Erica Hill and her two brothers, Ted and Rick Lamb, equally furnish all of the 
support of their mother. Erica is married and has four children. Her brothers are single 
and claim the standard deduction. Erica’s mother, Donna Lamb, is not in good health. 
What suggestions can you make regarding the tax position of the parties? 


PROBLEMS 


28. L0.1 Compute the taxable income for 2009 in each of the following independent situations: 
a. Sidney and Cora, ages 39 and 37, are married and file a joint return. In addition to two 
dependent children, they have AGI of $55,000 and itemized deductions of $8,300. 


29. 


30. 


ot 


32. 
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b. Amelia, age 44, is single and supports her dependent parents who live with her and 
also supports her grandparents (mother’s parents) who are in a nursing home. She 
has AGI of $70,000 and itemized deductions of $9,000. 

c. Paul, age 50, is an abandoned spouse. His household includes three unmarried step- 
sons who qualify as his dependents. He has AGI of $85,000 and itemized deductions 
of $8,000. 

d. Angel, age 33, is a surviving spouse and maintains a household for her four depen- 
dent children. She has AGI of $48,000 and itemized deductions of $8,200. 

e. Dale, age 42, is divorced but maintains the home in which he and his daughter, Jill, 
live. Jill is single and qualifies as Dale’s dependent. Dale has AGI of $54,000 and item- 
ized deductions of $6,900. 


Note: Problems 29 and 30 can be solved by referring to Figure 3.1, Exhibits 3.1 through 
3.3, Tables 3.1 and 3.2, and the discussion under Deductions for Adjusted Gross Income in 
this chapter. 


L0.1, 8 Compute the taxable income for 2009 for Marvin on the basis of the following 
information. His filing status is single. 


Salary $80,000 
Interest income from bonds issued by City of Sacramento 2,000 
Alimony payments made 7,200 
Contribution to traditional IRA 5,000 
Gift from grandparents 40,000 
Capital loss from stock investment 4,000 
Amount won in football office pool (sports gambling is against the law 

where Marvin lives) 2,500 
Number of dependents (uncle and aunt, who live in another state) 2 
Age 40 


LO.1 Compute the taxable income for 2009 for Alexis on the basis of the following 
information. Alexis is married but has not seen or heard from her husband since 2007. 


Salary $ 70,000 
Interest on bonds issued by Chevron Corporation 4,000 
Interest on CD issued by Wells Fargo Bank 3,000 
Cash dividend received on GE common stock 1,200 
Life insurance proceeds paid on death of aunt (Alexis was the 

designated beneficiary of the policy) 50,000 
Inheritance received on death of aunt 300,000 
Carlton (a cousin) repaid a loan Alexis made to him in 2006 

(no interest was provided for) 5,000 
Itemized deductions (state income tax, property taxes on residence, 

interest on home mortgage, charitable contributions) 8,200 
Number of dependents (children, ages 13, 14, and 15) 3 
Age 39 


LO.2 Determine the amount of the standard deduction allowed for 2009 in the following 
independent situations. In each case, assume the taxpayer is claimed as another person’s 


dependent. 
a. Edward, age 18, has income as follows: $600 interest from a certificate of deposit and 


$5,500 from repairing cars. 
b. Sarah, age 18, has income as follows: $400 cash dividends from a stock investment 


and $3,600 from handling a paper route. 
c. Colin, age 16, has income as follows: $900 interest on a bank savings account and 


$700 for painting a neighbor’s fence. 
d. Kara, age 15, has income as follows: $300 cash dividends from a stock investment and 


$600 from grooming pets. 
e. Kay, age 67 and a widow, has income as follows: $400 from a bank savings account 


and $3,000 from baby-sitting. 


L0.4 Using the legend provided on the next page, classify each statement as to the 
taxpayer for dependency exemption purposes. 


3-43 
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33. 


34. 


35. 


Legend 


Could be a qualifying child 

Could be a qualifying relative 

Could satisfy the definition of both a qualifying 
child and a qualifying relative 

Could not satisfy the definition of e/ther a 
qualifying child or a qualifying relative 


Se TO myo Boop 


Taxpayer’s son has gross income of $6,000. 

Taxpayer’s niece has gross income of $3,000. 

Taxpayer’s mother lives with him. 

Taxpayer’s daughter is age 25 and disabled. 

Taxpayer’s daughter is age 18 but does not live with him. 

Taxpayer’s cousin lives with her. 

Taxpayer’s brother does not live with her. 

Taxpayer’s sister lives with him. 

Taxpayer’s nephew is age 20 and a full-time student. 

Taxpayer’s grandson does not live with her and has gross income of $3,000. 


L0.3, 4 For tax year 2009, determine the number of personal and dependency 
exemptions in each of the following independent situations: 


a. 


Leo and Amanda (ages 48 and 46) are husband and wife and furnish more than 
50% of the support of their two children, Elton (age 18) and Trista (age 24). During 
the year, Elton earns $4,500 providing transportation for elderly persons with disabil- 
ities, and Trista receives a $5,000 scholarship for tuition at the law school she 
attends. 

Audry (age 65) is divorced and lives alone. She maintains a household in which her 
ex-husband, Clint, and his mother, Olive, live and furnishes more than 50% of their 
support. Olive is age 82 and blind. 

Jacque (age 52) furnishes more than 50% of the support of his married daughter, 
Carin, and her husband, Pierce, who live with him. Both Carin and Pierce are age 
18. During the year, Pierce earned $4,000 from a part-time job. All parties live in 
New York (a common law state). 

Assume the same facts as in (c), except that all parties live in Nevada (a community 
property state). 


LO.3, 4 Compute the number of personal and dependency exemptions in each of the 
following independent situations: 


a. 


b. 


Alberto, a U.S. citizen and resident, contributes 100% of the support of his parents 
who are citizens of Mexico and live there. 

Pablo, a U.S. citizen and resident, contributes 100% of the support of his parents 
who are citizens of Guatemala. Pablo’s father is a resident of Guatemala, and his 
mother is a legal resident of the United States. 

Marlena, a U.S. citizen and resident, contributes 100% of the support of her parents 
who are also U.S. citizens but are residents of Germany. 

Elena is a U.S. citizen and a resident of Italy. Her household includes Mario, a four- 
year-old adopted son who is a citizen of Spain. 


L0.3, 4 Determine how many dependency exemptions would be available in each of the 
following independent situations. Specify whether any such exemptions would come 
under the qualifying child or the qualifying relative category. 


a. 


b. 


Andy maintains a household that includes a cousin (age 12), a niece (age 18), anda 
son (age 26). All are full-time students. Andy furnishes all of their support. 

Minerva provides all of the support of a family friend’s son (age 18) who lives with her. 
She also furnishes most of the support of her stepmother who does not live with her. 
Raul, a U.S. citizen, lives in Costa Rica. Raul’s household includes an adopted daugh- 
ter, Helena, who is age 9 and a citizen of Costa Rica. Raul provides all of Helena’s 
support. 

Karen maintains a household that includes her ex-husband, her mother-in-law, and 
her brother-in-law (age 23 and not a full-time student). Karen provides more than 
half of all of their support. Karen is single and was divorced in the current year. 
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36. LO.4 In 2009, Billy, age 10, lives in a household with his mother, aunt, and grandfather. 
The household is maintained by the grandfather. The parties, all of whom file separate 
returns, have AGI as follows: $18,000 (mother), $50,000 (aunt), and $60,000 (grandfather). 
a. Who is eligible to claim Billy as a dependent? 

b. Who has preference as to the exemption? 


37. L0.3, 4 Determine the number of personal and dependency exemptions for 2009 in 
each of the following independent situations: 

a. Marcus (age 68) and Alice (age 65 and blind) file a joint return. They furnish more 
than 50% of the support of a cousin, Ida, who lives with them. Ida (age 20) is a full- 
time student and earns $4,000 during the year tutoring special needs children. 

b. Penny (age 45) is single and maintains a household in which she and her nephew, 
Clint, live. Clint (age 18) earns $3,900 from doing yard work, but receives more than 
50% of his support from Penny. 

c. Trent (age 38) is single and lives alone. He provides more than 50% of the support 
of his parents (ages 69 and 70) who are in a nursing home. 

d. Jack and Carol were divorced in 2007, and Carol has custody of their three children 
(ages 5, 7, and 9). Jack furnished more than half of their support, and the divorce 
decree is silent as to the dependency exemptions. Carol does not sign a Form 8332. 


38. L0.4, 9 Buddy and Heloise (ages 86 and 85) live in an assisted care facility and for years 
2008 and 2009 received their support from the following sources: 


Percentage of Support 
Social Security benefits 17% 
Son 10 
Daughter 27 
Cousin 11 
Brother 24 
Family friend (not related) 11 


a. Which persons are eligible to claim the dependency exemptions under a multiple 
support agreement? 
Must Buddy and Heloise be claimed by the same person(s) for both 2008 and 2009? 
c. Who, ifanyone, can claim their medical expenses? 


39. L0.4 Doyle and Grace Madden are married and file a jot return. Their three children 
and two of their parents qualify as their dependents. If the Maddens have AGI of $290,000, 
what is their allowable deduction for personal and dependency exemptions for 2009? 


40. L0.3, 7 Taylor, age 18, is claimed as a dependent by her parents. For 2009, she has the 
following income: $4,000 wages from a summer job; $1,900 interest from a money market 
account; and $1,000 interest from City of Boston bonds. 

a. Whatis Taylor’s taxable income for 2009? 
b. What is Taylor’s tax for 2009? [Her parents file a joint return and have taxable 
income of $120,000 (no dividends or capital gains).] 


41. L0.4, 9 Walter and Nancy provide 60% of the support of their daughter (age 18) and 


son-in-law (age 22). The son-in-law (John) is a full-time student at a local university, while 

the daughter (Irene) holds various part-time jobs from which she earns $11,000. Walter 
and Nancy engage you to prepare their tax return for 2009. During a meeting with them 

in late March of 2010, you learn that John and Irene have filed a joint return. What tax 

advice would you give based on the following assumptions: 

a. All parties live in Louisiana (a community property state). 

b. All parties live in New Jersey (a common law state). 


42. L0.1, 2, 3, 4, 5, 6 Using the Tax Rate Schedules, compute the 2009 tax liability for each 
taxpayer: 

a. Miles (age 42) is a surviving spouse and provides all of the support of his four minor 
children who live with him. He also maintains the household in which his parents 
live and furnished 60% of their support. Besides interest on City of Dallas bonds in 
the amount of $1,500, Miles’s father received $2,400 from a part-time job. Miles has a 
salary of $80,000, a short-term capital loss of $4,000, a cash prize of $1,000 from a 
church raffle, and itemized deductions of $9,500. 
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b. 


Morgan (age 45) is single and provides more than 50% of the support of Rosalyn (a 
family friend), Flo (a niece, age 18), and Jerold (a nephew, age 18). Both Rosalyn 
and Flo live with Morgan, but Jerold (a French citizen) lives in Canada. Morgan 
earns a salary of $85,000, contributes $5,000 to a traditional IRA, and receives sales 
proceeds of $15,000 for an RV that cost $60,000 and was used for vacations. She has 
$8,200 in itemized deductions. 


43. LO.1, 3,7 Terri, age 17, is claimed as a dependent on her parents’ 2009 return, on which 
they report taxable income of $100,000 (no qualified dividends or capital gains). Terri 
earned $1,900 pet sitting and $2,400 in interest on a savings account. What are Terri’s 
taxable income and tax liability for 2009? 


oa, 3,7 Trent, age 18, is claimed as a dependent on his parents’ 2009 return. During 
the year, Trent earned $3,000 in interest income and $1,800 from part-time jobs. 


a. 
b. 
Cc; 


What is Trent’s taxable income? 
How much of Trent’s income is taxed at his rate? At his parents’ rate? 
Can the parental election be made? Why or why not? 


45. L0.5 Which of the following individuals are required to file a tax return for 2009? Should 
any of these individuals file a return even if filing is not required? Why? 


a. 


b. 


Sam is married and files a joint return with his spouse, Lana. Both Sam and Lana are 
67 years old. Their combined gross income was $21,000. 

Ronald is a dependent child under age 19 who received $5,400 in wages from a part- 
time job. 

Mike is single and is 67 years old. His gross income from wages was $10,100. 

Patricia, age 19, is a self-employed single individual with gross income of $4,500 from 
an unincorporated business. Business expenses amounted to $4,000. 


46. LO.5 Which of the following taxpayers must file a Federal income tax return for 2009? 


a. Ben, age 19, is a full-time college student. He is claimed as a dependent by his 
parents. He earned $5,400 wages during the year. 

b. Anita, age 12, is claimed as a dependent by her parents. She earned interest income 
of $1,200 during the year. 

c. Earl, age 16, is claimed as a dependent by his parents. He earned wages of $2,700 
and interest of $1,100 during the year. 

d. Pat, age 17, is claimed as a dependent by her parents. She earned interest of $300 
during the year. In addition, she earned $550 during the summer operating her own 
business at the beach, where she painted caricatures of her customers. 

47. L0.5, 6, 9 Corey and Addison are engaged and plan to get married. During 2009, Corey 


is a full-time student and earns $8,000 from a part-time job. With this income, student 
loans, savings, and nontaxable scholarships, he is self-supporting. For the year, Addison is 
employed and has wages of $60,000. How much income tax, if any, can Addison save if 
she and Corey marry in 2009 and file a joint return? 


48/ L0.5 In each of the following independent situations, determine Winston’s filing status for 
2009. Winston is not married. 


a. 


Winston maintains a household in which he and his unmarried son, Ward, live. Ward 
does not qualify as Winston’s dependent. 

Same as (a), except that Ward is married. 

Winston lives alone, but he maintains a household in which his parents live. The 
mother qualifies as Winston’s dependent, but the father does not. 

Winston lives alone but maintains a household in which his married daughter, Karin, 
lives. Both Karin and her husband (Winston’s son-in-law) qualify as Winston’s 
dependents. 


49, L0.4, 5 Nadia died in 2007 and is survived by her husband, Jerold, and her 18-year-old 
daughter, Macy. Jerold is the executor of Nadia’s estate. Jerold maintains the household 
in which he and Macy live and furnishes more than 50% of her support. Macy had 
earnings from part-time employment as follows: $4,000 in 2007; $5,000 in 2008; and 
$6,000 in 2009. She is a full-time student for 2009 (but not for 2007 and 2008). What is 
Jerold’s filing status for: 


a. 
b. 


Le 


2007? 
2008? 
2009? 


manne 
ote 


50. L0.3, 4, 5 Perry died in 2008 and is survived by his wife, Rosalyn (age 39), his married 
daughter, Sue (age 18), and his son-intaw, Peyton (age 22). Rosalyn is the executor of her 
husband’s estate. She also maintains the household where she, Sue, and Peyton live and 
furnishes more than 50% of their support. During 2008 and 2009, Peyton is a full-time 
student, while Sue earns $16,000 ($8,000 each year) conducting aerobics classes. Sue and 
Peyton do not file joint returns. For years 2008 and 2009, what is Rosalyn’s filing status, and 
how many exemptions can she claim based on each of the following assumptions? 

a. All parties live in Pennsylvania (a common law state). 
b. All parties live in Texas (a community property state). 


L0.8 During the year, Ophelia had the following transactions involving capital assets: 


\s> 


Gain on the sale of unimproved land (held as an investment for 3 years) $3,000 
Loss on the sale of a camper (purchased 2 years ago and used for family 
vacations) (5,000) 
Loss on the sale of ADM stock (purchased 9 months ago as an (1,000) 
investment) 
Gain on the sale of a fishing boat and trailer (acquired 11 months ago at 
an auction and used for recreational purposes) 2,000 


a. If Ophelia is in the 35% bracket, how much income tax results? 
b. If Ophelia is in the 15% bracket and 2009 is the year when these sales occurred? 


52. LO.8 During the year, Chester had the following transactions involving capital assets: 


Gain on the sale of an arrowhead collection (acquired as an investment 
at different times but all pieces have been held for more than one 


year) $6,000 
Loss on the sale of IBM Corporation stock (purchased 11 months ago as 

an investment) (4,000) 
Gain on the sale of a city lot (acquired 5 years ago as an investment) 2,000 


a. If Chester is in the 33% bracket, how much income tax results? 
b. If Chester is in the 15% bracket and 2009 is the year involved? 


53, L0.9 Each year, the Hundleys normally have itemized deductions of $9,500, including a 
| Pa $3,600 pledge payment to their church. Upon the advice of a friend, they do the 
following: in early January 2009, they pay their pledge for 2008; during 2009, they pay the 
pledge for 2009; and in late December 2009, they prepay their pledge for 2010. 
a. Explain what the Hundleys are trying to accomplish. 
b. What will be the tax saving if their marginal tax bracket is 25% for all three years? 
(Assume the standard deduction amounts for 2009 and 2010 are the same.) 


CUMULATIVE PROBLEMS a 


54. Jan C. Hurd is a widow, age 49, who lives at 429 Yucca Road, Albuquerque, NM 87101. 
She is employed part-time by several local law firms as a paralegal. She maintains a 
household that includes the following persons: Peter (age 19), Mary (age 23), Irene (age 
24), and Hortense (age 70). Peter is her own son and a full-time student, while Mary and 
Irene are stepdaughters and college graduates. Hortense is Jan’s mother-in-law. Except 
for Hortense, who receives a modest Social Security benefit, none of these persons 
receive any income during the year. 

Jan’s receipts for 2008 are summarized below: 


Salary $ 71,000 
Interest income— 

Wells Fargo certificate of deposit $1,200 

City of Albuquerque bonds 600 

Dell Inc. bonds 900 2,700 
Life insurance proceeds 100,000 
Lawsuit settlement 270,000 
Inheritance 110,000 


Proceeds from sale of sporting equipment 6,900 
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DECISION MAKING 


TAX RETURN PROBLEM 
DECISION MAKING 


H&R BLOCK: 
TaxCut 
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Jan’s husband, Marty Hurd, was killed on December 29, 2007, as a result of an 
automobile accident. The accident was caused by a moving van owned by a national 
trucking company. As the driver of the van was charged with criminal negligence, Jan 
filed suit against the company. To avoid a trial and the unfavorable publicity that would 
result, in March the company reached an out-of-court settlement. The $270,000 Jan 
received was designated as follows: $250,000 for personal injury and $20,000. 
reimbursement for the totaling of the family SUV. The SUV’s cost was $40,000, and it was" 
worth $20,000 at the time of the accident. As Jan acted as her own attorney in handling 
the case, she incurred no legal fees. The insurance proceeds of $100,000 were paid to Jan 
as designated beneficiary of a policy Marty held on his life. The $110,000 inheritance was 
what remained of Marty’s estate after it was administered and closed by Jan, the executor. 
Jan was Marty’s sole heir. 

Marty was an ardent sportsman and owned considerable hunting and fishing 
equipment (e.g., boat, camper, firearms). Since no one in the immediate family has 
similar interests, Jan sold the equipment (original cost of $21,000) to various friends and 
neighbors. 

Jan’s expenditures for 2008 are summarized as follows: 


Medical (all for Hortense’s dental implants) $7,500 
Property taxes on personal residence 1,800 
State income tax (including withholdings) 3,000 
Interest on home mortgage 5,700 
Charitable contributions 3,800 
Funeral expenses for Marty 4,900 


Jan’s usual church pledge is $1,900 per year. However, since she had extra funds 
(e.g., insurance proceeds) in December 2008, she prepaid her pledge for 2009. 

In the interest of privacy and to protect against taxpayer identification misuse, Social 
Security numbers used throughout the textbook have been replaced with fictitious 
numbers. 

Relevant Social Security numbers and birth dates are as follows: 


Name Social Security Number Birth Date 


Jan Hurd 123-45-6789 12/15/1959 
Marty Hurd 111-11-1111 09/03/1957 
Peter Hurd 123-45-6788 02/20/1989 
Mary Hurd 123-45-6787 04/29/1985 
Irene Hurd 123-45-6786 06/19/1986 
Hortense Hurd 123-45-6785 10/25/1938 


Part 1—Tax Computation 

Using the appropriate forms and schedules, determine Jan’s Federal income tax for 
2008. In addition to Federal income tax of $5,000 withheld from her wages, Jan applied 
her 2007 overpayment of $300 toward her 2008 tax liability. As was true in the past, she 
wants any 2008 overpayment applied to next year’s tax. Assume that the proper amounts 
of Social Security and Medicare taxes were withheld. She does not wish to contribute to 
the Presidential Election Campaign Fund. 


Part 2—Follow-up Advice 
In early 2009, the following take place: 


* Peter quits school and joins the army. 

© Mary and Irene obtain jobs and move out of state. 

e Hortense decides to live with her daughter in Santa Fe and moves there. 
e In January, Jan pays off the mortgage on her personal residence. 


Jan suspects that these events will have an effect on her income tax position in 2009 and 
requests your advice. 

Write a letter to Jan explaining in general terms the changes that will take place and 
the additional tax liability that could result. Assume that her salary remains the same and 
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that she has invested any excess funds in a municipal bond fund. Since Jan is a paralegal, 


you can assume that she understands certain basic tax concepts (e.g., dependency 
exemption, standard deduction). 


55. Andrew A. and Sandra L. Young (ages 44 and 45) are married and live at 3240 Live Oak 
Blvd., Marietta, GA 30060. Andrew is the accountant for a local medical clinic, while 


Sandra is the receptionist for a law firm. TaxCut 


For tax year 2008, the Youngs had the following receipts: 


Salaries— 
Andrew $44,000 
Sandra 42,000 $86,000 


Interest income— 
City of Macon (GA) general purpose bonds $1,800 


Kroger Company bonds 900 

CD issued by SunTrust Bank 1,300 4,000 
Jury duty fees received by Andrew 420 
Loan repayment 2,500 
Gift from Sandra’s father 12,000 
Sale of Columbus lot 13,000 


The loan repayment involved Andrew’s nephew, Leon. Two years ago when Leon 
got married, Andrew loaned him $2,500 to help buy furniture. No interest was provided 
for, and Leon repaid the loan in March 2008. 

On March 3, 2005, the Youngs purchased a vacant lot in Columbus (GA) for 
$15,000. Due to its proximity to a nearby army base, they believed the property was a 
good investment. As the property has only declined in value, the Youngs sold it on March 
23, 2008, for $13,000. No commissions were involved as the Youngs handled the purchase 
and sale of the property on their own. 

Not mentioned above is the bass boat Andrew won as second prize in a yearly raffle 
held by his church. Under the contest rules, Andrew had a choice of taking the boat or 
cash of $5,200. (Andrew chose the boat.) The treasurer of the church told Andrew that 
the results of the raffle are not reported to the IRS. 

The Youngs had the following expenditures during 2008: 


Medical expenses (not covered by insurance) $1,350 
Taxes— 

Property taxes on personal residence $2,500 

State income tax (including withholdings) 4,900 7,400 
Interest on home mortgage 3,900 
Charitable contributions 3,000 
Contribution to traditional IRA (neither is 

covered by an employer retirement plan) 10,000 
Contribution to the mayor’s reelection 

campaign 200 
Expenses incurred (e.g., parking, meals) in 

connection with jury duty service 160 


The Young household includes the following: Crystal (a daughter, age 19); Brad 
(a son, age 17); Paige (Andrew’s niece, age 18); and Isabella (Andrew’s widowed 
mother, age 63). Both Crystal and Paige graduated from high school in May 2008 and 
are undecided about attending college. During the year, Crystal earned $3,000 and 
Paige earned $5,000 from part-time jobs. Brad is still attending high school and earns 
$4,000 playing a bagpipe at various functions (mostly funerals). Isabella had no gross 
income and was killed in a hunting accident on January 4, 2008. The Youngs can 
prove that they contribute more than 50% of the support of those persons residing in 
their household. 

Federal income tax withheld from the Youngs’ salaries is $3,700 (Andrew) and 
$3,100 (Sandra). The appropriate amount of Social Security and Medicare tax was 


withheld. 


3-50 PARTI Introduction and Basic Tax Model www.cengage.com/taxation/swft 


In the interest of privacy and to protect against taxpayer identification misuse, Social 
Security numbers used throughout the textbook have been replaced with fictitious 


numbers. 
Relevant information regarding the Young family is summarized below: 


Jew be Mee 5 ee SS 


Name Social Security Number Birth Date 

Andrew A. Young 06/29/64 111-11-1111 
Sandra L. Young 08/14/63 12345-6789 
Crystal Young 03/06/89 123-45-6788 
Brad Young 10/19/91 123-45-6787 
Paige Young 02/16/90 123-45-6786 
Isabella Young 08/23/45 123-45-6785 


Determine the Youngs’ Federal income tax for 2008 by completing the appropriate 
forms. They do not desire to contribute to the Presidential Election Campaign Fund. If 
an overpayment results, it is to be refunded to them. 


RESEARCH PROBLEMS 


ks ¢ THOMSON REUTERS Note: Solutions to Research Problems can be prepared by using the Checkpoint® 
Checkpoint® Student Edition Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. Pat and Cathy McKeever are husband and wife and file a joint return. 
During 2009, they maintain a household that includes Cathy’s parents (Barry and Mary 
Kilpatrick), a son (Tim), and a daughter (Eileen). The parents live in an apartment over 
the McKeevers’ garage. The parents are retired with an annual income of $18,000, all from 
nontaxable sources (e.g., pensions and interest on state and local bonds). They pay the 
McKeevers $600 a month ($7,200 per year) for their room and board and place the 
remainder of their income in a money market account. (A competent appraiser finds the 
rental value of the furnished garage apartment to be $300 per month.) 

The McKeevers’ children, Tim and Eileen, live in the main house. Tim, age 24, is an 
army veteran and a full-time student. He receives $3,200 from the GI bill and $900 from a 
part-time job, all of which he spends on his education and support. Tim’s parents, Pat and 
Cathy, contribute an additional $4,000 (which includes room and board) toward his 
support. Eileen, age 18, also is a full-time student, but has no income for the year. 

Other relevant information about the McKeevers and their expenditures during 2009 
is summarized below. 


e The McKeevers spent $9,000 on groceries to provide meals for all six persons in the 
family. 

Cathy paid a $600 premium on her father’s life insurance. The policy is owned by the 
father and designates Mary as the beneficiary. 

Cathy paid her parents’ annual church pledge of $400. 

Cathy paid $300 to have her mother’s hearing aid repaired. 

Eileen, tired of begging for the use of the family SUV, purchased a used sports car for 
$22,000. Eileen paid for the car with savings and has the title registered in her name. 
(Eileen’s savings account originated from funds she inherited from her uncle.) 


® 


@ 


@ 


@ 


a. How many dependency exemptions will the McKeevers be entitled to claim on their 
Federal income tax return for 2009? Explain your answer. 


b. From a planning standpoint, how might the McKeevers have improved their tax result 
for 2009? 


Partial list of research aids: 

Reg. §§ 1.152-1(a) and l(c). 

Rey.Rul. 58-67, 1958-1 C.B. 62. 

Your Federal Income Tax (IRS Pub. 17, 2008), Ch. 3. 
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Research Problem 2. Bernice and Nate were divorced on July 7, 2009. Under the divorce 
decree, Bernice received full custody of their three children, and Nate was awarded the 
dependency exemptions for them. After the trial was over, Nate had Bernice sign a Form 
8332 (Release /Revocation of Release of Claim to Exemption for Child by Custodial Parent) 
releasing her rights to the dependency exemptions for the next five years. In early April 
2010, Bernice realizes the tax costs of losing the deduction for the dependency 


exemptions. Besides contacting Nate, who is already delinquent in his child support 
payments, does she have any way out? 


Research Problem 3. Sophia Durbin maintains a household in which she, her son (Ryan), and 
her widowed mother-in-law (Isabella) live. Since 2007, she also has provided more than half 


of their support. Sophia’s husband, Karl, left for parts unknown in April 2007 and, except 
for one postcard, has not been heard from since. The postcard (no return address 
included) was received by Sophia in March 2008 and announced that he planned to claim 
both Ryan and Isabella as dependents on his own tax return. 

Ryan (age 19 in December 2007) graduated from high school on May 6, 2007, and 
plans to start college in 2009. Until then, he is working as much as possible to save for 
college expenses. He earned $8,000 in 2007 and $17,000 in 2008. Isabella’s income is 
negligible and originates from nontaxable sources (e.g., Social Security benefits, interest 
on municipal bonds). 

For tax year 2007, Sophia filed her Federal income tax return as married filing 
separately and claimed no exemptions for dependents. She has not yet filed for 2008. 


Being somewhat perplexed with her situation, she comes to you for advice in early March 
2009. 


a. Write a letter to Sophia Durbin addressing her concerns. She lives at 1310 Ash Street, 
Kearney, NE 68849. 

b. Prepare a memo for your firm’s client files that lists and discusses the legal basis for the 
advice rendered. 


Research Problem 4. Bart and Arlene Keating are husband and wife and live in Mineola, 
Oregon. They have been married for 18 years and have four children, all of whom are 
teenagers. After the birth of her last child, Arlene took a job as a city clerk and, over the 
years, has become city treasurer. Since graduating from high school, Bart has worked as a 
dispatcher for the city fire and ambulance departments. As Arlene has some college 
training in finance and accounting, she handles the family’s financial affairs, including 
reconciling the bank account, paying bills, and preparing all tax returns. She also takes 
care of major purchases (e.g., autos, furniture) and servicing of debt (e.g., home mortgage, 
auto loans, charge accounts). 

The Keatings themselves maintain a modest lifestyle, but Arlene is quite generous with 
the children. All are well-dressed, attend summer camp, and have their own cars. Bart 
believes Arlene obtains any additional funds for the children’s support through credit card 
financing and bank loans. 

The Keatings filed joint returns for 2005 and 2006 that reflected their salary income. 
Arlene prepared the returns, and Bart signed them without reviewing them first. The 
returns did not show the $90,000 Arlene had embezzled from her employer over this two- 
year period. 

The City of Mineola discovers the theft, and Arlene is tried and convicted of grand 
larceny. Due to the adverse publicity generated by these events, the Keatings are divorced, 
and Arlene moves to another state. 

In 2009, the IRS assesses a deficiency against Bart for the income taxes that would 
have resulted if the embezzled amounts had been reported as income. 

What are the rights of the parties? 


Partial list of research aids: 

§§ 6013(d)(3) and 6015. 

Kathryn Cheshire, 115 T.C. 183 (2000). 

Evelyn M. Martin, 80 TCM 665, T.C.Memo. 2000-346. 


an. 
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INTERNET 
activity 


Use the tax resources of the Internet to address the following questions. Do not restrict ; 
your search to the World Wide Web, but include a review of newsgroups and general 
reference materials, practitioner sites and resources, primary sources of the tax law, 


chat rooms and discussion groups, and other opportunities. 


Research Problem 5. Find and print a Form 2120, Multiple Suaport Declaration. Fill in the 
form and use it to illustrate one of your recommendations for Discussion Question 27. 


Research Problem 6. What purpose is served by IRS Form 8857? In this regard, see IRS 
Publication 971. 


Research Problem 7. A nonresident alien earns money in the United States that is subject to 
Federal income tax. What guidance does the IRS provide on what tax form needs to be 
used and on when it should be filed? In terms of the proper filing date, does it matter 
whether the earnings were subject to income tax withholding? 


CHAPTER 
4 Gross Income: Concepts and 


Inclusions 


CHAPTER 
5 ° Gross Income: Exclusions 


Part 2 presents the income component of the basic 
tax model. Included in this presentation are the 
determination of what is income and the statutory 
exclusions that are permitted in calculating gross 
income. Because the taxpayer’s accounting 
method and accounting period affect when 
income is reported, an introductory discussion of 


these topics is also included. 
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and Inclusions 


LEARNING OBJECTIVES 


After completing Chapter 4, you should be able to: 


L0.1 


Explain the concepts of gross income 
and realization and distinguish 
between the economic, accounting, 
and tax concepts of gross income. 


L0.2 


Describe the cash and accrual 
methods of accounting and the 
related effects of the choice of 
taxable year. 


L0.3 

Identify who should pay the tax ona 
particular item of income in various 
situations. 


Gross Income: Concepts 


L0.4 


Apply the Internal Revenue Code 
provisions on alimony, loans made at 
below-market interest rates, 
annuities, prizes and awards, group 
term life insurance, unemployment 
compensation, and Social Security 
benefits. 


LO.5 


Identify tax planning strategies for 
minimizing gross income. 
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: f.oabees 


FRAMEWORK: 
Tax Formula 


for Individuals 


This framework for individual 
taxation is based on the 
Income Tax Formula in 

Figure 3.1. The portions 

of the formula that are 
boldfaced are covered in 
this chapter. Below those 
portions are shown the 
sections of Form 1040 
where the results are 
reported. 


42 4040 


f Piereson 
“ae 


Income (broadly CONCEIVE) ..........eeccee eect eect eens te ees DXKKKK 
Less: Exclusions ..... 5 Oe cathe Gato a er ots ad Le ed) 


Gross Income ....... a eatin PN en ee ST SM OCU EN 


Wages, salaries, tips, etc. Attach Form(s) W-2 Sr WA ee Penne ere oe ee et 
8a Taxable interest. Attach Schedule B if required . . . ee ee a eae ae Y 
b Tax-exempt interest. Do not include on firiexsase ae {Bb i [er crat, Seis | eae 
9a Ordinary dividends. Attach Schedule B if Tequired sy ecice e aeeee siya 
b: Qualified dividends (6ee page 2111) <0 a = a) t= ee ee eee eee ee 
14 <cAlimony received zs-=) Se are aS an eta arava ae 
12 Business income or (loss). Attach Schedule C or C-EZ Bry Aer ieemss uaa eee ld, auc 
20a Social security benefits . 20a b Taxable amount (see page 26) 
21. Other income. List type and amount (See page 28) _....-.--.-------------------------- 


Less: Deductions for adjusted gross InCOME +. 2. sce. 2. es «ec eee eee ae Geter X,XXX 
Adjusted Qross'INCOM@. Snir. cs fetes fete etek su acs 0 oe cw te clacee eater ee ae $ XX,XXX 
Less: The greater of total itemized deductions or the standard deduction.................. (X,XXX) 

Personal and dependency exemptionS..........0.....cecesccueseeceuenseuunees X,XXX 
Taxable incOMe’. «cc cease eee ee een sce or etc neie © © 56h eee $ XX,XXX 
Tax on taxable income (See Tax Tables or Tax Rate Schedules) ...................e.000e $ XXX 
Less: Tax credits (including income taxes withheld and prepaid) .....................05- (xxx) 


Tax due (or refund)... occ cic cob cegwh oe 6 ee esa 


THE BIG PICTURE 


CALCULATION OF 
GROSS INCOME 


At the beginning of the year, Dr. Cliff Payne opens his dental practice as a sole pro- 
prietorship. He previously worked at a large dental clinic where he was a salaried 
employee. For his new business, he selects a December 31 year-end. 

Dr. Payne’s financial reporting system provides him with the following informa- 
tion regarding the income from his dental practice for the first year of operation. 


Revenues (amounts billed patients for dental services) $385,000 
Accounts receivable: January 1 —0- 


Accounts receivable: December 31 52,000 


The accounts receivable represent the amounts he has billed patients that will be 
paid by the patients, paid by insurance companies, or charged off as uncollectible 
bad debts. 

As an undergraduate student at State University, Cliff took an accounting course. 
He originally had planned on being an accounting major and going to work for one 
of the Big 4 Accounting Firms, but decided that he liked science courses better than 
accounting and business courses. From the accounting course, he remembers that 
the accrual method of accounting provides a better measure of the income and 
expenses of a business. Using the information provided by his financial reporting sys- 
tem, he concludes that the gross income for Federal income tax purposes is the 
$385,000 that he billed his patients for the dental services rendered. 

Has Dr. Payne correctly calculated the gross income of this dental practice? 


CHAPTER 4. Gross Income: Concepts and Inclusions 


r. Zarin lost over $2.5 million of his own money gambling. The casino 

then allowed him to gamble on credit. After several months, his liability to 

the casino totaled more than $3.4 million. Following protracted negotia- 
tions, the casino agreed to settle its claim against Mr. Zarin for a mere $500,000. 
Although Mr. Zarin had paid for gambling losses of $3 million, the IRS had the au- 
dacity to ask him to pay tax on $2.9 million, that is, the amount the casino marked 
down his account.’ Mr. Zarin undoubtedly had difficulty understanding how he 
could be deemed to have income in this situation. 

Given an understanding of the income tax formula, though, one can see how the 
“free” gambling Mr. Zarin enjoyed could constitute income. The starting point in 
the formula is the determination of gross income rather than “net income.” Once 
gross income is determined, the next step is to determine the allowable deductions. 
In Mr. Zarin’s way of thinking, these steps were collapsed. 

This chapter is concerned with the first step in the computation of taxable 
income—the determination of gross income. Questions that are addressed include 
the following: 


e What: What is income? 
e When: In which tax period is the income recognized? 
e Who: Who must include the item of income in gross income? 


The Code provides an all-inclusive definition of gross income in § 61. Chapter 5 
presents items of income that are specifically excluded from gross income 
(exclusions). 


4.1 Gross INcomE—Wuzat Is IT? 


EASED 5ST D RIND IME AS SELLE ELLE AEE PEE ECE SELLE ESE NLA NAO LCOS EERE ILE APOIO P DIE EEE PL DIED ELISE SIT ERE LE LEI IEE NEILL S) 


DEFINITION 


Section 6l(a) of the Internal Revenue Code defines the term gross income as 
follows: 


Except as otherwise provided in this subtitle, gross income means all income 
from whatever source derived. 


This definition is derived from the language of the Sixteenth Amendment to the 
Constitution. 

Supreme Court decisions have made it clear that all sources of income are subject 
to tax unless Congress specifically excludes the type of income received: 


The starting point in all cases dealing with the question of the scope of what is 

included in “gross income” begins with the basic premise that the purpose of 
. . 2 

Congress was to use the full measure of its taxing power.” 


Although at this point we know that income is to be broadly construed, we still do 
not have a satisfactory definition of the term income. Congress left it to the judicial 
and administrative branches to thrash out the meaning of income. 


RECOVERY OF CAPITAL DOCTRINE 


The Constitution grants Congress the power to tax income but does not define the 
term. Because the Constitution does not define income, it would seem that Congress 
could simply tax gross receipts. Although Congress does allow certain deductions, 
none are constitutionally required. However, the Supreme Court has held that there 


arin v. Comm., 90-2 USTC 450,530, 66 AFTR2d 90-5679, 916 F.2d 110 


(CA-3, 1990). 
2James v. U.S., 61-1 USTC 99449, 7 AFTR2d 1361, 81 S.Ct. 1052 (USSC, 1961). 


LO.1 


Explain the concepts of gross 
income and realization and 


distinguish between the 
economic, accounting, and tax 
concepts of gross income. 
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ee aa SE eS PERE 
FRon “ALL SauReES ey A BRORE DEFINITION 


When § 61 refers to “income from whatever source derived, "the: taxing sathoritiost are snes 
reaching far beyond the borders of the United States. Although one interpretation of - 
“source” in this context is type of income (wages, interest, etc.), a broader interpreta- 
tion revolves around the place where the income is generated. In this context, citizens | 
and residents of the United States are subject to taxation on income earned from— @ 
sources both inside and outside the country. This “worldwide income” tax base can 
cause potential double taxation problems, with other countries also taxing income 
earned within their borders, but mechanisms such as the foreign tax credit can alleviate 
these tax burdens. 

Recently, some U.S. corporations have relocated to other countries to avoid the 
higher U.S. tax rates on income earned abroad. Congress is considering ways of stop- 
ping this “flight of capital.” The American Jobs Creation Act of 2004(AJCA) provided an 
incentive for companies to bring profits and production back into the United States. 


GLOBAL 
Tax Issues 


is no income subject to tax until the taxpayer has recovered the capital invested.* 
This concept is known as the recovery of capital doctrine. 

In its simplest application, this doctrine means that sellers eam reduce their gross 
receipts (selling price) by the adjusted basis of the property sold.* This net amount, 
in the language of the Code, is gross income. 


ERATE Dave sells common stock for $15,000. He had purchased the stock for $12,000. Dave's 


gross receipts are $15,000. This amount consists of a $12,000 recovery of capital and 
$3,000 of gross income. # 


Collections on annuity contracts and installment payments received from sales of 
property must be allocated between recovery of capital and income. Annuities are 
discussed in this chapter, and installment sales are discussed in Chapter 18. 


ECONOMIC AND ACCOUNTING CONCEPTS 


The term income is used in the Code but is not separately defined. Thus, the courts 
were required to interpret “the commonly understood meaning of the term which 
must have been in the minds of the people when they adopted the Sixteenth 
Amendment to the Constitution.”° Early in the development of the income tax law, 
a choice had to be made between two competing models: economic income and 
accounting income. In determining the definition of income, the Supreme Court 
rejected the economic concept of income. 

Economists measure income (economic income) by first determining the fair mar- 
ket value of the individual’s net assets (assets minus liabilities) at the beginning and 
end of the year (change in net worth). Then, to arrive at economic income, this 
change in net worth is added to the goods and services that person actually con- 
sumed during the period. Economic income also includes imputed values for such 
items as the rental value of an owner-occupied home and the value of food a tax- 
payer might grow for personal consumption.° 


Doyle v. . Mitchell Bros. Co, 1 USTC 417, 3 AFTR 2979, 38 S.Ct. 467 (USSC, * Merchants Loan and Trust Co. v. Smietanka, 1 USTC 42, 3 AFTR 3102, 41 S.Ct. 

1916). 386 (USSG, 1921). 

‘For a definition of “adjusted basis,” see the Glossary in Appendix C. °See Henry C. Simons, Personal Income Taxation (University of Chicago Press, 
Chicago: 1933), Chapters 2-3. 
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TAXin 
the-NEWS 


Helen’s economic income is calculated as follows: EXAMPLE eG 


Fair market value of Helen’s assets on December 31, 2009 $220,000 


Less liabilities on December 31, 2009 (40,000) 

Net worth on December 31, 2009 $ 180,000 
Fair market value of Helen’s assets on January 1, 2009 $200,000 
Less liabilities on January 1, 2009 (80,000) 

Net worth on January 1, 2009 (120,000) 
Increase in net worth $ 60,000 
Consumption 

Food, clothing, and other personal expenditures 25,000 

Imputed rental value of the home Helen owns 

and occupies 12,000 
Economic income $ 97,000 


The need to value assets annually would make compliance with the tax law bur- 
densome and would cause numerous controversies between the taxpayer and the 
IRS over valuation. In addition, using market values to determine income for tax 
purposes could result in liquidity problems. The taxpayer’s assets may increase in 
value even though they are not readily convertible into the cash needed to pay the 
tax (e.g., commercial real estate). Thus, the IRS, Congress, and the courts have 
rejected the economic concept of income as impractical. 

In contrast, the accounting concept of income is founded on the realization prin- 
ciple.’ According to this principle, income (accounting income) is not recognized 
until it is realized. For realization to occur, (1) an exchange of goods or services must 
take place between the accounting entity and some independent, external group, 
and (2) in the exchange the accounting entity must receive assets that are capable of 
being objectively valued. Thus, the mere appreciation in the market value of assets 
before a sale or other disposition is not sufficient to warrant income recognition. In 
addition, the imputed savings that arise when individuals create assets for their own 
use (e.g., feed grown for a farmer’s own livestock) are not income because no 
exchange has occurred. The courts and the IRS have ruled, however, that embezzle- 
ment proceeds and buried treasures found satisfy the realization requirement and, 


r a 8 
therefore, must be recognized as income. 


8Rutkin v. U.S., 52-1 USTC 49260, 41 AFTR2d 596, 72 S.Ct. 571 (USSC, 1952); 


7See the American Accounting Association Committee Report on the “Real- 
Rev.Rul. 61, 1953-1 C.B. 17. 


ization Concept,” The Accounting Review (April 1965): 312-322. 
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PARTII Gross income 


THE Tax GaP 


The “tax gap” is an estimate of the difference between what 
taxpayers should pay and what they actually pay in Federal 
income taxes each year. It is one of the yardsticks used to 
measure the effectiveness of the Federal income tax system. 
According to Treasury Department estimates, the tax gap is 
more than $300 billion per year. Some of the gap is due to 
deliberate actions by taxpayers, but much of the gap occurs 


www.cengage.com/taxation/swft 


the respondents said they would not report as gross income 
the amounts they won betting on the NCAA basketball 
tournament. Only 35 percent were actually aware that their 
winnings were taxable. 


Source: Adapted from Sandra Block, “If You Gambled and Won, 
Don’t Forget to Give Uncle Sam His Cut in Taxes,” USA Today, March 


27, 2007, p. B3. 
because taxpayers do not understand the tax law. For exam- 


ple, in a recent survey H&R Block found that 60 percent of 


The Supreme Court expressed an inclination toward the accounting concept of 
income when it adopted the realization requirement in Eisner v. Macomber. 


Income may be defined as the gain derived from capital, from labor, or from 
both combined, provided it is understood to include profit gained through a 
sale or conversion of capital assets. ... Here we have the essential matter: not 
a gain accruing to capital; not a growth or increment of value in investment; but a 
gain, a profit, something of exchangeable value, proceeding from the property, 
severed from the capital however invested or employed, and coming in, being 
“derived” —that is, received or drawn by the recipient for his separate use, benefit 
and disposal—that ts, income derived from the property.” 


In summary, income represents an increase in wealth recognized for tax purposes 
only upon realization. 


COMPARISON OF THE ACCOUNTING AND 
TAX CONCEPTS OF INCOME 


Although income tax rules frequently parallel financial accounting measurement 
concepts, differences do exist. Of major significance, for example, is the fact that 
unearned (prepaid) income received by an accrual basis taxpayer often is taxed in 
the year of receipt. For financial accounting purposes, such prepayments are not 
treated as income until earned.'° Because of this and other differences, many corpo- 
rations report financial accounting income that is substantially different from the 
amounts reported for tax purposes (see Reconciliation of Corporate Taxable 
Income and Accounting Income in Chapter 20). 

The Supreme Court provided an explanation for some of the variations between 
accounting and taxable income in a decision involving inventory and bad debt 
adjustments: 


The primary goal of financial accounting is to provide useful information to 
management, shareholders, creditors, and others properly interested; the 
major responsibility of the accountant is to protect these parties from being 
misled. The primary goal of the income tax system, in contrast, is the equitable 
collection of revenue. .. . Consistently with its goals and responsibilities, finan- 
cial accounting has as its foundation the principle of conservatism, with its cor- 
ollary that ‘possible errors in measurement [should] be in the direction of 
understatement rather than overstatement of net income and net assets.’ In 


°] USTC 432, 3 AFTR 3020, 40 S.Ct. 189 (USSC, 1920). Similar differences exist in the deduction area. 
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TAXin 


AcADEmy AWARDS PRESENTERS Must “WALK THE LINE” 
the.NEWS — i 
Movie stars and other film industry luminaries who make The Commissioner of the IRS has put Hollywood on 


the presentations at the Academy Awards ceremony receive notice that “movie stars face the same obligation as ordi- 
“gift baskets” for participating in the event. The gift baskets nary Americans.” Thus, the presenters must include the 
include expense-paid vacations, pearls, chocolates, clothing, value of the basket contents in their gross income. 
and a variety of other items. The IRS has estimated that the 

value of some of the baskets has exceeded $100,000. 


view of the Treasury’s markedly different goals and responsibilities, under- 
statement of income is not destined to be its guiding light. 

... Financial accounting, in short, is hospitable to estimates, probabilities, 
and reasonable certainties; the tax law, with its mandate to preserve the reve- 
nue, can give no quarter to uncertainty.’ 


FORM OF RECEIPT 


Gross income is not limited to cash received. “It includes income realized in any 
form, whether in money, property, or services. Income may be realized [and recog- 
nized], therefore, in the form of services, meals, accommodations, stock or other 
property, as well as in cash.” !2 


EXAMPLE 


Ostrich Corporation allows Bill, an employee, to use a company car for his vacation. Bill 
realizes income equal to the rental value of the car for the time and mileage. @ 


EXAMPLE 4 


Terry owes $10,000 on a mortgage. The creditor accepts $8,000 in full satisfaction of 
the debt. Terry realizes income of $2,000 from retiring the debt.'? m= 


EXAMPLE 5 


Martha is an attorney. She agrees to draft a will for Tom, a neighbor, who is a carpen- 
ter. In exchange, Tom repairs her back porch. Martha and Tom both have gross income 
equal to the fair market value of the services they provide. @ 


A Business MapDE POSSIBLE BY EBAY 


Each Saturday morning Ted makes the rounds of the local because he reasons that he is performing a valuable service 
yard sales. He has developed a keen eye for bargains, but he for others (both the original sellers and the future buyers) 
cannot use all the items he thinks are “real bargains.” Ted and sacrificing profit he could receive. “Besides,” according 
has found a way to share the benefits of his talent with to Ted, “the IRS does not know about these transactions.” 
others. If Ted spots something priced at $40 that he knows is Should Ted's ethical standards depend on his perception of 
worth $100, for example, he will buy it and list it on eBay for his own generosity and the risk that his income-producing 
$70. Ted does not include his gain in his gross income activities will be discovered by the IRS? Discuss. 


Thor Power Tool aia! Comms 79-1 USTC 49139, 43 AFTR2d 79-362, 99 S.Ct. Reg. § 1.61-12. See U.S. v. Kirby Lumber Co., 2 USTC 4814, 10 AFTR 458, 52 
773 (USSG, 1979). S.Ct. 4 (USSC, 1931). Exceptions to this general rule are discussed in 


"Reg. § 1.61-1(a). Chapter 5. 
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Barry Bonps Mabe Matt Marpuy AND THE 
FEDERAL GOVERNMENT RICHER 


oe 


Matt Murphy caught Barry Bonds’s 756th home run ball. $175,000 to pay the tax on his newfound wealth. So Murphy | 
In an interview, Murphy commented, “Part of me wants to put the ball up for auction, where it brought more than : | 
keep it. It’s the greatest American sports accomplishment $750,000. Commenting on his decision to sell the ball, Mur- 

in history.... Part of me might want to sell it, but | really phy said, “It wasn’t hard. It was simple math. I’m upset by 
am leaning toward keeping it. It’s just too valuable, the decision | had to make. | wanted to keep it. I’m young. 
sentimental.” | don’t have the bank account... It would have cost me a lot 

A few days later Murphy said that several people had more to keep it.” 

told him he would be taxed on his valuable souvenir, even 
if he did not sell it. Estimates were that the ball was 
worth $500,000, which meant Murphy would need almost 


Source: Adapted from “No. 756 Is Going to Auction,” Associated Press, 
August 21, 2007. 


4.2 YEAR OF INCLUSION _ 


AOE RE 


L0.2 TAXABLE YEAR 


pe a al The annual accounting period or taxable year is a basic component of our tax sys- 
tem.'* Generally, an entity must use the calendar year to report its income. However, 
a fiscal year (a period of 12 months ending on the last day of any month other than 
December) can be elected if the taxpayer maintains adequate books and records. 
This fiscal year option generally is not available to partnerships, S corporations, and 
personal service corporations, as discussed in Chapter 18.'° 

Determining the particular year in which the income will be taxed is important 
for determining when the tax must be paid. But the year each item of income is sub- 
ject to tax can also affect the total tax liability over the entity’s lifetime. This is true 
for the following reasons: 


methods of accounting and the 
related effects of the choice of 
taxable year. 


e With a progressive rate system, a taxpayer’s marginal tax rate can change 
from year to year. 

® Congress may change the tax rates. 

° The relevant rates may change because of a change in the entity’s status 
(e.g., a person may marry or a business may be incorporated). 

° Several provisions in the Code are dependent on the taxpayer’s gross 
income for the year (e.g., whether the person can be claimed as a depen- 
dent, as discussed in Chapter 3). 


ACCOUNTING METHODS 


The year an item of income is subject to tax often Pata sant upon which acceptable 
accounting method the taxpayer regularly employs.'® The three primary methods of 
accounting are (1) the cash receipts and disbursements method, (2) the accrual 
method, and (3) the hybrid method. Most individuals use the cash receipts and dis- 
bursements method of accounting, whereas most corporations use the accrual 
method. The Regulations require the accrual method oy determining purchases and 
sales when inventory is an income-producing factor.'’ Some businesses employ a 
hybrid method that is a combination of the cash and accrual methods of accounting. 


‘See Accounting Periods in Chapter 18. "Reg. § 1.446-1(c)(2)(i). Other circumstances in which the accrual method 
'8§ 441(a) and (d). must be used are presented in Chapter 18. For the small business exception 
'*See Accounting Methods in Chapter 18. to the inventory requirement, see Rev.Proc. 2002-28, 2002-1 C.B. 815. 
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In addition to these overall accounting methods, a taxpayer may choose to spread 
the gain from an installment sale of property over the collection periods by using the 
installment method of income recognition. Contractors may either spread profits from 
contracts over the periods in which the work is done (the percentage of completion 
method) or defer all profit until the year in which the project is completed (the com- 
pleted contract method, which can be used only in limited circumstances).!® 

The IRS has the power to prescribe the accounting method to be used by the tax- 


payer. Section 446(b) grants the IRS broad powers to determine if the accounting 
method used clearly reflects income. 


If no method of accounting has been regularly used by the taxpayer, or if the 
method used does not clearly reflect income, the computation of taxable income shall be 
made under such method as, in the opinion of the Secretary ... does clearly reflect 
income. 


A change in the method of accounting requires the consent of the IRS.'° 


Cash Receipts Method 


Under the cash receipts method, property or services received are included in the tax- 
payer’s gross income in the year of actual or constructive receipt by the taxpayer or 
agent, regardless of whether the income was earned in that year.?? The income 
received need not be reduced to cash in the same year. All that is necessary for 
income recognition is that property or services received have a fair market value—a 
cash equivalent.*! Thus, a cash basis taxpayer who receives a note in payment for 
services has income in the year of receipt equal to the fair market value of the note. 
However, a creditor’s mere promise to pay (e.g., an account receivable), with no sup- 
porting note, usually is not considered to have a fair market value.”” Thus, the cash 
basis taxpayer defers income recognition until the account receivable is collected. 


Dana, an accountant, reports her income by the cash method. In 2009, she performed PeMARPIE S| 


an audit for Orange Corporation and billed the client for $5,000, which was collected 
in 2010. In 2009, Dana also performed an audit for Blue Corporation. Because of Blue’s 
precarious financial position, Dana required Blue to issue an $8,000 secured negotiable 
note in payment of the fee. The note had a fair market value of $6,000. Dana collected 
$8,000 on the note in 2010. Dana’s gross income for the two years is as follows: 


2009 2010 
Fair market value of note received from Blue $6,000 
Cash received 
From Orange on account receivable $ 5,000 
From Blue on note receivable 8,000 
Less: Recovery of capital (6,000) 
Total gross income $6,000 $ 7,000 


Generally, a check received is considered a cash equivalent. Thus, a cash basis tax- 
payer must recognize the income when the check is received. This is true even if the 
taxpayer receives the check after banking hours. An exception to this rule is that if 
the person paying with the check requests that the check not be cashed until a subse- 
quent date, the cash basis income is deferred until the date the check can be Le 


cashed.”* 
88S 453 and 460. See Chapter 18 for limitations on the use of the installment Reg. §§ 1.446-1(a)(3) and (c)(1)(i). 
method and the completed contract method. 22 Bedell v. Comm., 1 USTC 9359, 7 AFTR 8469, 30 F.2d 622 (CA-2, 1929). 
198 446(e). See Chapter 18. 3Charles F. Kahler, 18 T.C. 31 (1952); Bright v. U.S., 91-1 USTC $50,142, 67 
Julia A. Strauss, 2 B.T.A. 598 (1925). See the Glossary in Appendix C for a dis- AFTR2d 91-673, 926 F.2d 383 (CA-5, 1991). 


cussion of the terms “cash equivalent doctrine” and “constructive receipt. 
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Tue CPAs’ AccountTinc METHOD 


Accounting students understand that the accrual method of —_ accrual method of accounting. Yet CPA firms generally use — 
accounting is superior to the cash method for measuring the the cash method to prepare their tax returns. Are the CPAs 
income and expenses from an ongoing business for financial being hypocritical? ; 
reporting purposes. Thus, CPAs advise their clients to use the 


Accrual Method 


Under the accrual method, an item is generally included in the gross income for the 
year in which it is earned, regardless of when the income is collected. The income is 
earned when (1) all the events have occurred that fix the right to receive such income 
and (2) the amount to be received can be determined with reasonable accuracy.”* 

Generally, the taxpayer’s rights to the income accrue when title to property passes 
to the buyer or the services are performed for the customer or client.”” If the rights 
to the income have accrued but are subject to a potential refund claim (e.g., under a 
product warranty), the income is reported in the year of sale, and a deduction is 
allowed in subsequent years when actual claims accrue.”° 

Where the taxpayer’s rights to the income are being contested (e.g., when a con- 
tractor fails to meet specifications), the year in which the income is subject to tax 
depends upon whether payment has been received. If payment has not been 
received, no income is recognized until the claim is settled. Only then is the right to 
the income established.?’ However, if the payment is received before the dispute is 
settled, the court-made claim of right doctrine requires the taxpayer to recognize the 
income in the year of receipt.”® 


EXAMPLE 7 


A contractor completed a building in 2009 and presented a bill to the customer. The 
customer refused to pay the bill and claimed that the contractor had not met specifica- 
tions. A settlement with the customer was not reached until 2010. No income accrues 
to the contractor until 2010. If the customer paid for the work and then filed suit for 
damages, the contractor cannot defer the income (the income is taxable in 2009). = 


The measure of accrual basis income is generally the amount the taxpayer has a 
right to receive. Unlike the cash basis, the fair market value of the customer’s obliga- 
tion is irrelevant in measuring accrual basis income. 


Assume the same facts as in Example 6, except that Dana is an accrual basis taxpayer. 
Dana must recognize $13,000($8,000 + $5,000) gross income in 2009, the year her rights 
to the income accrued. @ 


Hybrid Method 


The hybrid method is a combination of the accrual method and the cash method. 
Generally, when the hybrid method is used, inventory is an income-producing fac- 
tor. Therefore, the Regulations require that the accrual method be used for deter- 
mining sales and cost of goods sold. In this circumstance, to simplify record keeping, 
the taxpayer accounts for inventory using the accrual method and uses the cash 
method for all other income and expense items (e.g., dividend and interest 
income). The hybrid method is primarily used by small businesses. 


™Reg. § 1.451-Ka). *" Burnet v. Sanford and Brooks, 2 USTC 4636, 9 AFTR 603, 51 S.Ct. 150 (USSC, 
Lucas v. North Texas Lumber Co., 2 USTC 9484, 8 AFTR 10276, 50 S.Ct. 184 1931). 
(USSG, 1930). “North American Oil Consolidated Co. v. Burnet, 3 USTC $943, 11 AFTR 16, 52 


** Brown v. Helvering, 4 USTC 91222, 13 AFTR 851, 54 S.Ct. 356 (USSG, 1933). S.Ct. 613 (USSC, 1932). 
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EXCEPTIONS APPLICABLE TO CASH BASIS TAXPAYERS 


Constructive Receipt 


Income that has not actually been received by the taxpayer is taxed as though it 
had been received—the income is constructively received—under the following 
conditions: 


¢ The amount is made readily available to the taxpayer. 


e The taxpayer’s actual receipt is not subject to substantial limitations or 
restrictions.”° 


The rationale for the constructive receipt doctrine is that if the income is available, 
the taxpayer should not be allowed to postpone the income recognition. For 
instance, a taxpayer is not permitted to defer income for December services by refus- 
ing to accept payment until January. However, determining whether the income is 
readily available and whether substantial limitations or restrictions exist necessitates a fac- 
tual inquiry that leads to a judgment call.*° The following are some examples of the 
application of the constructive receipt doctrine. 


Ted is a member of a barter club. In 2009, Ted performed services for other club mem- POExAMETE 9. S| 


bers and earned 1,000 points. Each point entitles him to $1 in goods and services sold 
by other members of the club; the points can be used at any time. In 2010, Ted 
exchanged his points for a new high-definition TV. Ted must recognize $1,000 gross 
income in 2009 when the 1,000 points were credited to his account.?' = 


On December 31, an employer issued a bonus check to an employee but asked her to [EXAMPLE 40000 | 


hold it for a few days until the company could make deposits to cover the check. The 
income was not constructively received on December 31 since the issuer did not have 
sufficient funds in its account to pay the debt.?* = 


Rick owns interest coupons that mature on December 31. The coupons can be con- PEXOMELE 117 


verted to cash at any bank at maturity. Thus, the income is constructively received by 
Rick on December 31, even though Rick failed to cash in the coupons until the follow- 
ing year.** Dove Company mails a dividend check to Rick on December 31, 2009. Rick 
does not receive the check until January 2010. Rick does not realize gross income until 
2010.74 = 


The constructive receipt doctrine does not reach income that the taxpayer is not 
yet entitled to receive even though the taxpayer could have contracted to receive the 
income at an earlier date. 


Sara offers to pay Ivan $100,000 for land in December 2009. Ivan refuses but offers to [MRAMELE 1250 | 


sell the land to Sara on January 1, 2010, when he will be in a lower tax bracket. If Sara 
accepts Ivan’s offer, the gain is taxed to Ivan in 2010 when the sale is completed.*” = 


Income set apart or made available is not constructively received if its actual 
receipt is subject to substantial restrictions. The life insurance industry has used 
substantial restrictions as a cornerstone for designing life insurance contracts 
with favorable tax features. Ordinary life insurance policies provide (1) current 


Reg. § 1.451-2a). “Reg. § 1.451-2(b). 
“Baxter v. Comm., 87-1 USTC 49315, 59 AFTR2d 87-1068, 816 F.2d 493 “Reg. § 1.451-2(b). 
(CA-9, 1987). "Cowden v. Comm., 61-1 USTC 49382, 7 AFTR2d 1160, 289 F.2d 20 (CA-5, 
*\Rey.Rul. 80-52, 1980-1 C.B. 100. 1961). 
"21, M. Fischer, 14T.C. 792 (1950). 
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protection—an amount payable in the event of death—and (2) a savings feature—a 
cash surrender value payable to the policyholder if the policy is terminated during 
the policyholder’s life. The annual increase in cash surrender value is not taxable 
because the policyholder must cancel the policy to actually receive the increase in 
value. Because the cancellation requirement is a substantial restriction, the paler 
holder does not constructively receive the annual increase in cash surrender value. i 
Employees often receive from their employers property subject to substantial restric- 
tions. Generally, no income is recognized until the restrictions lapse. 


PEK AMPLE S307 | Carlos is a key employee of Red, Inc. The corporation gives stock with a value of 


$10,000 to Carlos. The stock cannot be sold, however, for five years. Carlos is not 
required to recognize income until the restrictions lapse at the end of five years. ™ 


Original Issue Discount 


Lenders frequently make loans that require a payment at maturity of more than the 
amount of the original loan. The difference between the amount due at maturity 
and the amount of the original loan is actually interest but is referred to as original 
issue discount. Under the general rules of tax accounting, the cash basis lender would 
not report the original issue discount as interest income until the year the amount is 
collected, although an accrual basis borrower would deduct the interest as it is 
earned. However, the Code puts the lender and borrower on parity by requiring that 
the original issue discount be reported when it is earned, regardless of the taxpayer’s 
accounting method.*® The interest “earned” is calculated by the effective interest 
rate method. 


EXAMPLE 14 005% i On January 1, 2009, Mark, a cash basis taxpayer, pays $82,645 for a 24-month certifi- 
cate. The certificate is priced to yield 10% (the effective interest rate) with interest 
compounded annually. No interest is paid until maturity, when Mark receives 
$100,000. Thus, Mark’s gross income from the certificate is $17,355 ($100,000 — 
$82,645). Mark’s income earned each year is calculated as follows: 


2009(.10 x $82,645) = $ 8,264 
2010 [.10 x ($82,645 + $8,264)] = OS) 
$17,355 


The original issue discount rules do not apply to U.S. savings bonds (discussed in 
the following paragraphs) or to obligations with a maturity date of one year or less 
from the date of issue.*’ See Chapter 16 for additional discussion of the tax treat- 
ment of original issue discount. 


ACCRUAL OF ORIGINAL ISsdE DISCOUNT 


The National Office of the IRS was asked to answer the fol- The IRS's answer was “yes.” The justification for this conclu- 

lowing question: “Must the holder of a debt instrument hav- sion is that otherwise the debtor may accrue the interest 

ing original issue discount continue to accrue OID when the expense deduction while the creditor is not recognizing 

financial condition of the issuer is such that there is no rea- income. This concern for symmetry may be of little solace for 

sonable expectation the debt instrument will be redeemed investors in debt instruments issued by financially troubled cor- 

according to its terms?” porations or individuals. Evaluate the position taken by the IRS. 
°° Theodore H. Cohen, 39 T.C. 1055 (1963). *§§ 1272(a)(3) and 1273(a). 


*’§ 83(a). See also the discussion of Restricted Property Plans in Chapter 19. 898 1272(a)(2). 


1 
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Tax Issues 


Tax Crepit NeuTRALIZES FoREIGN INCOME TAXES 


When a U.S. taxpayer invests in a foreign country, that investment income is subject to 
tax in the United States and may also be subject to tax in the foreign country. However, 
the taxpayer is allowed a credit on his or her U.S. Federal income tax return for income 
taxes paid to the foreign country. The credit system allows the taxpayer to treat the 
taxes paid to the foreign country as though they were paid to the United States. If the 
foreign taxes paid are less than the U.S. tax on the income, the foreign taxes have cost 
the taxpayer nothing. On the other hand, if the foreign taxes are greater than the U.S. 
tax on the income, the credit is limited to the amount of the U.S. tax on the income. In 
this case, the taxes paid by the taxpayer will exceed what they would have been if the 
income had been earned in the United States. 


Series E and Series EE Bonds 


Certain U.S. government savings bonds (Series E before 1980 and Series EE after 
1979) are issued at a discount and are redeemable for fixed amounts that increase at 
stated intervals. No interest payments are actually made. The difference between the 
purchase price and the amount received on redemption is the bondholder’s interest 
income from the investment. 

The income from these savings bonds is generally deferred until the bonds are 
redeemed or mature. Furthermore, Series E bonds previously could be exchanged 
within one year of their maturity date for Series HH bonds, and the interest on the 
Series E bonds could be further deferred until maturity of the Series HH bonds.*” 
Thus, U.S. savings bonds have attractive income deferral features not available with 
corporate bonds and certificates of deposit issued by financial institutions. 

Of course, the deferral feature of government bonds issued at a discount is not an 
advantage if the investor has insufficient income to be subject to tax as the income 
accrues. In fact, the deferral may work to the investor’s disadvantage if the investor 
has other income in the year the bonds mature or the bunching of the bond interest 
into one tax year creates a tax liability. Fortunately, U.S. government bonds have a 
provision for these investors. A cash basis taxpayer can elect to include in gross 
income the annual increment in redemption value. : 


Kate purchases Series EE U.S. savings bonds for $500 (face value of $1,000) on January 2 
of the current year. If the bonds are redeemed during the first six months, no interest is 
paid. At December 31, the redemption value is $519.60. 

If Kate elects to report the interest income annually, she must report interest income 
of $19.60 for the current year. If she does not make the election, she will report no in- 
terest income for the current year. @ 


When a taxpayer elects to report the income from the bonds on an annual basis, 
the election applies to all such bonds the taxpayer owns at the time of the election 
and to all such securities acquired subsequent to the election. A change in the 
method of reporting the income from the bonds requires permission from the IRS. 


Amounts Received under an Obligation to Repay 


The receipt of funds with an obligation to repay that amount in the future is the 
essence of borrowing. Because the taxpayer’s assets and liabilities increase by the 
same amount, no income is realized when the borrowed funds are received. Because 


of the savings bond interest exclusion. This exchange opportunity applied 


“Treas. Dept. Circulars No. 1-80 and No. 2-80, 1980-1 C.B. 714, 715. Note 
EL oer through August 31, 2004. 


that interest is paid at semiannual intervals on the Series HH bonds and 
rs . . 418 
must be included in income as received. Refer to Chapter 5 for a discussion § 454(a). 
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amounts paid to the taxpayer by mistake and customer deposits are often classified 
as borrowed funds, receipt of these funds is not a taxable event. 


EXAMPLE ea A landlord receives a damage deposit from a tenant. The landlord does not recognize 


income until the deposit is forfeited because the landlord has an obligation to repay 
the deposit if no damage occurs.*? However, if the deposit is in fact a prepayment of 
rent, it is taxed in the year of receipt. @ 


EXCEPTIONS APPLICABLE TO ACCRUAL BASIS TAXPAYERS 
Prepaid Income 


For financial reporting purposes, advance payments received from customers are 
reflected as prepaid income and as a liability of the seller. However, for tax purposes, 
the prepaid income often is taxed in the year of receipt. 


VEX AM PLE $7007 00 In December 2009, a tenant pays his January 2010 rent of $1,000. The accrual basis land- 


lord must include the $1,000 in her 2009 gross income for tax purposes, although the 
unearned rent income is reported as a liability on the landlord’s December 31, 2009 
balance sheet. @ 


Taxpayers have repeatedly argued that deferral of income until it is actually 
earned properly matches revenues and expenses. Moreover, a proper matching of 
income with the expenses of earning the income is necessary to clearly reflect 
income, as required by the Code. The IRS responds that § 446(b) grants it broad 
powers to determine whether an accounting method clearly reflects income. The 
IRS further argues that generally accepted financial accounting principles should 
not dictate tax accounting for prepaid income because of the practical problems of 
collecting Federal revenues. Collection of the tax is simplest in the year the taxpayer 
receives the cash from the customer or client. 

After a number of years of continual disputes between the IRS and taxpayers, in 
1971 the IRS relented and modified its rules on the prepaid income issue in some sit- 
uations, as explained below. 


Deferral of Advance Payments for Goods 


Generally, a taxpayer can elect to defer recognition of income from advance payments 
for goods if the method of accounting for the sale is the same for tax and financial 
reporting purposes.** 


BA AME EOS Brown Company will ship goods only after payment for the goods has been received. 


In December 2009, Brown received $10,000 for goods that were not shipped until Janu- 
ary 2010. Brown can elect to report the income for tax purposes in 2010, assuming the 
company reports the income in 2010 for financial reporting purposes. @ 


Deferral of Advance Payments for Services 


Revenue Procedure 2004-344 permits an accrual basis taxpayer to defer recogni- 
tion of income for advance payments for services to be performed after the end of the 
tax year of receipt. The portion of the advance payment that relates to services per- 
formed in the tax year of receipt is included in gross income in the tax year of 
receipt. The portion of the advance payment that relates to services to be performed 
after the tax year of receipt is included in gross income in the tax year following the tax 
year of receipt of the advance payment. 


* John Mantell, 17 T.C. 1143 (1952). “2004-1 C.B. 991. 
“Reg. § 1.451-5(b). See Reg. § 1.451-5(c) for exceptions to this deferral op- 

portunity. The financial accounting conformity requirement is not applica- 

ble to contractors who use the completed contract method. 
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Yellow Corporation, an accrual basis calendar year taxpayer, sells its services under PEXAMPEE (8 


12-month, 24-month, and 36-month contracts. The corporation provides services to 
each customer every month. On May 1, 2009, Yellow Corporation sold the following 


customer contracts: 
Length of Contract Total Proceeds 
12 months $3,000 
24 months 4,800 
36 months 7,200 


Yellow may defer until 2010 all of the income that will be earned after 2009. 


Length of Contract Income Recorded in 2009 Income Recorded in 2010 
12 months $2,000 ($3,000 x 8/12) $1,000 ($3,000 x 4/12) 
24 months 1,600($4,800 x 8/24) 3,200($4,800 x 16/24) 
36 months 1,600 ($7,200 x 8/36) 5,600($7,200 x 28/36) 
| 


Revenue Procedure 2004-34 does not apply to prepaid rent or prepaid interest. 
Advance payments for these items are always taxed in the year of receipt. 


4.3 INCOME SOURCES 


PERSONAL SERVICES L0.3 


Identify who should pay the tax 


It is a well-established principle of taxation that income from personal services must ' ; 

; $ : ; : was Be on a particular item of income in 
be included in the gross income of the person who performs the To ed RE princi- varindesiodtions. 
ple was first established in a Supreme Court decision, Lucas v. Earl.™ Mr. Earl entered 
into a binding agreement with his wife under which Mrs. Earl was to receive one-half 
of Mr. Earl’s salary. Justice Holmes used the celebrated fruit and tree metaphor to 
explain that the fruit (income) must be attributed to the tree from which it came 
(Mr. Earl’s services). A mere assignment of income does not shift the liability for the tax. 


Services of an Employee 

Services performed by an employee for the employer’s customers are considered 
performed by the employer. Thus, the employer is taxed on the income from the 
services provided to the customer, and the employee is taxed on any compensation 
received from the employer.*® 


Dr. Shontelle incorporates her medical practice and enters into a contract to work for PERAMELE 208 | 


the corporation for a salary. All patients contract to receive their services from the cor- 
poration, and those services are provided through the corporation’s employee, 
Dr. Shontelle. The corporation must include the patients’ fees in its gross income. 
Dr. Shontelle must include her salary in her gross income. The corporation is allowed a 
deduction for the reasonable salary paid to Dr. Shontelle (see the discussion of unrea- 


sonable compensation in Chapter 6). @ 


Services of a Child 

In the case of a child, the Code specifically provides that amounts earned from per- 
sonal services must be included in the child’s gross income. This result applies even 
though the income is paid to other persons (e.g., the parents) oi 


“2 USTC $496, 8 AFTR 10287, 50 S.Ct. 241 (USSG, 1930). “§ 73, For circumstances in which the child’s unearned income is taxed at 
“Sargent v. Comm., 91-1 USTC 450,168, 67 AFTR2d 91-718, 929 F.2d 1252 the parents’ rate, see Kiddie Tax—Unearned Income of Children Taxed at 
(CA-8, 1991) Parents’ Rate in Chapter 3. 
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INCOME FROM PROPERTY 


Income from property (interest, dividends, rent) must be included in the gross 
income of the owner of the property. If a father clips interest coupons from bonds 
shortly before the interest payment date and gives the coupons to his son, the inter- 
est will still be taxed to the father. A father who assigns rents from rental property to 
his daughter will be taxed on the rent since he retains ownership of the property. 

Often income-producing property is transferred after income from the property 
has accrued, but before the income is recognized under the transferor’s method of 
accounting. The IRS and the courts have developed rules to allocate the income 
between the transferor and the transferee. 


Interest 


According to the IRS, interest accrues daily. Therefore, the interest for the period 
that includes the date of the transfer is allocated between the transferor and trans- 
feree based on the number of days during the period that each owned the property. 


| EXAMPLE 210 Floyd, a cash basis taxpayer, gave his son, Seth, bonds with a face amount of $10,000 


and an 8% stated annual interest rate. The gift was made on January 31, 2009, and the 
interest was paid on December 31, 2009. Floyd must recognize $68 in interest income 
(8% x $10,000 x 31/365). Seth will recognize $732 in interest income ($800 — $68). = 


When the transferor must recognize the income from the property depends upon 
the method of accounting and the manner in which the property was transferred. In 
the case of a gift of income-producing property, the donor must recognize his or her 
share of the accrued income at the time it would have been recognized had the do- 
nor continued to own the property.*? However, if the transfer is a sale, the transferor 
must recognize the accrued income at the time of the sale. This results because the 
accrued interest will be included in the sales proceeds. 


Assume the same facts as in Example 21, except that the interest that was payable as of 
December 31 was not actually or constructively received by the bondholders until Janu- 
ary 3, 2010. As a cash basis taxpayer, Floyd generally does not recognize interest - 
income until it is received. If Floyd had continued to own the bonds, the interest would 
have been included in his 2010 gross income, the year it would have been received. 
Therefore, Floyd must include the $68 accrued income in his gross income as of January 
3, 2010. 

Further assume that Floyd sold identical bonds on the date of the gift. The bonds 
sold for $9,900, including accrued interest. On January 31, 2009, Floyd must recognize 
the accrued interest of $68 on the bonds sold. Thus, the selling price of the bonds is 
$9,832 ($9,900 — $68). = 


Dividends 


A corporation is taxed on its earnings, and the shareholders are taxed on the divi- 
dends paid to them from the corporation’s after-tax earnings. The dividend can take 
the form of an actual dividend or a constructive dividend (e.g., shareholder use of 
corporate assets). 

Partial relief from the double taxation of dividends has been provided in the Jobs 
and Growth Tax Relief Reconciliation Act of 2003 and extended by the Tax Increase 
Prevention Act of 2005 (TIPRA). Generally, dividends received in taxable years be- 
ginning after 2002 are taxed at the same marginal rate that is applicable to a net Ccap- 
ital gain.” Thus, individuals otherwise subject to the 10 or 15 percent marginal tax 
rate paid only a 5 percent tax on qualified dividends received in 2007, and in 


“Galt v. Comm., 54-2 USTC 99457, 46 AFTR 633, 216 F.2d 41 (CA-7, 1954); *Rev.Rul. 72-312, 1972-1 C.B. 22. 
Helvering v. Horst, 40-2 USTC 99787, 24 AFTR 1058, 61 S.Ct. 144 (USSC, 598 1(h)(11). 
1940). 


CHAPTER 4 Gross Income: Concepts and Inclusions 


2008-2010 such individuals are eligible for a 0 percent tax on qualified dividends 
received. Individuals subject to the 25, 28, 33, or 35 percent marginal tax rate pay a 
15 percent tax on qualified dividends received. Thus, dividends receive favorable 
treatment as compared to interest income. 

Note that qualified dividends are not treated as capital gains in the gains and 
losses netting process; thus, they are not reduced by capital losses. Qualified dividend 
income is merely taxed at the rates that would apply to the taxpayer if he or she had 
an excess of net long-term capital gain over net short-term capital loss. 

Because the beneficial tax rate is intended to mitigate double taxation, only cer- 
tain dividends are eligible for the beneficial treatment. Excluded are certain divi- 
dends from foreign corporations, dividends from tax-exempt entities, and dividends 
that do not satisfy the holding period requirement. 

A dividend from a foreign corporation is eligible for qualified dividend status only 
if one of the following requirements is met: (1) the foreign corporation’s stock is 
traded on an established U.S. securities market, or (2) the foreign corporation is eli- 
gible for the benefits of a comprehensive income tax treaty between its country of 
incorporation and the United States. 

To satisfy the holding period requirement, the stock on which the dividend is 
paid must have been held for more than 60 days during the 121-day period begin- 
ning 60 days before the ex-dividend date.°! The purpose of this requirement is to 
prevent the taxpayer from buying the stock shortly before the dividend is paid, 
receiving the dividend, and then selling the stock at a loss (a capital loss) after 
the stock goes ex-dividend. A stock’s price often declines after the stock goes 
ex-dividend. 


In June 2009, Green Corporation pays a dividend of $1.50 on each share of its common 
stock. Madison and Daniel, two unrelated shareholders, each own 1,000 shares of the 
stock. Consequently, each receives $1,500 (1,000 shares x $1.50). Assume Daniel satis- 
fies the 60/121-day holding period rule, but Madison does not. The $1,500 Daniel 
receives is subject to preferential 15%/0% treatment in 2009 (15%/5% if the dividend 
had been paid in 2007 and 15%/0% if the dividend had been paid in 2008). The $1,500 
Madison receives, however, is not. Because Madison did not comply with the holding 
period rule, her dividend is not a qualified dividend and is taxed at ordinary income 
rates. = 


Assume that both Madison and Daniel in Example 23 are in the 35% tax bracket. Conse- 
quently, Madison pays a tax of $525(35% x $1,500) on her dividend, while Daniel pays 
a tax of $225(15% x $1,500) on his. The $300 saving that Daniel enjoys underscores the 
advantages of a qualified dividend. = 


Unlike interest, dividends do not accrue on a daily basis because the declaration 
of a dividend is at the discretion of the corporation’s board of directors. Generally, 
dividends are taxed to the person who is entitled to receive them—the shareholder 
of record as of the corporation’s record date.°* Thus, if a taxpayer sells stock after a 
dividend has been declared but before the record date, the dividend generally will 
be taxed to the purchaser. 

Ifa donor makes a gift of stock to someone (e.g., a family member) after the dec- 
laration date but before the record date, the Tax Court has held that the donor does 
not shift the dividend income to the donee. The /ruit has sufficiently ripened as of 
the declaration date to tax the dividend income to the donor of the stock.” In a sim- 
ilar set of facts, the Fifth Circuit Court of Appeals concluded that the dividend 
income should be included in the gross income of the donee (the owner at the 


EXAMPLE 23 


4-17 


SERB ELE 2s 


poration finalizes the list of shareholders who will receive the dividends. holders who are entitled to receive the dividend. 


8M. G. Anton, 34 T.C. 842 (1960). 


‘'The bs cividend date is dhotdate following the record date on which the cor- Reg. § 1.61-9(c). The record date is the cutoff for determining the share- 
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record date). In this case, the taxpayer gave stock to a qualified chan (a charitable 
contribution) after the declaration date and before the record date.>* 


| EXAMPLE 2500 On June 20, the board of directors of Black Corporation declares a $10 per share divi- 


dend. The dividend is payable on June 30, to shareholders of record on June 25. As of 
June 20, Maria owned 200 shares of Black Corporation's stock. On June 21, Maria sold 
100 of the shares to Norm for their fair market value and gave 100 of the shares to Sam 
(her son). Both Norm and Sam are shareholders of record as of June 25. Norm (the pur- 
chaser) will be taxed on $1,000 since he is entitled to receive the dividend. However, 
Maria (the donor) will be taxed on the $1,000 received by Sam (the donee) because the 
gift was made after the declaration date of the dividend. @ 


“ey, . te : ENHANCING LOTTERY WINNINGS 


Some family members have net losses from gambling, which Suppose that the winner gives the paaing 5 ticket to the fam- : 
can be used only to reduce gambling gains. Another family ily members with gambling losses, thereby creating what i is. 
member has a substantial gain from winning the lottery. tantamount to tax-exempt income. Evaluate this proposal. Sot 


INCOME RECEIVED BY AN AGENT 


Income received by the taxpayer’s agent is considered to be received by the tax- 
payer. A cash basis principal must recognize the income at the time it is received by 
the agent.” 


PPX AMPER 28 S| Jack, a cash basis taxpayer, delivered cattle to the auction barn in late December. The 


auctioneer, acting as the farmer's agent, sold the cattle and collected the proceeds in De- 
cember. The auctioneer did not pay Jack until the following January. Jack must include 
the sales proceeds in his gross income for the year the auctioneer received the funds. @ 


INCOME FROM PARTNERSHIPS, S CORPORATIONS, 
TRUSTS, AND ESTATES 


A partnership is not a separate taxable entity. Rather, the partnership merely files an in- 
formation return (Form 1065), which serves to provide the data necessary for deter- 
mining the character and amount of each partner’s distributive share of the 
partnership’s income and deductions. Each partner must then report his or her distrib- 
utive share of the partnership’s income and deductions for the partnership’s tax year 
ending within or with the partner’s tax year. The income must be reported by each 
partner in the year it is earned, even if such amounts are not actually distributed to the 
partners. Because a partner pays tax on income as the partnership earns it, a distribu- 
tion by the partnership to the partner is treated under the recovery of capital rules.”° 


EXAMPLE 27. 


Tara owns a one-half interest in the capital and profits of T & S Company (a calendar 
year partnership). For tax year 2009, the partnership earned revenue of $150,000 and 
had operating expenses of $80,000. During the year, Tara withdrew from her capital 
account $2,500 per month (for a total of $30,000). For 2009, Tara must report $35,000 
as her share of the partnership's profits [2 x ($150,000 — $80,000)] even though she 
received distributions of only $30,000. = 


**Caruth Corp. v. U. S, 89-1 USTC 99172, 63 AFTR2d 89-716, 865 F.2d 644 *°§ 706(a) and Reg. § 1.706-1(a)(1). For further discussion, see Chapter 20. 
(CA-5, 1989). 
>Rey.Rul. 79-379, 1979-2 C.B. 204. 


Mr. Banks sued his employer for employment discrimination 
and received a settlement. Banks's attorney received approxi- 


mately one-third of the settlement, and Banks reasoned that he 


should include only the remaining amount in his gross income. 
The U.S. Supreme Court disagreed. The Court applied 
“assignment of income” and “principal-agent” reasoning to 
conclude that Banks was required to include the entire settle- 
ment amount in his gross income. The Court considered the 
lawsuit a property interest. Banks controlled the lawsuit and 
diverted some of the proceeds to the attorney; that is, Banks 
assigned a portion of his income to the attorney. The Court 
rejected Banks's argument that he and the attorney were 


CHAPTER 4 Gross Income: Concepts and Inclusions 4-19 


_ THE ATTORNEY’S FEE WAS THE PLAINTIFF’S INCOME 


partners pursuing the lawsuit. Instead, the Court concluded 
that Banks and his attorney maintained a “quintessential prin- 
cipal-agent relationship,” with the attorney-agent pursuing 
the rights of his principal, Banks. Under well-settled principles 
of tax law, the amount received as a result of the agent's 
efforts nevertheless belonged to Banks, the principal. Accord- 
ing to the Court, the tax treatment of the amount due 
the attorney would have to be addressed through the tax 
deduction rules. For Mr. Banks, this deduction was classified as 
a miscellaneous itemized deduction subject to the 2 percent 
floor under § 67. After the Supreme Court decision, Congress 
modified § 67 to allow the deduction as a deduction for AGI. 


Contrary to the general provision that a corporation must pay tax on its income, 
a small business corporation may elect to be taxed similarly to a partnership. Thus, 
the shareholders, rather than the corporation, pay the tax on the corporation’s 
income.’ The electing corporation is referred to as an S$ corporation. Generally, the 
shareholders report their proportionate shares of the corporation’s income and 
deductions for the year, whether or not the corporation actually makes any distribu- 
tions to the shareholders. 

The beneficiaries of estates and trusts generally are taxed on the income earned by 
the estates or trusts that is actually distributed or required to be distributed to 
them.°® Any income not taxed to the beneficiaries is taxable to the estate or trust. 


THE HONEST AND DISHONEST PARTNERS 


Suppose that a partner in a professional practice collects a 
large fee from a client but does not tell the other partners. 
The partner subsequently loses the fee gambling. Later the 
IRS discovers the partner's diversion of the partnership's 
income. Because the fee was earned by the partnership, 
each of the partners was required to report a share of the 
diverted income, although the dishonest partner received 
all the benefit of the income. The other partners’ legal 


remedy is to collect from their dishonest partner. If the 
efforts to collect are unsuccessful, the partners’ tax remedy 
is a bad debt deduction when the receivable is determined 
to be worthless. 

Is it fair that the honest partners must pay income tax 
on funds they unintentionally “loaned” to their dishonest 
colleague? 


INCOME IN COMMUNITY PROPERTY STATES 


General 

State law in Louisiana, Texas, New Mexico, Arizona, California, Washington, Idaho, 
Nevada, and Wisconsin is based upon a community property system. In Alaska, 
spouses can choose to have the community property rules apply. All other states have 
a common law property system. The basic difference between common law and com- 
munity property systems centers around the property rights of married persons. 


Taxation: Corporations, Partnerships, Estates, and Trusts, Chapters 10, 11, 12, 


mgS | 361(a) and 1366. For further discussion, see Chapter 20. Shs 46) 


®8§§ 652(a) and 662(a). For further discussion of the taxation of income from 
partnerships, S corporations, trusts, and estates, see South-Western Federal 
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Questions about community property income most frequently arise when the hus- 
band and wife file separate returns. 

Under a community property system, all property is deemed either to be separately 
owned by the spouse or to belong to the marital community. Property may be held 
separately by a spouse if it was acquired before marriage or received by gift or inheri- 
tance following marriage. Otherwise, any property is deemed to be community prop- 
erty. For Federal tax purposes, each spouse is taxed on one-half of the income from 
property belonging to the community. 

The laws of Texas, Louisiana, Wisconsin, and Idaho distinguish between separate 
property and the income it produces. In these states, the income from separate 
property belongs to the community. Accordingly, for Federal income tax purposes, 
each spouse is taxed on one-half of the income. In the remaining community prop- 
erty states, separate property produces separate income that the owner-spouse must 
report on his or her Federal income tax return. 

What appears to be income, however, may really represent a recovery of capital. A 
recovery of capital and gain realized on separate property retain their identity as sep- 
arate property. Items such as nontaxable stock dividends, royalties from mineral 
interests, and gains and losses from the sale of property take on the same classifica- 
tion as the assets to which they relate. 


Bob and Jane are husband and wife and reside in California. Among other transactions 
during the year, the following occurred: 


® Nontaxable stock dividend received by Jane on stock that was given to her 
after her marriage by her mother. 

® Gain of $10,000 on the sale of unimproved land purchased by Bob before 
his marriage. 

© Oil royalties of $15,000 from a lease Jane acquired after marriage with her 
separate funds. 


Since the stock dividend was distributed on stock held by Jane as separate property, it 
also is her separate property. The same result occurs for the oil royalties Jane receives. 
All of the proceeds from the sale of the unimproved land (including the gain of 
$10,000) are Bob’s separate property. = 


In all community property states, income from personal services (e.g., salaries, 
wages, income from a professional partnership) is generally treated as if one-half is 
earned by each spouse. 


Fred and Wilma are married but file separate returns. Fred received $25,000 salary and 
$300 taxable interest on a savings account he established in his name. The deposits to 
the savings account were made from Fred's salary that he earned since the marriage. 
Wilma collected $2,000 taxable dividends on stock she inherited from her father. Wil- 
ma’s gross income is computed as follows under three assumptions as to the state of 
residency of the couple: 


California Texas Common Law States 
Dividends $ 2,000 $ 1,000 $2,000 
Salary 12,500 12,500 —0- 
Interest 150 150 —0- 
$14,650 $13,650 $2,000 


Community Property Spouses Living Apart 


The general rules for taxing the income from services performed by residents of 


community property states can create complications and even inequities for spouses 
who are living apart. 
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Cole and Debra were married but living apart for the first nine months of 2009 and PEXAMPLE 3000 


were divorced as of October 1, 2009. In December 2009, Cole married Emily, who was 
married but living apart from Frank before their divorce in June 2009. Cole and Frank 
had no income from personal services in 2009. 

Cole brought into his marriage to Emily a tax liability on one-half of Debra’s earn- 
ings for the first nine months of the year. However, Emily left with Frank a tax liability 
on one-half of her earnings for the first six months of 2009. = 


Congress has developed a simple solution to the many tax problems of commu- 
nity property spouses living apart. A spouse (or former spouse) is taxed only on his 
or her actual earnings from personal services if the following conditions are met:° 


° The individuals live apart for the entire year. 
e They do not file a joint return with each other. 
° No portion of the earned income is transferred between the individuals. 


Jim and Lori reside in a community property state, and both are gainfully employed. PPXAMPLE tl 


On July 1, 2009, they separated, and on June 30, 2010, they were divorced. Assuming 
their only source of income is wages, one-half of such income for each year is earned 
by June 30, and they did not file a joint return for 2009, each should report the follow- 
ing gross income: 


Jim’s Separate Return Lori’s Separate Return 
2009 One-half of Jim’s wages One-half of Jim’s wages 

One-half of Lori’s wages One-half of Lori’s wages 
2010 All of Jim’s wages All of Lori’s wages 


The results would be the same if Jim or Lori married another person in 2010, except 
that the newlyweds would probably file a joint return. @ 


The IRS may absolve from liability an innocent spouse who does not live apart for 
the entire year and files a separate return but omits his or her share of the commu- 
nity income received by the other spouse. To qualify for the innocent spouse relief, 
the taxpayer must not know or must have no reason to know of the omitted commu- 
nity income. Even if all of these requirements cannot be satisfied, the IRS has addi- 
tional statutory authority to absolve the innocent spouse from tax liability. If, under 
the facts and circumstances, it is inequitable to hold the spouse liable for any unpaid 
tax, the IRS can absolve the spouse from tax liability. 


4.4 ITEMS SPECIFICALLY INCLUDED IN 
___ Gross INCOME _ 


The general principles of gross income determination (discussed in the previous 
sections) as applied by the IRS and the courts have on occasion yielded results Con- 
gress found unacceptable. Consequently, Congress has provided more specific rules 
for determining the gross income from certain sources. Some of these special rules 
appear in §§ 71-90 of the Code. 


ALIMONY AND SEPARATE MAINTENANCE PAYMENTS 


When a married couple divorce or become legally separated, state law generally 
requires a division of the property accumulated during the marriage. In addition, 


8 66. 


L0.4 


Apply the Internal Revenue 
Code provisions on alimony, 
loans made at below-market 
interest rates, annuities, prizes 
and awards, group term life 
insurance, unemployment 
compensation, and Social 
Security benefits. 


7 
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one spouse may have a legal obligation to support the other spouse. The Code distin- 
guishes between the support payments (alimony or separate maintenance) and the 
property division in terms of the tax consequences. 

Alimony and separate maintenance payments are deductible by the party making the 
payments and are includible in the gross income of the party receiving the pay- 
ments.°° Thus, income is shifted from the income earner to the income beneficiary, 
who is better able to pay the tax on the amount received. 


PS BRA MELB 82 2 Pete and Tina are divorced, and Pete is required to pay Tina $15,000 of alimony each 


year. Pete earns $31,000 a year. The tax law presumes that because Tina receives the 
$15,000, she is better able than Pete to pay the tax on that amount. Therefore, Tina 
must include the $15,000 in her gross income, and Pete is allowed to deduct $15,000 
from his gross income. @ 


A transfer of property other than cash to a former spouse under a divorce decree or 
agreement is not a taxable event. The transferor is not entitled to a deduction and 
does not recognize gain or loss on the transfer. The transferee does not recognize 
income and has a cost basis equal to the transferor’s basis." 


EXAM PEE SSS Paul transfers stock to Rosa as part of a 2009 divorce settlement. The cost of the stock 


to Paul is $12,000, and the stock’s value at the time of the transfer is $15,000. Rosa later 
sells the stock for $16,000. Paul is not required to recognize gain from the transfer of 
the stock to Rosa, and Rosa has a realized and recognized gain of $4,000 ($16,000 — 
$12,000) when she sells the stock. @ 


In the case of cash payments, however, it is often difficult to distinguish payments 
under a support obligation (alimony) and payments for the other spouse’s property 
(property settlement). In 1984, Congress developed objective rules to classify the 


payments. 
Post-1984 Agreements and Decrees 


Payments made under post-1984 agreements and decrees are classified as alimony 
only if the following conditions are satisfied: 


\ 


1. The paymentsare in cash. (\o4 prc we yh, ) 
2. The agreement or decree does not specify that the payments are not 
alimony. 


3. The payor and payee are not members of the same household at the time 
the payments are made. 

4. There is no liability to make the payments for any period after the death 
of the payee.” 


Requirement 1 simplifies the law by clearly distinguishing alimony from a prop- 
erty division; that is, if the payment is not in cash, it must be a property division. 
Requirement 2 allows the parties to determine by agreement whether or not the pay- 
ments will be alimony. The prohibition on cohabitation—requirement 3—is aimed 
at assuring the alimony payments are associated with duplicative living’ expenses 
(maintaining two households). Requirement 4 is an attempt to prevent alimony 
treatment from being applied to what is, in fact, a payment for property rather than 
a support obligation. That is, a seller’s estate generally will receive payments for 
property due after the seller’s death. Such payments after the death of the payee 
could not be for the payee’s support. 


8S 71 and 215. *§ 71(b)(1). This set of alimony rules can also apply to pre-1985 agreements 
*'§ 1041, added to the Code in 1984 to repeal the rule of U.S. v. Davis, 62-2 and decrees if both parties agree in writing. The rules applicable to pre- 
USTC 99509, 9 AFTR2d 1625, 82 S.Ct. 1190 (USSG, 1962). Under the Davis 1985 agreements and decrees are not discussed in this text. 


rule, which applied to pre-1985 divorces, a property transfer incident to * Alexander Washington, 77 T.C. 601 (1981) at 604. 
divorce was a taxable event. 
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CONCEPT SUMMARY 


_— a Tax Treatment of Payments and Transfers Pursuant to Post-1984 Divorce Agreements and Decrees 


Payor : Recipient 
Alimony Deduction from gross income. Included in gross income. 
Alimony recapture Included in gross income of the third year. Deducted from gross income of the third year. 
Child support __ Not deductible. Not includible in gross income. 
Property settlement No income or deduction. No income or deduction; basis for the property 


___ isthe same as the transferor’s basis. 


Front-Loading 


As a further safeguard against a property settlement being disguised as alimony, spe- 
cial rules apply to post-1986 agreements if payments in the first or second year 
exceed $15,000. If the change in the amount of the payments exceeds statutory lim- 
its, alimony recapture results to the extent of the excess alimony payments. In the third 
year, the payor must include the excess alimony payments for the first and second 
years in gross income, and the payee is allowed a deduction for these excess alimony 
payments. The recaptured amount is computed as follows: 


R=D+E 
D = B—(C + $15,000) 


Ba At oe se $15,000) 


R = amount recaptured in Year 3 tax return 
D = recapture from Year 2 
E = recapture from Year 1 
A, B, C = payments in the first (A), second (B), and third (C) calendar years of the 
agreement or decree, where D > 0, E > 0 


The recapture formula provides an objective technique for determining alimony 
recapture. Thus, at the time of the divorce, the taxpayers can ascertain the tax conse- 
quences. The general concept is that if the alimony payments decrease by more than 
$15,000 between years in the first three years, there will be alimony recapture with 
respect to the decrease in excess of $15,000 each year. This rule is applied for the 
change between Year 2 and Year 3 (D in the above formula). However, rather than 
making the same calculation for Year 2 payments versus Year 1 payments, the Code 
requires that the average of the payments in Years 2 and 3 be compared with the Year 1 
payments (E in the above formula). For this purpose, revised alimony for Year 2 
(alimony deducted for Year 2 minus the alimony recapture for Year 2) is used. 


Wes and Rita are divorced in 2009. Under the agreement, Rita is to receive $50,000 in 
2009, $20,000 in 2010, and nothing thereafter. The payments are to cease upon Rita’s 
death or remarriage. In 2011, Wes must include an additional $32,500 in gross income 
for alimony recapture, and Rita is allowed a deduction for the same amount. 


D = $20,000 — ($0 + $15,000) = $5,000 


E — $50,000 a re a te $15,000 ~ $27,500 


R = $5,000 + $27,500 = $32,500 


“8 71(f). 
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Note that for 2009 Wes deducts alimony of $50,000, and Rita includes $50,000 in her 
gross income. For 2010, the amount of the alimony deduction for Wes is $20,000, and 
Rita’s gross income from the alimony is $20,000. 

If instead Wes paid $50,000 of alimony in 2009 and nothing for the following years, 


$35,000 would be recaptured in 2011. 
D = $0 — ($0 + $15,000) = —$15,000, but D must be > $0 


E — $50,000 — (Bo $15,000 = $35,000 
R = $0 + $35,000 = $35,000 B 


Alimony recapture does not apply if the decrease in payments is due to the death 
of either spouse or the remarriage of the payee.” Recapture is not applicable 
because these events typically terminate alimony under state laws. In addition, the 
recapture rules do not apply to payments where the amount is contingent (e.g., a 
percentage of income from certain property or a percentage of the payor spouse’s 
compensation), the payments are to be made over a period of three years or longer 
(unless death, remarriage, or other contingency occurs), and the contingencies are 
beyond the payor’s control. 


) EXAMPLE 3300 Under a 2009 divorce agreement, Ed is to receive an amount equal to one-half of Nina’s 


8§ 


66g 


income from certain rental properties for 2009-2012. Payments are to cease upon the 
death of Ed or Nina or upon the remarriage of Ed. Ed receives $50,000 in 2009 and 
$50,000 in 2010; in 2011, however, the property is vacant, and Ed receives nothing. 
Nina, who deducted alimony in 2009 and 2010, is not required to recapture any 
alimony in 2011 because the payments were contingent. @ 


AVOIDING FRONT-LOADING WITH EQUAL PAYMENTS 


Ike and Tina accumulated substantial assets during their 
marriage. In the divorce negotiations, Tina is willing to allow 
Ike to take title to some of the jointly owned assets, but she 
expects a cash payment in exchange. Ike is concerned that 
under the front-loading rules for alimony, a lump-sum cash 
payment will result in gross income to him in the third year. 
He proposes to make equal annual cash payments over the 
next four years to Tina, rather than a lump-sum payment 


Child Support 


now. However, Tina does not want the amount she is enti- 
tled to receive to be subject to the risk that Ike will not be 
able to make future payments. Therefore, Ike proposes that 
he will place the lump-sum amount in an escrow account to 
be held by his attorney, and Tina will be permitted to with- 
draw an equal amount each year for the next four years 


(plus interest). Will Ike’s plan achieve the tax avoidance he 


desires? Is the plan ethical? 


1(f)(5)(A). 
1()(5)(C). 


A taxpayer does not realize income from the receipt of child support payments 
made by his or her former spouse. This result occurs because the money is received 
subject to the duty to use the money for the child’s benefit. The payor is not allowed 
to deduct the child support payments because the payments are made to satisfy the 
payor’s legal obligation to support the child. 

In many cases, it is difficult to determine whether an amount received is alimony 
or child support. If the amount of the payments would be reduced upon the happen- 
ing of a contingency related to a child (e.g., the child attains age 21 or dies), the 
amount of the future reduction in the payment is deemed child support.” 


*"§ 71(c)(2). 


a 


a 
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A divorce agreement provides that Matt is required to make periodic alimony pay- PEXAMPLE 36 0° 


ments of $500 per month to Grace. However, when Matt and Grace’s child reaches age 
21, marries, or dies (whichever occurs first), the payments will be reduced to $300 per | 
month. Grace has custody of the child. Since the required contingency is the cause for : 
the reduction in the payments, from $500 to $300, child support payments are $200 per 
month, and alimony is $300 per month. @ 


IMPUTED INTEREST ON BELOW-MARKET LOANS 


As discussed earlier in the chapter, generally no income is recognized unless it is : 
realized. Realization generally occurs when the taxpayer performs services or sells 
goods and thus becomes entitled to a payment from the other party. It follows that 
no income is realized if the goods or services are provided at no charge. Under this 
interpretation of the realization requirement, before 1984, interest-free loans were 
used to shift income between taxpayers. 


Veneia (daughter) is in the 20% (combined Federal and state rates) tax bracket and has EMEMETE SF 


no investment income. Kareem (father) is in the 50% (combined Federal and state 
rates) tax bracket and has $400,000 in a money market account earning 5% interest. 
Kareem would like Veneia to receive and pay tax on the income earned on the 
$400,000. Because Kareem would also like to have access to the $400,000 should he 
need the money, he does not want to make an outright gift of the money, nor does he 
want to commit the money to a trust. 

Before 1984, Kareem could achieve his goals as follows. He could transfer the money 
market account to Veneia in exchange for her $400,000 non-interest-bearing note, 
payable on Kareem’s demand. As a result, Veneia would receive the income, and the 
family’s taxes would be decreased by $6,000. 


Decrease in Kareem’s tax— 


(.05 x $400,000).50 = ($10,000) 
Increase in Veneia’s tax— 

(.05 x $400,000).20 = 4,000 
Decrease in the family’s taxes ($ 6,000) 


Under the 1984 amendments to the Code, Kareem in Example 37 is required to 
recognize imputed interest income.’ Veneia is deemed to have incurred interest 
expense equal to Kareem’s imputed interest income. Veneia’s interest may be de- 
ductible on her return as investment interest if she itemizes deductions (see Chapter 
10). To complete the fictitious series of transactions, Kareem is then deemed to have 
given Veneia the amount of the imputed interest she did not pay. The gift received 
by Veneia is not subject to income tax (see Chapter 5), although Kareem may be sub- 
ject to the gift tax (unified transfer tax) on the amount deemed given to Veneia 
(refer to Chapter 1). 

Imputed interest is calculated using the rate the Federal government pays on new 
borrowings and is compounded semiannually. This Federal rate is adjusted monthly 
and is published by the IRS.” Actually, there are three Federal rates: short-term (not 
over three years and including demand loans), auC rete (over three years but not 
over nine years), and long-term (over nine years). 


Assume the Federal rate applicable to the loan in Example 37 is 3.5% through June 30 
and 4% from July 1 through December 31. Kareem made the loan on January 1, and 
the loan is still outstanding on December 31. Kareem must recognize interest income 


®§ 787%(a)(1). - 7g 1974(d). 
“gs '7872(b)(2) and (£)(2). 
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CONCEPT SUMMARY 


W™% | Effect of Certain Below-Market Loans on the Lender and Borrower Pot diags: 


Type of Loan 
Gift 


Compensation-related 


Corporation to shareholder 


KS 


Borrower 


‘Lender — 
Step 1 Interest income : Interest expense — 
prensa Gift made Giftreceived 
Step 1 Interest income 5 _ Interest expense 
Step 2 Compensation expense _ Compensation income 
Step 1 Interest income Interest expense 
Step 2 Dividend paid Dividend income 


EXAMPLE 39— 


of $15,140, and Veneia has interest expense of $15,140. Kareem is deemed to have 
made a gift of $15,140 to Veneia. 


Interest calculations: 


January 1-June 30—.035($400,000) (¥2 year) $ 7,000 
July 1-December 31—.04($400,000 + $7,000) (¥2 year) 8,140 
$15,140 


If interest is charged on the loan but is less than the Federal rate, the imputed in- 
terest is the difference between the amount that would have been charged at the 
Federal rate and the amount actually charged. 


Assume the same facts as in Example 38, except that Kareem charged 3% interest, com- 
pounded annually. 


Interest at the Federal rate $15,140 
Less interest charged (.03 x $400,000) (12,000) 
Imputed interest $ 3,140 


The imputed interest rules apply to the following types of below-market loans:”! 


1. Gift loans (made out of love, affection, or generosity, as in Example 37). 

2. Compensation-related loans (employer loans to employees). 

3. Corporation-shareholder loans (a corporation’s loans to its shareholders). 

4. Tax avoidance loans and other loans that significantly affect the borrower’s 
or lender’s Federal tax liability (discussed in the following paragraphs). 


The effects of the first three types of loans on the borrower and lender are summa- 
rized in Concept Summary 4.2. 


Tax Avoidance and Other Below-Market Loans 


In addition to the three specific types of loans that are subject to the imputed inter- 
est rules, the Code includes a catchall provision for tax avoidance loans and other 
arrangements that have a significant effect on the tax liability of the borrower or 
lender. The Conference Report provides the following example of an arrangement 
that might be subject to the imputed interest rules.” 


“H. Rep. No. 98-861, 98th Cong., 2d Sess., 1984, p- 1023. 
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TAXin 


the-NEWS Loans To Execatives PROHIBITED | 


Interest-free loans have become a popular form of compen- Loans by publicly held corporations to their executives 
sation for executives. Several examples of multimillion-dollar are now generally prohibited by Federal law. The Sarbanes- 
loans have come to light as a result of recent bankruptcies by Oxley Act of 2002 (Public Law No. 107-294) places a general 
' large corporations. The board of directors often justifies the prohibition on loans by corporations to their executives. 
loans as necessary to enable the executive to purchase a resi- However, an exception permits corporate loans to finance 
dence or to buy stock in the company. the acquisition of a personal residence for an executive. 


Annual dues for the Good Health Club are $400. In lieu of paying dues, a member can PEXAMPLE 4000 


make a $4,000 deposit, refundable at the end of one year. The club can earn $400 inter- 
est on the deposit. 

If interest were not imputed, an individual with $4,000 could, in effect, earn tax- 
exempt income on the deposit. That is, rather than invest the $4,000, earn $400 in inter- 
est, pay tax on the interest, and then pay $400 in dues, the individual could avoid tax 
on the interest by making the deposit. Thus, income and expenses are imputed as fol- 
lows: interest income and nondeductible health club fees for the club member; income 
from fees and interest expense for the club. @ 


Many commercially motivated transactions could be swept into this other below- 
market loans category. However, the Temporary Regulations have carved out a fre- 
quently encountered exception for customer prepayments. If the prepayments are 
included in the recipient’s income under the recipient’s method of accounting, 
the payments are not considered loans and, thus, are not subject to the imputed 
interest rules.” 


Exceptions and Limitations 


No interest is imputed on total outstanding gift loans of $10,000 or less between 
individuals, unless the loan proceeds are used to purchase income-producing 
property.’* This exemption eliminates from these complex provisions immaterial 
amounts that do not result in apparent shifts of income. However, if the proceeds of 
such a loan are used to purchase income-producing property, the limitations dis- 
cussed in the following paragraphs apply instead. 

On loans of $100,000 or less between individuals, the imputed interest cannot 
exceed the borrower’s net investment income for the year (gross income from all 
investments less the related expenses) > As discussed above, one of the purposes of 
the imputed interest rules is to prevent high-income taxpayers from shifting income 
to relatives in a lower marginal bracket. This shifting of investment income is consid- 
ered to occur only to the extent the borrower has net investment income. Thus, the 
income imputed to the lender is limited to the borrower’s net investment income. 
As a further limitation, or exemption, if the borrower’s net investment income for 
the year does not exceed $1,000, no interest is imputed on loans of $100,000 or less. 
However, these limitations for loans of $100,000 or less do not apply if a principal 
purpose of a loan is tax avoidance. In such a case, interest is imputed, and the 
imputed interest is not limited to the borrower's net investment income. 


Deficit Reduction Tax Bill of 1984: Explanation of the Senate Finance Committee 


Prop Reg. § 1.7872-2(b)(1)(i). 
(April 2, 1984), p. 484. 


8 7872(c)(2). 
*§ 7872(d). 
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PERM MPLEORRI ES) Vicki made interest-free gift loans as follows: 


78 7879(c)(3). 


eS eee 
Borrower's Net 


Borrower Amount Investment Income Purpose 

Susan $ 8,000 $ 6-0- Education 

Dan 9,000 500 Purchase of stock 
Bonnie | 25,000 -0- Purchase of a business 
Megan ‘90,000 15,000 Purchase of a residence 
Olaf 120,000 -0- Purchase of a residence 


Assume that tax avoidance is not a principal purpose of any of the loans. The loan to 
Susan is not subject to the imputed interest rules because the $10,000 exception 
applies. The $10,000 exception does not apply to the loan to Dan because the proceeds 
were used to purchase income-producing assets. However, under the $100,000 excep- 
tion, the imputed interest is limited to Dan’s investment income ($500). Since the 
$1,000 exception also applies to this loan, no interest is imputed. 

No interest is imputed on the loan to Bonnie because the $100,000 exception 
applies. Interest is imputed on the loan to Megan based on the lesser of (1) the bor- 
rower’s $15,000 net investment income or (2) the interest as calculated by applying the 
Federal rate to the outstanding loan. None of the exceptions apply to the loan to Olaf 
because the loan was for more than $100,000. 

Assume the relevant Federal rate is 10% and the loans were outstanding for the 
entire year. Vicki would recognize interest income, compounded semiannually, as 
follows: 


Loan to Megan: 


First 6 months (.10 x $90,000 x ¥2 year) $ 4,500 
Second 6 months (.10 x $94,500 x 2 year) 4,725 
$ 9,225 

Loan to Olaf: 
First 6 months (.10 x $120,000 x % year) $ 6,000 
Second 6 months (.10 x $126,000 x ¥% year) 6,300 
$12,300 
Total imputed interest ($9,225 + $12,300) $21,525 


As with gift loans, there is a $10,000 exemption for compensation-related loans and 
corporation-shareholder loans. However, the $10,000 exception does not apply if 
tax avoidance is one of the principal purposes of a loan.”” This vague tax avoidance 
standard makes practically all compensation-related and corporation-shareholder 
loans suspect. Nevertheless, the $10,000 exception should apply when an employee’s 
borrowing was necessitated by personal needs (e.g., to meet unexpected expenses) 
rather than tax considerations. 

These exceptions to the imputed interest rules are summarized in Concept 
Summary 4.3. 


INCOME FROM ANNUITIES 


Annuity contracts generally require the purchaser (the annuitant) to pay a fixed 
amount for the right to receive a future stream of payments. Typically, the issuer of 
the contract is an insurance company and will pay the annuitant a cash value if the 
annuitant cancels the contract. The insurance company invests the amounts 
received from the annuitant, and the income earned serves to increase the cash 
value of the policy. No income is recognized by the annuitant at the time the cash 
value of the annuity increases because the taxpayer has not actually received any 
income. The income is not constructively received because, generally, the taxpayer 


ee 
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> gp CONCEPT SUMMARY 


Exceptions to the imputed Interest Rules for Below-Market Loans 


ie Exception Eligible Loans Ineligible Loans and Limitations 


De minimis—aggregate loans of Gift loans Proceeds used to purchase income- 
$10,000 or less producing assets. 
Employer-employee Principal purpose is tax avoidance. 
/ Corporation-shareholder Principal purpose is tax avoidance. 
_ Aggregate loans of $100,000 or less Between individuals ___ Principal purpose is tax avoidance. For all 


other loans, interest is imputed to the 
extent of the borrower’s net investment 
income if that income exceeds $1,000. 

= : 4 


must cancel the policy to receive the increase in value (the increase in value is sub- 
ject to substantial restrictions). 


Jean, age 50, pays $30,000 for an annuity contract that is to pay her $500 per month be- ;EXAMPLE 42... 


ginning when she reaches age 65 and continuing until her death. If Jean should cancel 
the policy after one year, she would receive $30,200. The $200 increase in value is not 
includible in Jean's gross income as long as she does not actually receive the $200. = 


The tax accounting problem associated with receiving payments under an annu- 
ity contract is one of apportioning the amounts received between recovery of capital 
and income. 


In 2009, Tom purchased for $15,000 an annuity intended as a source of retirement SERANTIY 3° 


income. In 2011, when the cash value of the annuity is $17,000, Tom collects $1,000 on 
the contract. Is the $1,000 gross income, recovery of capital, or a combination of recov- 
ery of capital and income? @ 


The statutory solution to this problem depends upon whether the payments began 
before or after the annuity starting date and upon when the policy was acquired. 


Collections before the Annuity Starting Date 


Generally, an annuity contract specifies a date on which monthly or annual pay- 
ments will begin—the annuity starting date. Often the contract will also allow the an- 
nuitant to collect a limited amount before the starting date. The amount collected 
may be characterized as either an actual withdrawal of the increase in cash value or a 
loan on the policy. In 1982, Congress changed the rules applicable to these with- 
drawals and loans. 

Collections (including loans) equal to or less than the post-August 13, 1982 
increases in cash value must be included in gross income. Amounts received in 
excess of post-August 13, 1982 increases in cash value are treated as a recovery of cap- 
ital until the taxpayer’s cost has been entirely recovered. Additional amounts are 
included in gross income.” 

The taxpayer may also be subject to a penalty on early distributions of 10 per- 
cent of the income recognized. The penalty generally applies if the amount 
is received before the taxpayer reaches age 59% or is disabled.”” The early 


7#§ 79(e)(3); Reg. § 1.72-9. ™§ 72(q). 
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distribution penalty is deemed necessary to prevent taxpayers from using annuities 
as a way of avoiding the original issue discount rules. That is, the investment in 
the annuity earns a return that is not taxed until it is collected under the annuity 
rules, whereas the interest on a certificate of deposit is taxed each year as the 
income accrues. Thus, the annuity offers a tax advantage (deferral of income) that 
Congress does not want exploited. 


P EXAMPLE 44 Jack, age 50, purchased an annuity policy for $30,000 in 2007. In 2009, when the cash 


value of the policy has increased to $33,000, Jack withdraws $4,000. He must recognize 
$3,000 of income ($33,000 cash value — $30,000 cost) and must pay a penalty of $300 
($3,000 x 10%). The remaining $1,000 is a recovery of capital and reduces Jack's basis 
in the annuity policy. # 


Collections on and after the Annuity Starting Date 


The annuitant can exclude from income (as a recovery of capital) the proportion of 
each payment that the investment in the contract bears to the expected return 
under the contract. The exclusion amount is calculated as follows: 


Investment pant hie: ns ppereet sec igsatecrys Seite ; OT 
a —Y-- Annuity payment -@> Exclusion amount 
_ Expected return il ae y ze y dee 


The expected return is the annual amount to be paid to the annuitant multiplied by 
the number of years the payments will be received. The payment period may be 
fixed (a term certain) or for the life of one or more individuals. When payments are 
for life, the taxpayer generally must use the annuity table published by the IRS to 
determine the expected return (see Table 4.1). This is an actuarial table that con- 
tains life expectancies.*” The expected return is calculated by multiplying the appro- 
priate multiple (life expectancy) by the annual payment. 


EXAMPLE 45 _ 


The taxpayer, age 54, purchases an annuity from an insurance company for $90,000. 
She is to receive $500 per month for life. Her life expectancy (from Table 4.1) is 29.5 
years from the annuity starting date. Thus, her expected return is $500 x 12 x 29.5= 
$177,000, and the exclusion amount is $3,051 [($90,000 investment/$177,000 expected 
return) x $6,000 annual payment]. The $3,051 is a nontaxable return of capital, and 
$2,949 is included in gross income. @ 


The exclusion ratio (investment + expected return) applies until the annuitant has 
recovered his or her investment in the contract. Once the investment is recovered, 
the entire amount of subsequent payments is taxable. If the annuitant dies before 
recovering the investment, the unrecovered cost (adjusted basis) is deductible in the 
year the payments cease (usually the year of death) ‘ad 


Assume the taxpayer in Example 45 receives annuity payments for 30.5 years 
(366 months). For the last 12 months [366 — (12 x 29.5) = 12], the taxpayer will include 
$500 each month in gross income. If instead the taxpayer dies after 36 months, she is el- 
igible for an $80,847 deduction on her final tax return. 


Cost of the contract $90,000 
Cost previously recovered 
$90,000/$177,000 x 36($500) = (9,153) 
Deduction $80,847 
————— a 
“The life expectancies in Table 4.1 apply for annuity investments made on or 939 (Rev. April 2003), p. 25. See also Pension and Annuity Income, IRS Publica- 
after July 1, 1986. See General Rules for Pensions and Annuities, IRS Publication tion 575 (Rev. 2007). 


"18 72(b). 
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98s Multiples or ptAge. spec Multiplems se Ages=~ ) Multiple: 

5 76.6 42 40.6 79 10.0 

6 75.6 43 39.6 80 9.5 

7 74.7 44 38.7 81 8.9 

8 73.7 45 377 82 8.4 

9 Ta 46 36.8 83 7.9 
10 71.7 47 35.9 84 7.4 
"1 70.7 48 34.9 85 6.9 
12 69.7 49 34.0 86 6.5 
13 68.8 50 33.1 87 6.1 
14 67.8 51 222 88 57 
15 66.8 52 31.3 89 5.3 
16 65.8 53 30.4 90 5.0 
17 64.8 54 29.5 91 47 
18 63.9 55 28.6 92 4.4 
19 62.9 56 797 93 41 
20 61.9 57 26.8 94 3.9 
21 60.9 58 25.9 95 3.7 
22 59.9 59 25.0 96 3.4 
23 59.0 60 24.2 97 3.2 
24 58.0 61 23.3 98 3.0 
25 57.0 62 22.5 99 2.8 
26 56.0 63 21.6 100 oe 
27 55.1 64 20.8 101 2.5 
28 54.1 65 20.0 102 2.3 
29 53.1 66) 19.2 103 2.1 
30 52.2 67 18.4 104 1.9 
31 51.2 68 17.6 105 1.8 
32 50.2 69 16.8 106 1.6 
33 49.3 70 16.0 107 14 
34 48.3 71 15.3 108 1.3 
35 47.3 72 14.6 109 11 
36 46.4 73 13.9 110 1.0 
37 45.4 74 13.2 111 9 
38 44.4 75 12.5 112 8 
39 43.5 76 11.9 113 i, 
40 42.5 77 11.2 114 6 
a1 41.5 78 10.6 115 5 


Simplified Method for Annuity Distributions from Qualified Retirement Plans 


A simplified method is required for allocating basis to the annuity payments received 
under a qualified retirement plan. The portion of each annuity payment that is 
excluded as a return of capital is the employee’s investment in the contract divided 
by the number of anticipated monthly payments determined in accordance with 


Table 4.2.°7 


®§ 72d). 
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Number of Anticipated Monthly Annuity 
Beeb Eh? Payments under the Simplified Method 


Age Monthly Payments 


55 and under 


56-60 310 
61-65 260 
66-70 210 


71 and over 160 


Number of Anticipated 


360 


| EXAMPLE 47 0 Andrea, age 62, receives an annuity distribution of $500 per month for life from her 


qualified retirement plan beginning in January 2009. Her investment in the contract is 
$100,100. The excludible amount of each payment is $385 ($100,100 investment/260 
monthly payments). Thus, $115 ($500 — $385) of each annuity payment is included in 
Andrea’s gross income. @ 


The rules for annuity payments received after the basis has been recovered by the 
annuitant and for the annuitant who dies before the basis is recovered are the same 
as under the exclusion ratio method discussed earlier. 


PRIZES AND AWARDS 


The fair market value of prizes and awards (other than scholarships exempted 
under § 117, to be discussed subsequently) must be included in gross income.®® 
Therefore, TV giveaway prizes, magazine publisher prizes, door prizes, and awards 
from an employer to an employee in recognition of performance are fully taxable to 
the recipient. 

A narrow exception permits a prize or award to be excluded from gross income if 
all of the following requirements are satisfied: 


The prize or award is received in recognition of religious, charitable, sci- 
entific, educational, artistic, literary, or civic achievement (e.g., Nobel 
Prize, Pulitzer Prize, faculty teaching award). 

The recipient transfers the prize or award to a qualified governmental 
unit or nonprofit organization. 

The recipient was selected without any action on his or her part to enter 
the contest or proceeding. 

The recipient is not required to render substantial future services as a 
condition for receiving the prize or award.** 


Because the transfer of the property to a qualified governmental unit or nonprofit 
organization ordinarily would be a charitable contribution (an itemized deduction 
as presented in Chapter 10), the exclusion produces beneficial tax consequences in 
the following situations: 


® 


@ 


The taxpayer does not itemize deductions and thus would receive no tax 
benefit from the charitable contribution. 


The taxpayer’s charitable contributions exceed the annual statutory ceil- 
ing on the deduction. 


“48 74(b). 
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° Including the prize or award in gross income would reduce the amount 
of deductions the taxpayer otherwise would qualify for because of gross 
income limitations (e.g., the gross income test for a dependency exemp- 
tion, the adjusted gross income limitation in calculating the medical 
expense deduction). 


The taxpayer can avoid including prizes and awards in gross income by refusing 
to accept the prize or award. 

Another exception is provided for certain employee achievement awards in the form 
of tangible personal property (e.g., a gold watch). The awards must be made in rec- 
ognition of length of service or safety achievement. Generally, the ceiling on the 
excludible amount for an employee is $400 per taxable year. However, if the award 
is a qualified plan award, the ceiling on the exclusion is $1,600 per taxable year.®” 


GROUP TERM LIFE INSURANCE 


For many years, the IRS did not attempt to tax the value of life insurance protection 
provided to an employee by the employer. Some companies took undue advantage 
of the exclusion by providing large amounts of insurance protection for executives. 
Therefore, Congress enacted § 79, which created a limited exclusion for group term 
life insurance. The premiums on the first $50,000 of group term life insurance protec- 
tion are excludible from the employee’s gross income. 

The benefits of this exclusion are available only to employees. Proprietors and 
partners are not considered employees. The Regulations generally require broad- 
scale coverage of employees to satisfy the group requirement (e.g., shareholder- 
employees would not constitute a qualified group). The exclusion applies only to 
term insurance (protection for a period of time but with no cash surrender value) 
and not to ordinary life insurance (lifetime protection plus a cash surrender value 
that can be drawn upon before death). 

As mentioned, the exclusion applies to the first $50,000 of group term life insur- 
ance protection. For each $1,000 of coverage in excess of $50,000, the employee 
must include the amounts indicated in Table 4.3 in gross income.*° 


TABLE'4.3 Uniform Premiums for $1,000 of Group Term Life 
; Insurance Protection 


Attained Age on Last Day Cost per $1,000 of Protection 
of Employee’s Tax Year for One-Month Period* 


Under 25 $ .05 
25-29 .06 
30-34 .08 
35-39 .09 
40-44 .10 
45-49 a5 
50-54 .23 
55-59 43 
60-64 .66 
65-69 1.27 
70 and above 2.06 
*Reg. § 1.79-3, effective for coverage after June 30, 1999. 


2888 74(c) and 274(j). "Reg. § 1.79-3(d)(2). 
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The “base amount” used in the formula to compute taxable 
Social Security benefits generally enables low-income individ- 
uals to exclude all Social Security benefits received from gross 
income. But in a Tax Court case [Thomas W. McAdams, 118 
T.C. 373 (2002)], a taxpayer discovered that the base amount 
can become zero for married couples who file separate 
returns. If a married couple file a joint return, the base 
amount is $32,000(and the adjusted base amount is $44,000). 
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A TAXPAYER LEARNS ABOUT THE “QuiRKY” SOCIAL Scurry 
BENEFITS TAXATION FORMULA 


The law provides, however, that if a married couple live to- 
gether at any time during the tax year and file separate 
returns, the base amount (and adjusted base amount) is zero. 

In the Tax Court case, the couple lived apart for 11 months of 
the year, but lived in separate portions of the same house for 
the remaining month. One month under the same roof with 
his wife caused part of the taxpayer's $12,000 in Social Secu- 


rity benefits to be included in his gross income. 


EXAMPLE 48 Finch Corporation has a group term life insurance policy with coverage equal to the 


employee’s annual salary. Keith, age 52, is president of the corporation and receives an 
annual salary of $75,000. Keith must include $69 in gross income from the insurance 
protection for the year. 


$75,000 — $50,000 


41000 x $0.23 x 12 months = $69 rT] 


Generally, the amount that must be included in gross income, computed from 
Table 4.3, is much less than the price an individual would pay an insurance com- 
pany for the same amount of protection. Thus, even the excess coverage provides 
some tax-favored income for employees when group term life insurance coverage 
in excess of $50,000 is desirable. 

If the plan discriminates in favor of certain key employees (e.g., officers), the key 
employees are not eligible for the exclusion. In such a case, the key employees must 
include in gross income the greater of actual premiums paid by the employer or the 
amount calculated from the Uniform Premiums in Table 4.3. The other employees 
are still eligible for the $50,000 exclusion and continue to use the Uniform Premi- 
ums table to compute the income from excess insurance protection.®” 


UNEMPLOYMENT COMPENSATION 


The unemployment compensation program is sponsored and operated by the states 
and Federal government to provide a source of income for people who have been 
employed and are temporarily (hopefully) out of work. In a series of rulings over a pe- 
riod of 40 years, the IRS exempted unemployment benefits from tax. These payments 
were considered social benefit programs for the promotion of the general welfare. Af- 
ter experiencing dissatisfaction with the IRS’s treatment of unemployment compensa- 
tion, Congress amended the Code to provide that the benefits are taxable.*® 

In ARRTA of 2009, Congress provides that the first $2,400 of unemployment com- 
pensation is excluded from gross income. Although this relief from taxation is lim- 
ited to 2009, an extension can be expected as long as the current economic 
downturn (i.e., recession) continues. 


SOCIAL SECURITY BENEFITS 


If a taxpayer’s income exceeds a specified base amount, as much as 85 percent of 
Y Social Security retirement benefits must be included in gross income. The taxable 
amount of benefits is determined through the application of one of two formulas 
that utilize a unique measure of income—modified adjusted gross income (MAGI).°° 


#78 '79(d). is a recovery of amounts that the individual paid into the program, and the 
5g 85, remainder of the benefits is financed by the employer’s contribution and 
“§ 86. The rationale for taxing 85% of the Social Security benefits is as fol- interest earned by the Social Security trust fund. 

lows: For the average Social Security recipient, 15% of the amount received 
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MAGI is, generally, the taxpayer’s adjusted gross income from all sources (other 
than Social Security) plus the foreign earned income exclusion and any tax-exempt 
interest income. 


In the formulas, two sets of base amounts are established. The first set is as 
follows: 


¢ $32,000 for married taxpayers who file a joint return. 


° $0 for married taxpayers who do not live apart for the entire year but file 
separate returns. 


¢ $25,000 for all other taxpayers. 
The second set of base amounts is as follows: 


° $44,000 for married taxpayers who file a joint return. 

* $0 for married taxpayers who do not live apart for the entire year but file 
separate returns. 

¢ $34,000 for all other taxpayers. 


If MAGI plus one-half of Social Security benefits exceeds the first set of base 
amounts, but not the second set, the taxable amount of Social Security benefits is 
the lesser of the following: 


e .50(Social Security benefits). 
e .50[MAGI + .50(Social Security benefits) — first base amount]. 


A married couple with adjusted gross income of $30,000, no tax-exempt interest, and EXAMPLE 49 


$11,000 of Social Security benefits who file jointly must include $1,750 of the benefits 
in gross income. This works out as the lesser of the following: 


1. .50($11,000) = $5,500. 
2. .50[$30,000 + .50($11,000) — $32,000] = .50($3,500) = $1,750. 


If instead the couple had adjusted gross income of $15,000 and their Social Security 
benefits totaled $5,000, none of the benefits would be taxable, since .50[$15,000 + 
.50($5,000) — $32,000] is not a positive number. @ 


If MAGI plus one-half of Social Security benefits exceeds the second set of base 
amounts, the taxable amount of Social Security benefits is the lesser of 1 or 2 below: 


1. .85(Social Security benefits). 
2. Sum of: 
a. .85[MAGI + .50(Social Security benefits) — second base amount], and 
b. Lesser of: 
e Amount included through application of the first formula. 
e $4,500 ($6,000 for married filing jointly). 


A married couple who file jointly have adjusted gross income of $72,000, no tax- 


exempt interest, and $12,000 of Social Security benefits. Their includible Social Security 
benefits will be $10,200. 
Include the lesser of the following: 


1. .85($12,000) = $10,200. 
2. Sum of: 
a. .85[$72,000 + .50($12,000) — $44,000] = $28,900, and 
b. Lesser of: 
e Amount calculated by the first formula, which is the lesser of: 
e .50($12,000) = $6,000. 
© .50[$72,000 + .50($12,000) — $32,000] = $23,000. 
e $6,000. 
The sum equals $34,900 ($28,900 + $6,000). Since 85% of the Social Security benefits 
received is less than this amount, $10,200 is included in the couple’s gross income. @ 


.& 
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Identify tax planning strategies 
for minimizing gross income. 
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TAX PLANNING: 


The materials in this chapter have focused on the following questions: 


e What is income? 
e When is the income recognized? 
e Whois the taxpayer? 


Planning strategies suggested by these materials include the following: 


e Maximize economic benefits that are not included in gross income. 
e Defer the recognition of income. 
e Shift income to taxpayers who are in a lower marginal tax bracket. 


Some specific techniques for accomplishing these strategies are discussed in the fol- 
lowing paragraphs. 


4.5 NONTAXABLE ECONOMIC BENEFITS 


Home ownership is the prime example of economic income from capital that is not 
subject to tax. If the taxpayer uses his or her capital to purchase investments, but 
pays rent on a personal residence, the taxpayer would pay the rent from after-tax 
income. However, if the taxpayer purchases a personal residence instead of the 
investments, he or she would give up gross income from the forgone investments in 
exchange for the rent savings. The savings in rent enjoyed as a result of owning the 
home are not subject to tax. Thus, the homeowner will have substituted nontaxable 
for taxable income. 


4.6 TAX DEFERRAL 


oe erento» ca ee SES: SE SALES I REA ERI EE EE ELEC ELE DM EEE BOLLE ALG EAS AANA OETA ELSE SPEEA ADELE APIACEAE: 


GENERAL 


Since deferred taxes are tantamount to interest-free loans from the government, the 
deferral of taxes is a worthy goal of the tax planner. However, the tax planner must 
also consider the tax rates for the years the income is shifted from and to. For exam- 
ple, a one-year deferral of income from a year in which the taxpayer’s tax rate was 
28 percent to a year in which the tax rate will be 35 percent would not be advisable 
if the taxpayer expects to earn less than a 7 percent after-tax return on the deferred 
tax dollars. 

The taxpayer can often defer the recognition of income from appreciated prop- 
erty by postponing the event triggering realization (the final closing on a sale or 
exchange of property). If the taxpayer needs cash, obtaining a loan by using the 
appreciated property as collateral may be the least costly alternative. When the tax- 
payer anticipates reinvesting the proceeds, a sale may be inadvisable. 


Ira owns 100 shares of Pigeon Company common stock with a cost of $20,000 and a fair 
market value of $50,000. Although the stock's value has increased substantially in the 
past three years, Ira thinks the growth days are over. If he sells the Pigeon stock, Ira will 
invest the proceeds from the sale in other common stock. Assuming Ira‘s marginal tax 
rate on the sale is 15%, he will have only $45,500 [$50,000 — .15($50,000 — $20,000)] to 
reinvest. The alternative investment must substantially outperform Pigeon in the 
future in order for the sale to be beneficial. = 


SELECTION OF INVESTMENTS 


Because no tax is due until a gain has been recognized, the law favors investments 
that yield appreciation rather than annual income. 


7 
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Vera can buy a corporate bond or an acre of land for $10,000. The bond pays $1,000 of PEXAMPLE 5200 | 


interest (10%) each year, and Vera expects the land to increase in value 10% each year 
for the next 10 years. She is in the 40% (combined Federal and state) tax bracket for or- 
dinary income and 26% for qualifying capital gains. Assuming the bond would mature 
or the land would be sold in 10 years and Vera would reinvest the interest at a 10% 
before-tax return, she would accumulate the following amount at the end of 10 years. 


SSS ee a eee, ge ee ee 


Bond Land 
Original investment $10,000 $10,000 
Annual income $1,000 
Less tax (400) 
$ 600 
Compound amount reinvested for 
10 years at 6% after-tax x 13.18 7,908 
$17,908 
Compound amount, 10 years at 10% 259 
$25,900 
Less tax on sale: 
26%($25,900 — $10,000) (4,134) 
$21,766 


Therefore, the value of the deferral that results from investing in the land rather than 
in the bond is $3,858 ($21,766 — $17,908). m 


Series EE bonds can also be purchased for long-term deferrals of income. In situa- 
tions where the taxpayer’s goal is merely to shift income one year into the future, 
bank certificates of deposit are useful tools. If the maturity period is one year or less, 
all interest is reported in the year of maturity. Time certificates are especially useful 
for a taxpayer who realizes an unusually large gain from the sale of property in one 
year (and thus is in a high tax bracket) but expects his or her gross income to be less 
the following year. 


CASH BASIS 


The timing of income from services can often be controlled through the use of the . 
cash method of accounting. Although taxpayers are somewhat constrained by the 
constructive receipt doctrine (they cannot turn their backs on income), seldom will 
customers and clients offer to pay before they are asked. The usual lag between bill- 
ings and collections (e.g., December’s billings collected in January) will result in a 
continuous deferring of some income until the last year of operations. A salaried 
individual approaching retirement may contract with the employer before the sery- 
ices are rendered to receive a portion of compensation in the lower tax bracket 


PREPAID INCOME 


For the accrual basis taxpayer who receives advance payments from customers, the 
transactions should be structured to avoid payment of tax on income before the time 
the income is actually earned. Revenue Procedure 2004-34 provides the guidelines | 
for deferring the tax on prepayments for services, and Regulation § 1.451—5 provides | 
the guidelines for deferrals on sales of goods. In addition, both cash and accrual 
basis taxpayers can sometimes defer income by stipulating that the payments are 
deposits rather than prepaid income. For example, a landlord should require an 
equivalent damage deposit rather than prepayment of the last month’s rent under 


} 
t 
' 
retirement years. | 
} 
| 
} 
| 
| 
| 


the lease. 


4-38 PARTII  Gross/income www.cengage.com/taxation/swft 


4.7 SHIFTING INCOME TO RELATIVES 


The tax liability of a family can be minimized by shifting income from higher- to 
lower-bracket family members. This can be accomplished through gifts of income- 
producing property. Furthermore, in many cases, income can be shifted with no 
negative effect on the family’s investment plans, 


7 
EXAMPLE S34 Adam, who is in the 28% tax bracket, would like to save for his children’s education. r 


All of the children are under 19 years of age and are dependents of Adam. Adam 

could transfer income-producing properties to the children, and the children could 

each receive up to $950 of income each year (refer to Chapter 3) with no tax liability. . 
The next $950 would be taxed at the child’s tax rate. After a child has more than 
$1,900 income, there is no tax advantage to shifting more income to the child 
(because the income will be taxed at the parents’ rate) until the child is 19 years old 
(or age 24 if a full-time student), when all income will be taxed according to the 
child’s tax rate. @ 


The Uniform Gifts to Minors Act, a model law adopted by all states (but with some 
variations among the states), facilitates income shifting. Under the Act, a gift of 
intangibles (e.g., bank accounts, stocks, bonds, life insurance contracts) can be 
made to a minor but with an adult serving as custodian. Usually, a parent who makes 
the gift is also named as custodian. The state laws allow the custodian to sell or 
redeem and reinvest the principal and to accumulate or distribute the income, prac- 
tically at the custodian’s discretion provided there is no commingling of the child’s 
income with the parent’s property. Thus, the parent can give appreciated securities 
to the child, and the donor custodian can then sell the securities and reinvest the 
proceeds, thereby shifting both the gain and the annual income to the child. Such 
planning is limited by the tax liability calculation provision for a child under the age 
of 19 (or age 24 if a full-time student) (refer to Chapter 3). 

U.S. government bonds (Series EE) can be purchased by parents for their chil- 
dren. When this is done, the children generally should file a return and elect to 
report the income on the accrual basis. 


EXAMPLE 54 


Abby pays $7,500 for Series EE bonds in 2009 and immediately gives them to Wade (her 
son), who will enter college the year of original maturity of the bonds. The bonds have 
a maturity value of $10,000. Wade elects to report the annual increment in redemption 
value as income for each year the bonds are held. The first year the increase is $250, 
and Wade includes that amount in his gross income. If Wade has no other income, no 
tax will be due on the $250 bond interest, since such an amount will be more than off- 
set by his available standard deduction. The following year, the increment is $260, and 
Wade includes this amount in income. Thus, over the life of the bonds, Wade will 
include $2,500 in income ($10,000 — $7,500), none of which will result in a tax liability, 
assuming he has no other income. However, if the election had not been made, Wade 
would be required to include $2,500 in income on the bonds in the year of original ma- 
turity, if they were redeemed as planned. This amount of income might result in a tax 
liability. @ 


In some cases, it may be advantageous for the child not to make the accrual 
election. For example, a child under age 19 (or age 24 if a full-time student) with 
investment income of more than $1,900 each year and parents in the 25, 28, 33, 
or 35 percent tax bracket would probably benefit from deferring the tax on the 
savings bond interest. The child would also benefit from the use of the usually 
lower tax rate (rather than subjecting the income to the parents’ tax rate) if the 
bonds mature after the child is age 19 or older (or age 24 or older if a full-time 
student). 
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4.8 ACCOUNTING FOR COMMUNITY PROPERTY 


The classification of income as community or separate property becomes important 


when either of two events occurs: 


° Husband and wife, married taxpayers, file separate income tax returns for 


the year. 


° Husband and wife obtain a divorce and therefore have to file separate 


returns for the year (refer to Chapter 3). 


For planning purposes, it behooves married persons to keep track of the source 
of income (community or separate). To be in a position to do this effectively when 
income-producing assets are involved, it may be necessary to distinguish between 


separate and community property.” 


4.9 ALIMONY 


The person making the alimony payments favors a divorce settlement that includes 
a provision for deductible alimony payments. On the other hand, the recipient pre- 
fers that the payments do not qualify as alimony. If the payor is in a higher tax 
bracket than the recipient, both parties may benefit by increasing the payments and 


structuring them so that they qualify as alimony. 


C 


arl and Polly are negotiating a divorce settlement. Carl has offered to pay Polly 
$10,000 each year for 10 years, but payments would cease upon Polly's death. Polly is 
willing to accept the offer if the agreement will specify that the cash payments are not 

alimony. Carl is in the 35% tax bracket, and Polly’s marginal rate is 15%. 
If Carl and Polly agree that Carl will pay Polly $12,000 of alimony each year, both will 


have improved after-tax cash flows. 


Annual Cash Flows 


Carl 

Nonalimony payments ($10,000) 
Alimony payments ($12,000) 
Tax effects 

.35($12,000) 4,200 

.15($12,000) 
After-tax cash flows ($ 7,800) 
Benefit of alimony option $ 2,200 


Polly 


$10,000 
$12,000 


(1,800) 
$10,200 
$ 200 


Both parties benefit at the government's expense if the $12,000 alimony option is 


used. @ 


Being able to distinguish between separate and community property is cru- 
cial to the determination of a property settlement incident to a divorce. It 
also is vital in the estate tax area (refer to Chapter 1) since the surviving 


wife’s or husband’s share of the community property is not included in the 
gross estate of the deceased spouse. 
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REFOCUS ON THE BIG PICTURE 


CALCULATION OF Using the accrual method of accounting, Dr. Cliff Payne has Cormecty calculated the 
gross income of his sole proprietorship. He will report the $385,000 amount on_ 


GROSS INCOME Schedule C of Form 1040. 


What If? 


From a tax planning perspective, what can Dr. Payne do to decrease his gross income 
from his first year of operating his dental practice and thereby produce better finan- 
cial results for him? : 

Rather than electing to use the accrual method of accounting, Dr. Payne should 
elect the cash method of accounting since his dental practice is a service entity rather 
than a merchandising entity. His gross income for Federal income tax purposes 
under the cash method is calculated as follows: 


Revenues $385,000 
Plus: Accounts receivable: January 1 -0- 
Less: Accounts receivable: December 31 (52,000) 
Gross income $333,000 


Electing to use the cash method of accounting enables Dr. Payne to defer paying 
Federal income taxes on the unpaid accounts receivable. 


KEY TERMS 


Accounting income, 4—5 Community property, 4-20 Original issue discount, 4-12 
Accounting method, 4-8 Constructive receipt, 4-11 Partnership, 4-18 

Accrual method, 4-10 Economic income, 4-4 Recovery of capital doctrine, 4-4 
Alimony and separate maintenance Fruit and tree metaphor, 4-15 S corporation, 4-19, 


payments, 4-22 Gross income, 4-3 Taxable year, 4-8 
Alimony recapture, 4-23 
Annuity, 4-28 

Assignment of income, 4-15 
Cash receipts method, 4-9 


Claim of right doctrine, 4-10 


DISCUSSION QUESTIONS 


1. L0.1 Financial accounting rules used to measure income and expenses are sometimes 
based on the principle of conservatism. Should the conservatism principle be applicable 
in measuring taxable income? 


Group term life insurance, 4-33 
Hybrid method, 4-10 

Imputed interest, 4-25 

Income, 4-4 


2. L0.1 Why do the tax laws employ the realization principle to measure income rather 
than the economists’ concept of income? 


fae: 1S SUEDE ees 3. L0.1 Charley visits Reno, Nevada, once each year to gamble. This year his gambling loss 


was $15,000. He commented to you, “At least I didn’t have to pay for my airfare and hotel 
room. The casino paid that because Iam such a good customer. That was worth at least 
$2,500.” What are the relevant tax issues for Charley? 


4. L0.1 Reno paid $2,000 for an automobile that needed substantial repairs. He paid 
$1,400 for parts and worked nights and weekends to restore the car. Reno used the car as 
his personal automobile after it was restored. Reno’s neighbor, Tom, worked overtime to 
obtain the funds to purchase a car similar to Reno’s for $7,000. Tom also used his car for 


10. 


11. 


2 


LS! 


14. 


15: 


16. 
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personal purposes. Reno and Tom are in the 25% marginal tax bracket. Who did the tax 
law favor—Reno or Tom? 


L0.1 Cecil buys wrecked cars and stores them on his property. Recently, he purchased a 
1990 Ford Taurus for $250. If he can sell all of the usable parts, his total proceeds from 
the Taurus would be over $2,000. As of the end of the year, he has sold only the radio for 


$50, and he does not know how many, if any, of the remaining parts will ever be sold. 
What are Cecil’s income recognition issues? 


L0.2, 3 On December 31, 2009, an employee received a $6,000 check from her 
employer's client. The check was payable to the employer, but the employee did not 
receive it until after the bank had closed. The employee did not remit the funds to the 


employer until January 2, 2010. When is the cash basis employer required to include the 
$6,000 in gross income? 


LO.2 How is the constructive receipt doctrine applicable to the cash method of 
accounting? 


L0.2 On December 31, 2009, an employee received a $5,000 check from his employer’s 
client. The check was payable to the employer, but the employee did not receive the 
check until after the bank was closed. The bank would not reopen until January 2010. 
The employee remitted the check to the employer late on December 31. What are the 
cash basis employer’s income recognition issues? 


L0.2 In 2009, a cash basis taxpayer purchased a certificate of deposit for $880 that will be 
redeemed in 2011 for $1,000. Is the cash basis taxpayer required to recognize any income 
from the certificate in 2009 and 2010? 


L0.2 A Series EE U.S. government savings bond accrues 3.5% interest each year. The 
bond matures in three years, at which time the principal and interest will be paid. The 
bank will pay the taxpayer at a 3.5% interest rate each year if he agrees to leave money on 
deposit for three years. What tax advantage does the Series EE bond offer that is not 
available with the bank deposit? 


LO.2 Parchment, Inc., is an accrual basis taxpayer. Under its present terms of sale, 
Parchment’s customers have 30 days to return the goods. Payment is not due until after 
the customer has had possession of the goods for 30 days. Parchment is considering 
changing the sales contracts so that the customers can simply try the product for 30 days 
before purchasing the goods. If Parchment changes its terms of sale, how will this affect 
when the company recognizes gross income? 


L0.3, 5 Rex paid $4,000 for an automobile that needed substantial repairs. He worked 
nights and weekends to restore the car and spent $1,200 on parts for it. He knows he can 
sell the car for $9,000. His daughter’s college tuition is due in a few days. Would it matter, 
after taxes, whether Rex sells the car and pays the tuition, or whether he gives the car to 
his daughter and she sells it for $9,000 and pays her tuition? 


LO.3 Sarah, a cash basis taxpayer, sued her former employer for wage discrimination. 
Her attorney agreed to pursue the case on a contingent fee basis—the attorney would 
receive one-third of any settlement or court award. The parties reached a settlement, and 
the attorney for Sarah’s former employer wrote a check payable to Sarah for $200,000 
and a check payable to her attorney for $100,000. Sarah reasons that she and the attorney 
were partners in the lawsuit who shared profits two-thirds and one-third. Therefore, she 
includes $200,000 in her gross income. Is Sarah’s analysis correct? Explain. 


L0.3 Tom is a partner with a 40% interest in the partnership profits. In 2009, the 
partnership generated $400,000 of taxable income, but Tom could not withdraw any of 
the funds for this year because the partnership did not have any excess cash to distribute. 
In 2010, the partnership had $900,000 of taxable income, and Tom was able to withdraw 
$550,000. What is Tom’s gross income from the partnership in 2009 and 2010? 


L0.3, 5 Mike and Debbie were residents of California. In 2009, Debbie left Mike, and he 
has been unable to find her even though he hired a private investigator to do so. Mike 
and Debbie are still married at year-end. Both Debbie and Mike were employed, and 
each had substantial investments. They did not have any children. How will Debbie’s 
absence complicate Mike’s 2009 income tax return? 


L0.4 What is the purpose of the alimony recapture rules? 
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L0.4 Why is a married couple’s cost of assets (adjusted basis) for appreciated assets 
relevant in negotiating their divorce agreement? 


L0.4, 5 William and Abigail, who live in San Francisco, have been experiencing 
problems with their marriage. They have a three-year-old daughter, April, who stays with 
William’s parents during the day since both William and Abigail are employed. Abigail 
worked to support William while he attended medical school, and now she has been 
accepted by a medical school in Mexico. Abigail has decided to divorce William and 
attend medical school. April will stay in San Francisco because of her strong attachment 
to her grandparents and because they can provide her with excellent day care. Abigail 
knows that William will expect her to contribute to the cost of raising April. Abigail also 
feels that, to finance her education, she must receive cash for her share of the property 
they accumulated during their marriage. In addition, she feels she should receive some 
reimbursement for her contribution to William’s support while he was in medical school. 
She expects the divorce proceedings will take several months. Identify the relevant tax 
issues for Abigail. 


L0.4, 5 David and Mary are planning to divorce. David has offered to pay Mary $12,000 
each year for 10 years, until their daughter reaches age 21, or to transfer to her common 
stock he owns with a fair market value of $100,000 in satisfaction of Mary’s share of the 
marital property. What factors should Mary and David consider in deciding between 
these two options? 


L0.4, 5 In the case of a below-market loan between relatives, the tax law requires one 
party to recognize interest income and the other member of the family to recognize 
interest expense; thus, the total taxable income of the two family members does not 
change as a result of the loan. Why does the tax law require this treatment? 


LO.4 Rose Corporation made a $1 million interest-free loan to its new chief executive 
officer on July 1, 2009, so that he could acquire a personal residence. The Federal rate is 
6%. What are the tax consequences of the loan to the CEO and to Rose? 


LO.3, 4 Brad is the president of the Yellow Corporation. He and other members of his 
family control the corporation. Brad has a temporary need for $50,000, and the 
corporation has excess cash. He could borrow the money from a bank at 9%, and Yellow 
is earning 6% on its temporary investments. Yellow has made loans to other employees 
on several occasions. Therefore, Brad is considering borrowing $50,000 from the 
corporation. He will repay the loan principal in two years plus interest at 5%. Identify the 
relevant tax issues for Brad and the Yellow Corporation. 


L0.4 When Betty was 67 years old, she purchased an annuity contract for $84,000. The 
contract was to pay her $8,000 per year over her remaining life. How much of the annuity 
payments that she collects in the twentieth year must Betty include in gross income? 


L0.4 An employer provides all of his employees with life insurance protection equal to 
twice the employee’s annual salary. Melba’s annual salary is $80,000. Why might Melba be 
required to recognize income even though she is still alive at the end of the year and thus 
nothing has been collected on the life insurance policy? 


L0.4 Evelyn is age 66 and unmarried. She receives $14,000 a year in Social Security 
benefits and $16,000 from a taxable pension. She is in the 15% marginal tax bracket on 
her Federal income tax return. She claims the standard deduction. She is considering 
selling stock she has held for more than one year. Her cost of the stock is $5,000, and its 
fair market value is $13,000. She has no other gains or losses for the year. She has asked 
you to estimate the tax consequences of selling the stock. 


PROBLEMS 


26. 


L0.1 Determine the taxpayer’s current-year (1) economic income and (2) gross income 

for tax purposes from the following events: 

a. Sue, a coach, was paid $950,000 to terminate her coaching contract. 

b. Elliot, a six-year-old child, was paid $10,000 for appearing in a television commercial. 
His parents put the funds into a savings account for the child’s education. 


27. 


28. 


2, 


30. 


(3) 
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c. Valery’s land increased in value by $100,000 when he was successful in having the 
zoning changed from residential to commercial. 

d. Winn purchased a lottery ticket for $5 and won $900,000. 

e. Larry spent $600 to raise vegetables that he and his family consumed. The cost of the 
vegetables in a store would have been $2,400. 


L0.1, 5 Amos recently completed medical school and is beginning his medical practice. 
Most of his patients are covered by health insurance with a co-pay requirement (e.g., the 
patient pays $10, and the insurance company is billed for the remainder). It takes 
approximately two months to collect from the health insurance plan. What advice can 
you provide Amos regarding the selection of a tax accounting method? 


L0.1,2,5 A taxpayer is considering three alternative investments of $10,000. Assume the 
taxpayer is in the 28% marginal tax bracket for ordinary income and 15% for qualifying 
capital gains and dividends in all tax years. The selected investment will be liquidated at 
the end of five years. The alternatives are: 


® A taxable corporate bond yielding 6% before tax, and the interest can be reinvested at 
6% before tax. 

° A Series EE bond that will have a maturity value of $13,070 (a 5.5% before-tax rate of 
return). 

® Land that will increase in value. 


The gain on the land will be classified and taxed as a long-term capital gain. The income 
from the bonds is taxed as ordinary income. How much must the land increase in value 
to yield a greater after-tax return than either of the bonds? 

Given: Compound amount of $1 and compound value of annuity payments at the 
end of five years: 


$1 Compounded $1 Annuity Compounded 
Interest Rate for 5 Years for 5 Years 
6% $1.34 $5.64 
5.50% 34 5.58 
4.32% 1.24 5.45 


LO.1 Determine the taxpayer’s gross income for tax purposes in each of the following 

situations: 

a. Olga, a cash basis taxpayer, sold a corporate bond with accrued interest of $300 for 
$10,800. Olga’s cost of the bond was $10,000. 

b. Olga needed $10,000 to make a down payment on her house. She instructed her 
broker to sell some stock to raise the $10,000. Olga’s cost of the stock was $3,000. 
Based on her broker’s advice, instead of selling the stock, she borrowed the $10,000 
using the stock as collateral for the debt. 

c. Olga owned a vacant lot that was zoned for residential housing. She spent $900 in at- 
torney fees to get the property rezoned as commercial. The property’s value 
increased by $10,000 as a result of the rezoning. 


L0.1, 2 Determine Amos Seagull’s gross income in each of the following cases: 

a. In the current year, Seagull Corporation purchased an automobile for $25,000. The 
company was to receive a $1,500 rebate from the manufacturer. However, the corpo- 
ration directed that the rebate be paid to Amos, the corporation’s sole shareholder. 

b. Amos sold his corporation. In addition to the selling price of the stock, he received 
$50,000 for a covenant not to compete—an agreement that he will not compete with 
his former business for five years. 

c. Amos and his neighbor got into an argument over Amos’s dog. The neighbor built a 
fence to keep the dog out of his yard. The fence added $1,500 to the value of Amos’s 


property. 
L0.2, 5 Alis an attorney who conducts his practice as a sole proprietor. During 2009, he 


received cash of $150,000 for legal services. Of the amount collected, $25,000 was for 
services provided in 2008. At the end of 2009, Al had accounts receivable of $60,000, all 
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for services rendered in 2009. At the end of the year, Al received $8,000 as a deposit on 
property a client was in the process of selling. Compute Al’s gross income for 2009: 

a. Using the cash basis of accounting. 

b. Using the accrual basis of accounting. 

c. Advise Al on which method of accounting he should use. 


os 
/t 32.\ LO.2 Selma operates a contractor’s supply store. She maintains her books using the cash 
method. At the end of the year, her accountant computes her accrual basis income that is 
used on her tax return. For 2009, Selma had cash receipts of $1.5 million, which included 
$200,000 collected on accounts receivable from 2008 sales. It also included the proceeds 
of a $100,000 bank loan. At the end of 2009, she had $400,000 in accounts receivable 
from customers, all from 2009 sales. 
a. Compute Selma’s accrual basis gross receipts for 2009. 
b. Selma paid cash for all of the purchases. The total amount paid for merchandise in 
2009 was $1.2 million. At the end of 2008, she had merchandise on hand with a cost 
of $100,000. At end of 2009, the cost of merchandise on hand was $300,000. Com- 
pute Selma’s gross income from merchandise sales for 2009. 


DECISION MAKING 33. LO.2, 3, 5 Your client is a new partnership, Aspen Associates, which is an engineering 


consulting firm. Generally, Aspen bills clients for services at the end of each month. 

Client billings are about $50,000 each month. On average, it takes 45 days to collect the 
receivables. Aspen’s expenses are primarily for salary and rent. Salaries are paid on the 
last day of each month, and rent is paid on the first day of each month. The partnership 
has a line of credit with a bank, which requires monthly financial statements. These must 
be prepared using the accrual method. Aspen’s managing partner, Amanda Sims, has 
suggested that the firm should also use the accrual method for tax purposes and thus 
reduce accounting fees by $600. Assume the partners are in the 35% (combined Federal 
and state) marginal tax bracket. Write a letter to your client explaining why you believe it 
would be worthwhile for Aspen to file its tax return on the cash basis even though its 
financial statements are prepared on the accrual basis. Aspen’s address is 100 James 
Tower, Denver, CO 80208. 


34, LO.2 Color Paint Shop, Inc. (459 Ellis Avenue, Harrisburg, PA 17111), is an accrual basis 


taxpayer that paints automobiles. During the year, the company painted Samuel’s car 
and was to receive a $1,000 payment from his insurance company. Samuel was not 
satisfied with the work, however, and the insurance company refused to pay. In 
December 2009, Color and Samuel agreed that Color would receive $800 for the work, 
subject to final approval by the insurance company. In the past, Color had come to terms 
with customers only to have the insurance company negotiate an even lesser amount. In 
May 2010, the insurance company reviewed the claim and paid the $800 to Color. An IRS 
agent thinks that Color, as an accrual basis taxpayer, should report $1,000 of income in 
2009, when the work was done, and then deduct a $200 loss in 2010. Prepare a memo to 
Susan Apple, a tax partner for whom you are working, with the recommended treatment 
for the disputed income. 


35.) L0.2 Determine the effects of the following on a cash basis taxpayer’s gross income for 

2009 and 2010. 

a. On the morning of December 31, 2009, the taxpayer received an $800 check from a 
customer. The taxpayer did not cash the check until January 3, 2010. 

b. The same as part (a), except the check was not received until after the bank had 
closed on December 31, 2009. 

c. The same as part (a), except the customer asked the taxpayer not to cash the check 
until January 3, 2010, after the customer’s salary check could be deposited. 


36. |L0.2 Marlene, a cash basis taxpayer, invests in Series EE U.S. government savings bonds 
and bank certificates of deposit (CDs). Determine the tax consequences of the following 
on her 2009 gross income. 

a. On July 1, 2009, she purchased a CD for $10,000. The CD matures on June 30, 2011, 
and will pay $11,025, thus yielding a 5% annual return. 

b. On December 31, 2009, she cashed in a CD and received $10,816. She purchased 
the CD on January 1, 2008, and the yield to maturity was 4%. 

c. On September 30, 2009, she cashed in Series EE bonds for $10,000. She purchased 
the bonds in 1999 for $7,025. The yield to maturity on the bonds was 4.5%. 
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L0.2 Swan Appliance Company, an accrual basis taxpayer, sells home appliances and 
service contracts. Determine the effect of each of the following transactions on the 
company’s 2009 gross income assuming that the company uses any available options to 
defer its taxes. ; 

a. In December 2008, the company received a $1,200 advance payment from a cus- 
tomer for an appliance that Swan special ordered from the manufacturer. The appli- 
ance did not arrive from the manufacturer until January 2009, and Swan 
immediately delivered it to the customer. The sale was reported in 2009 for financial 
accounting purposes. 

b. In June 2009, the company sold a 12-month service contract for $600. The company 
also sold a 36-month service contract for $1,800 in December 2009. 

c. On December 31, 2009, the company sold an appliance for $1,200. The company 
received $500 cash and a note from the customer for $700 and $260 interest, to be 
paid at the rate of $40 a month for 24 months. Because of the customer’s poor credit 


record, the fair market value of the note was only $600. The cost of the appliance 
was $750. red 


LO.2, 5 Freda is a cash basis taxpayer. In 2009, she negotiated her salary for 2010. Her 
employer offered to pay her $20,000 each month—a total of $240,000 for the year. Freda 
countered that she would accept $20,000 each month for the first nine months of the 
year and the remaining $60,000 in January 2011. The employer accepted Freda’s terms 
for 2010 and 2011. 

a. Did Freda actually or constructively receive $240,000 in 2010? 

b. What could explain Freda’s willingness to spread her salary over a longer period 

of time? 


LO.2, 5 The Bonhaus Apartments is a new development and is in the process of 
structuring its lease agreements. The company would like to set the damage deposits 
high enough that tenants will keep the apartments in good condition. The company is 
actually more concerned about damage than about tenants not paying their rent. 
a. Discuss the tax effects of the following alternatives: 

® $400 damage deposit and $400 rent for the final month of the lease. 

© $800 rent for the final two months of the lease and no damage deposit. 

© $800 damage deposit with no rent prepayment. 
b. Which option do you recommend? 


LO.3 Gus has been experiencing serious financial problems. His annual salary was 
$100,000, but a creditor garnished his salary for $20,000, so the employer paid the 
creditor (rather than Gus) the $20,000. To prevent creditors from attaching his 
investments, Gus gave his investments to his 21-year-old daughter, Rebecca. Rebecca 
received $5,000 in dividends and interest from the investments during the year. Gus 
transferred some cash to a Swiss bank account that paid him $3,000 interest during the 
year. Gus did not withdraw the interest from the Swiss bank account. Gus also hid some of 
his assets in his wholly owned corporation that received $150,000 rent income but had 
$160,000 in related expenses, including a $15,000 salary paid to Gus. Gus reasons that his 
gross income should be computed as follows: 


Salary received $80,000 
Loss from rental property ($150,000 — $160,000) (10,000) 
Gross income $70,000 


Compute Gus’s correct gross income for the year, and explain any differences 
between your calculation and Gus’s. 


41. LO.2, 3 Tracy, a cash basis taxpayer, is employed by Eagle Corporation, also a cash basis 


taxpayer. Tracy is a full-time employee of the corporation and receives a salary of $60,000 

per year. He also receives a bonus equal to 10% of all collections from clients he serviced 

during the year. Determine the tax consequences of the following events to the 

corporation and to Tracy: 

a. On December 31, 2009, Tracy was visiting a customer. The customer gave Tracy a 
$3,000 check payable to the corporation for appraisal services Tracy performed dur- 
ing 2009. Tracy did not deliver the check to the corporation until January 2010. 
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b. The facts are the same as in (a), except that the corporation is an accrual basis tax- 
payer and Tracy deposited the check on December 31, but the bank did not add the 
deposit to the corporation’s account until January 2010. 

c. The facts are the same as in (a), except that the customer told Tracy to hold the 
check until January 2010 when the customer could make a bank deposit that would 
cover the check. 


L0.3, 4 Fran, Gary, and Heidi each have a one-third interest in the capital and profits of 
the FGH Partnership. Each partner had a capital account of $50,000 at the beginning of 
the tax year. The partnership profits for the tax year were $210,000. Changes in their 
capital accounts during the tax year were as follows: 


Fran Gary Heidi Total 
Beginning balance $ 50,000 $ 50,000 $ 50,000 $150,000 
Withdrawals (25,000) (20,000) (10,000) (55,000) 
Additional 
contributions -0- -0- 5,000 5,000 
Allocation of profits 70,000 70,000 70,000 210,000 
Ending balance $ 95,000 $100,000 $115,000 $310,000 


In arriving at the $210,000 of partnership profits, the partnership deducted $1,800 ($600 
for each partner) in premiums paid for group term life insurance on the partners. Fran 
and Gary are 39 years old, and Heidi is 35 years old. Other employees are also eligible for 
group term life insurance equal to their annual salary. These premiums of $10,000 have 
been deducted in calculating the partnership profits of $210,000. Compute each part- 
ner’s gross income from the partnership for the tax year. 


LO.3, 5 In 2009, Alva received dividends on her stocks as follows: 


Amur Corporation (a French corporation whose stock is traded on 


an established U.S. securities market) $55,000 
Blaze, Inc., a Delaware corporation 25,000 
Grape, Inc., a Virginia corporation 12,000 


a. Alva purchased the Grape stock four years ago, and she purchased the Amur stock 
two years ago. She purchased the Blaze stock 15 days before it went ex-dividend and 
sold it 20 days later at a $22,000 loss. Alva had no other capital gains and losses for 
the year. She is in the 35% marginal tax bracket. Compute Alva’s tax on her dividend 
income for 2009. 

b. Alva’s daughter, who is age 25 and who is not Alva’s dependent, had taxable income 
of $6,000, which included $1,000 of dividends on Grape, Inc. stock. The daughter 
had purchased the stock two years ago. Compute the daughter’s tax liability on the 
dividends. 

c. Alva can earn 5% before-tax interest on a corporate bond or a 4% dividend on a pre- 
ferred stock. Assuming the appreciation in value is the same, which investment pro- 
duces the greater after-tax income? 

d. The same as part (c), except Alva’s daughter is to make the investment. 


L0.3 Liz and Doug were divorced on July 1 of the current year after 10 years of marriage. 
Their current year’s income received before the divorce was as follows: 


Doug's salary $41,000 
Liz's salary 55,000 
Rent on apartments purchased by Liz 15 years ago 8,000 
Dividends on stock Doug inherited from his mother 4 years ago 1,900 
Interest on a savings account in Liz’s name funded with her salary 2,400 


Allocate the income to Liz and Doug assuming they live in: 
a. California. 
b. Texas. 
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L0.4 Nell and Kirby are in the process of negotiating their divorce agreement. What 
should be the tax consequences to Nell and Kirby if the following, considered 
individually, became part of the agreement? 

a. In consideration for her one-half interest in their personal residence, Kirby will 
transfer to Nell stock with a value of $200,000. Kirby’s cost of the stock was $150,000, 
and the value of the personal residence is $400,000. They purchased the residence 
three years ago for $300,000. 

b. Nell will receive $1,000 per month for the lesser of 120 months or the number of 
months she lives after the divorce becomes final. 

c. Nell is to have custody of their 12-year-old son, Bobby. She is to receive $900 per 
month until Bobby (1) dies or (2) attains age 21 (whichever occurs first). After either 


of these events occurs, Nell will receive only $600 per month for the remainder of 
her life. 


LO.4 Karen and Al are in the process of negotiating a divorce agreement. Al believes that 

Karen should pay him at least $30,000 per year, but he would like to get as much in the 

first two years in cash as the tax law will permit to be treated as alimony. He is willing to 

surrender his one-half interest in some stock in exchange for more cash. Karen and Al 

own stock worth $120,000 that originally cost $80,000. Al is aware that Karen is very 

concerned about the tax consequences of the divorce agreement. What would be the tax 

consequences of the following alternative agreements? 

a. Al receives $30,000 per year for life and one-half of the jointly owned stock. 

b. Al receives $50,000 per year in Years 1, 2, and 3 and $30,000 per year for the remain- 
der of his life. He does not receive any of the stock. 

c. Al receives $80,000 in Year 1 and $30,000 per year for the remainder of his life. 


L0.4 Astia and Rafel are in the process of negotiating a divorce agreement. They both 
worked during the marriage and contributed an equal amount to the marital assets. They 
own a home with a fair market value of $400,000 (cost of $300,000) that is subject to a 
mortgage for $250,000. They have lived in the home for 12 years. They also have 
investment assets with a cost of $160,000 and a fair market value of $410,000. Thus, the 
net worth of the couple is $560,000 ($400,000 — $250,000 + $410,000). The holding 
period for the investments is longer than one year. Astia would like to continue to live in 
the house. Therefore, she has proposed that she receive the residence subject to the 
mortgage, a net value of $150,000. In addition, she would receive $17,600 each year for 
the next 10 years, which has a present value (at 6% interest) of $130,000. Rafel would 
receive the investment assets. If Rafel accepts this plan, he must sell one-half of the 
investments so that he can purchase a home. Assume that you are counseling Rafel. 
Explain to Rafel whether the proposed agreement would be “fair” on an after-tax basis. 


L0.4, 5 Roy decides to buy a personal residence and goes to the bank for a $150,000 
loan. The bank tells him he can borrow the funds at 7% if his father will guarantee the 
debt. Roy’s father, Hal, owns CDs currently yielding 6%. The Federal rate is 5%. Hal is 
willing to do either of the following: 


® Cash in the CDs and lend Roy the funds at 6% interest. 
® Guarantee the loan for Roy. 


Hal will consider lending the funds to Roy at an even lower interest rate, depending on 
the tax consequences. Hal is in the 35% marginal tax bracket. Roy, whose only source of 
income is his salary, is in the 15% marginal tax bracket. The interest Roy pays on the 
mortgage will be deductible by him. Considering only the tax consequences, which 
option will maximize the family’s after-tax wealth? 


L0.2, 4 On June 30, 2009, Ridge borrowed $62,000 from his employer. On July 1, 2009, 
Ridge used the money as follows: 


Interest-free loan to Ridge’s controlled corporation (operated by 


Ridge on a part-time basis) $31,000 
Interest-free loan to Tab (Ridge’s son) 11,000 
National Bank of Grundy 5% CD ($14,700 due at maturity, 

June 30, 2010) 14,000 
National Bank of Grundy 5.5% CD ($6,678 due at maturity, 

June 30, 2011) 6,000 
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Ridge’s employer did not charge him interest. The applicable Federal rate was 5% 
throughout the relevant period. Tab had investment income of $800 for the year, and he 
used the loan proceeds to pay medical school tuition. There were no other outstanding 
loans between Ridge and Tab. What are the effects of the preceding transactions on 
Ridge’s taxable income for 2009? 


50. LO.4 Indicate whether the imputed interest rules should apply in the following 
situations. Assume all the loans were made at the beginning of the tax year unless 
otherwise indicated. 

a. Mike loaned his sister $90,000 to buy a new home. Mike did not charge interest on 
the loan. The Federal rate was 5%. Mike’s sister had $900 of investment income for 
the year. 

b. Sam’s employer maintains an emergency loan fund for its employees. During the 
year, Sam’s wife was very ill, and he incurred unusually large medical expenses. He 
borrowed $8,500 from his employer’s emergency loan fund for six months. The Fed- 
eral rate was 5.5%. Sam and his wife had no investment income for the year. 

c. Jody borrowed $25,000 from her controlled corporation for six months. She used 
the funds to pay her daughter’s college tuition. The corporation charged Jody 4% in- 
terest. The Federal rate was 5%. Jody had $3,500 of investment income for the year. 

d. Kait loaned her son, Jake, $60,000 for six months. Jake used the $60,000 to pay off 
college loans. The Federal rate was 5%, and Kait did not charge Jake any interest. 
Jake had dividend and interest income of $2,100 for the tax year. 


51. LO.4 Vito is the sole shareholder of Vito, Inc. He is also employed by the corporation. On 
June 30, 2009, Vito borrowed $8,000 from Vito, Inc., and on July 1, 2010, he borrowed an 
additional $4,000. Both loans were due on demand. No interest was charged on the 
loans, and the Federal rate was 8% for all relevant dates. Vito used the money to purchase 
a boat, and he had $1,100 of investment income. Determine the tax consequences to Vito 
and Vito, Inc., in each of the following situations: 

a. The loans are considered employer-employee loans. 
b. ~The loans are considered corporation-shareholder loans. 


52.) L0.4 Thelma retires after 30 years of service with her employer. She is 66 years old and 
has contributed $25,200 to her employer’s qualified pension fund. She elects to receive 
her retirement benefits as an annuity of $2,000 per month for the remainder of her life. 
a. Assume that Thelma retires in June 2009 and collects six annuity payments this year. 
What is her gross income from the annuity payments in the first year? 

b. Assume that Thelma lives 30 years after retiring. What is her gross income from the 
annuity payments in the twenty-ninth year? 

c. Assume that Thelma dies after collecting 180 payments. She collected six payments 
in the year of her death. What are Thelma’s gross income and deductions from the 
annuity contract in the year of her death? 


53. LO.4 For each of the following, determine the amount that should be included in gross 
income: 
a. Manny was selected as the most valuable player in the World Series. In recognition 
of this, he was awarded a sports car worth $60,000 and $100,000 in cash. 
b. Wanda won the Mrs. America beauty contest. She received various prizes valued at 
$100,000. None of the $100,000 was for a scholarship or travel expenses. 
c. Jacob was awarded the Nobel Prize in Medicine. He donated the $900,000 check he 
received to City University, his alma mater. 
54) L0.4 The LMN Partnership has a group term life insurance plan. Each partner has 
~ $150,000 protection, and each employee has protection equal to twice his or her annual 
salary. Employee Alice (age 36) has $85,000 of insurance under the plan, and partner 
Kay (age 54) has $150,000 of coverage. Because the plan is a “group plan,” it is 
impossible to determine the cost of coverage for an individual employee or partner. 
a. Assuming the plan is nondiscriminatory, how much must Alice and Kay each include 
in gross income as a result of the partnership paying the insurance premiums? 
b. Assume that the partnership is incorporated. Kay becomes a shareholder and an em- 
ployee who receives a $75,000 annual salary. The corporation provides Kay with 
$150,000 of group term life insurance coverage under a nondiscriminatory plan. 


What is Kay’s gross income as a result of the corporation paying the insurance 
premiums? 
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55. |L0.2, 4 Herbert was employed for the first six months of the year and earned $90,000 in 


salary. During the next six months, he collected $6,800 of unemployment compensation, 
borrowed $12,000 (using his personal residence as collateral), and withdrew $2,000 from 
his savings account (including $60 interest). He received dividends of $550. His luck was 


not all bad, for in December he won $1,500 in the lottery on a $5 ticket. Calculate 
Herbert’s gross income. 


L0.4 Linda and Don are married and file a joint return. In 2009, they received $9,000 in 

Social Security benefits and $35,000 in taxable pension benefits and interest. 

a. Compute the couple’s adjusted gross income on a joint return. 

b. Don would like to know whether they should sell for $100,000 (at no gain or loss) a 
corporate bond that pays 8% in interest each year and use the proceeds to buy a 
$100,000 nontaxable State of Virginia bond that will pay $6,000 in interest each year. 

c. IfLinda in (a) works part-time and earns $30,000, how much would Linda and Don’s 
adjusted gross income increase? 


L0.4 Melissa, who is 62 years old, is unmarried and has no dependents. Her annual 

income consists of a taxable pension of $20,000, $12,000 in Social Security benefits, and 

$3,000 of dividend income. She does not itemize her deductions. She is in the 15% 

marginal income tax bracket. She is considering getting a part-time job that would pay 

her $10,000 a year. 

a. What would be Melissa’s after-tax income from the part-time job, considering Social 
Security and Medicare tax (7.65%) as well as Federal income tax on the earnings of 
$10,000? 

b. What would be the effective tax rate (increase in tax/increase in income) on the 
additional income from the part-time job? 

c. Assume instead that Melissa’s only income is a taxable pension of $18,000 and 
$12,000 in Social Security benefits. She is considering selling land for $10,000 that 
she purchased as an investment in 2005 for $3,000. Her marginal tax rate on ordi- 
nary income is 15%. What would be the effective tax rate on the gain from the sale of 
the land? 


LO.3, 4 Donna does not think she has an income tax problem but would like to discuss 

her situation with you just to make sure she will not get hit with an unexpected tax 

liability. Base your suggestions on the following relevant financial information: 

a. Donna’s share of the SAT Partnership income is $70,000, but none of the income 
can be distributed because the partnership needs the cash for operations. 

b. Donna’s Social Security benefits totaled $8,400, but Donna loaned the cash received 
to her nephew. 

c. Donna assigned to a creditor the right to collect $1,200 interest on some bonds she 
owned. 

d. Donnaand her husband lived together in California until September, when they sep- 
arated. Donna has heard rumors that her husband had substantial gambling win- 
nings since they separated. 


CUMULATIVE PROBLEMS 


Daniel B. Butler and Freida C. Butler, husband and wife, file a joint return. The Butlers 

live at 625 Oak Street in Corbin, KY 27521. Dan’s Social Security number is 111—-11-1111, 

and Freida’s is 123—45-6789. Dan was born on January 15, 1962, and Freida was born on 

August 20, 1962. 

During 2008, Dan and Freida furnished over half of the total support of each of the 
following individuals, all of whom still live at home: 

a. Gina, their daughter, age 22, a full-time student, who married on December 21, 
2008, has no income of her own, and for 2008 did not file a joint return with her 
husband, Casey, who earned $10,600 during 2008. Gina’s Social Security number is 
12345-6788. 

b. Sam, their son, age 20, who had gross income of $6,300 in 2008. Sam dropped out of 
college in October 2008. He had graduated from high school in May 2008. Sam’s 
Social Security number is 123—45-6787. 
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c. Ben, their oldest son, age 26, who is a full-time graduate student with gross income 
of $5,200. Ben’s Social Security number is 123—45-6786. 


Dan was employed as a manager by W]]J, Inc. (employer identification number 
11-1111111, 604 Franklin Street, Corbin, KY 27521), and Freida was employed as a 
salesperson for Corbin Realty, Inc. (employer identification number 98—7654321, 899 
Central Street, Corbin, Ky 27521). Information from the W-2 Forms provided by the 
employers is presented below. Dan and Freida use the cash method. 


Line Description Dan Freida 

1 Wages, tips, other compensation $86,000 $53,000 

Zi Federal income tax withheld $12,000 $9,000 

3 Social Security wages $86,000 $53,000 

4 Social Security tax withheld $5,332 $3,286 

5 Medicare wages and tips $86,000 $53,000 

6 Medicare tax withheld $1,247 $769 5 
15 State Kentucky Kentucky ; 
16 State wages, tips, etc. $86,000 $53,000 
17 State income tax withheld $2,700 $2,650 


Freida sold a house on December 30, 2008, and will be paid a commission of $3,100 (not 
included in the $53,000 reported on the W-2) on the January 10, 2009 closing date. 
Other income (as reported on 1099 Forms) for 2008 consisted of the following: 


Dividends on CSX stock (qualified) $3,200 
Interest on savings at Second Bank 1,400 
Interest on City of Corbin bonds 900 
Interest on First Bank CD 383 


The $383 from First Bank was original issue discount. Dan and Freida collected $15,000 
on the First Bank CD that matured on September 30, 2008. The CD was purchased on 
October 1, 2006, for $14,000, and the yield to maturity was 3.5%. 

Dan received a Schedule K-1 from the Falcon Partnership, which showed his 
distributive share as $11,000. In addition to the above information, Dan and Freida’s 
itemized deductions included the following: 


Paid on 2007 Kentucky income tax $ 400 
Personal property tax paid 600 
Real estate taxes paid 1,800 
Interest on home mortgage (Corbin S&L) 4,900 
Cash contributions to the Boy Scouts 975 


Sales tax from the sales tax table is $1,734. Dan and Freida made Federal estimated tax 
payments of $8,000. 


Part 1—Tax Computation 

Compute Dan and Freida’s 2008 Federal income tax payable (or refund due). If you use 
tax forms for your computations, you will need Form 1040 and Schedules A, B, and E. 
Suggested software: Tax Cut. 


Part 2—Tax Planning 

Dan plans to reduce his work schedule and work only halftime for WIJ in 2009. He has 
been writing songs for several years and wants to devote more time to developing a career 
as a songwriter. Because of the uncertainty in the music business, however, he would like 
you to make all computations assuming he will have no income from songwriting in 2009. 
To make up for the loss of income, Freida plans to increase the amount of time she 
spends selling real estate. She estimates she will be able to earn $70,000 in 2009. Assume 
all other income and expense items will be approximately the same as they were in 2008. 
Assume Sam will be enrolled in college as a full-time student for the summer and fall 
semesters. Will the Butlers have more or less disposable income (after Federal income 


CHAPTER 4 Gross Income: Concepts and Inclusions 4-51 


tax) in 2009? Write a letter to the Butlers that contains your advice and prepare a memo 


iH for the tax files. 
Hi 
if 60. Cecil C. Seymour is a 66-year-old widower. He had income for 2009 as follows: 
Pension from former employer $32,000 
Interest income from Alto National Bank 5,500 
Interest income on City of Alto bonds 2,700 
Dividends received from IBM 2,000 
Collections on annuity contract he purchased 
from Great Life Insurance 5,400 
Social Security benefits 12,000 
Rent income on townhouse 7,600 


The cost of the annuity was $54,000, and Cecil was expected to receive a total of 240 
monthly payments of $450. Cecil has received 22 payments through 2009. 

Cecil’s 40-year-old daughter, Sarah C. Seymour, borrowed $40,000 from Cecil on 
January 2, 2009. She used the money to start a new business. Cecil does not charge her 
interest because she could not afford to pay it, but he does expect to eventually collect 
the principal. Sarah is living with Cecil until the business becomes profitable. Except for 
housing, Sarah provides her own support from her business and $1,600 in dividends on 
stocks that she inherited from her mother. 


Other relevant information is presented below: 


® Cecil’s Social Security number: 123—45-6785 

e Address: 3840 Springfield Blvd., Alto, GA 30754 
® Sarah’s Social Security number: 123-45-6784 

® Expenses on rental townhouse: 


Utilities $1,500 
Maintenance 1,000 
Depreciation 2,000 
Real estate taxes 750 
Insurance 500 


e State income taxes paid: $3,300 

* County personal property taxes paid: $2,100 

e Payments on estimated 2009 Federal income tax: $5,900 

® Charitable contributions of cash to Alto Baptist Church: $6,400 
e Federal interest rate: 6% 

© Sales taxes paid: $912 


Compute Cecil’s 2009 Federal income tax payable (or refund due). 


RESEARCH PROBLEMS DS 


Note: Solutions to Research Problems can be prepared by using the Checkpoint” THOMSON REUTERS 
Student Edition online research product, which is available to accompany this text. It is | Checkpoint® Student Edition 
also possible to prepare solutions to the Research Problems by using tax research mate- 

rials found in a standard tax library. 


Research Problem 1. Tranquility Funeral Home, Inc., your client, is an accrual basis taxpayer COMMUNICATIONS 


that sells preneed funeral contracts. Under these contracts, the customer pays in advance 
for goods and services to be provided at the contract beneficiary’s death. These payments 
are refundable at the contract purchaser’s request, pursuant to state law, at any time until 
the goods and services are furnished. Tranquility, consistent with its financial accounting 
reporting, includes the payments in income for the year the funeral service 1s provided. 
The IRS agent insists that the payments are prepaid income subject to tax in the year of 
receipt. Your client believes the amounts involved are customer deposits. Write a letter e 
Tranquility that contains your advice about how the issue should be resolved. The client’s 
address is 400 Rock Street, Memphis, TN 38152. 
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Research Problem 2. Your client was the beneficiary of an annuity contract purchased by her 
stepmother. When the stepmother died, the insurance company paid the client $400,000 
and sent her a Form 1099 indicating that the taxable portion (i.e., the amount in excess of 
the investment in the contract) was $50,000. However, according to the client, her father 
fraudulently convinced her that he was the intended beneficiary. She gave her father a 
check equal to the amount she had received from the insurance company. She did not 
report any of the annuity proceeds in her income tax return. She later discovered the fraud 
and filed a lawsuit to collect from her father. The IRS has examined your client’s return 
and has taken the position that she must include the $50,000 in her gross income. 

Evaluate the IRS’s position. 


Research Problem 3. The Cheyenne Golf and Tennis Club requires its members to purchase 
stock in the corporation and to make a deposit of $10,000. The deposit is to be repaid in 30 
years, and no interest is charged. Is the deposit subject to the imputed interest rules for 
below-market loans? 


Partial list of research aids: 
TAM 9735002. 


Research Problem 4. Jan was divorced in California, a community property state. Her former 
husband, William, was still working but had accumulated substantial pension benefits. Jan 
was entitled to one-half of the pension benefits. The California court, however, required 
William to make payments to Jan before his retirement. Otherwise, the court reasoned, the 
former husband could deny Jan her share of the pension simply by continuing to work. 
The payments did not meet the definition of alimony because, if Jan died, they could 
continue to her estate. William chose to reduce his gross income by the amount of the 
payments on the theory that the court had in effect ruled that the income earned by him 
but payable to his former wife under the California community property law should be 
included in her gross income. Jan is concerned that the IRS will require her to include the 
payments in her gross income. Can you relieve her concerns? 


Use the tax resources of the Internet to address the following questions. Do not restrict 
your search to the World Wide Web, but include a review of newsgroups and general 
reference materials, practitioner sites and resources, primary sources of the tax law, 
chat rooms and discussion groups, and other opportunities. 


O@) INTERNET 
Ds activity 


Research Problem 5. Determine the applicable Federal rate for purposes of below-market 
loans. Use this figure to complete Problem 49 for this chapter. . 


COMMUNICATIONS Research Problem 6. Go to the Web page of a consulting firm that offers counseling services 
to individuals as they negotiate the terms of a divorce. What specific tax-related services do 


these firms offer? Send an e-mail message to one of these firms suggesting that it add a 
specific service or revise its Web page to emphasize other tax-related services for its clients. 


Gross Income: Exclusions 


LEARNING OBJECTIVES 
After completing Chapter 5, you should be able to: 


L0.1 L0.4 
Understand that statutory authority is Describe the circumstances under 

required to exclude an item from which income must be reported from 
gross income. the discharge of indebtedness. 


LO.2 LO.5 


Identify the circumstances under Identify tax planning strategies for 
which various items are excludible obtaining the maximum benefit from 
from gross income. allowable exclusions. 


L0.3 
Determine the extent to which 
receipts can be excluded under the tax 
benefit rule. 
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FRAMEWORK: 


Income (broadly conceived) ............. 00. cece cect eee eee e ened $XX,XHK 
au ey Sas Less: Exclusions ...;««'s« «cs tru s'zse 0 cess ao Gee tease he dau hak ee ee er eee 
- Tax Formula ; 
for Individuals | [a texexempt interest. bo not include on 
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oe is based on the Gross income tr hE cnt iy ssncils Ditiee Subgenre GXX,XXX 
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Figure 3.1. The portions 10 Taxable refunds, credits, or offsets of state and local income taxes (see page 22) is =" : . 
of the formula that are 19) Unemployment: compemsertt OM eee ae can ctr eee cee tee tees ee ern ee 
boldfaced are covered 21 = Other income. List type and amount (see page 28) __-.-..--.----- at res Sees paeac owe raem 
in this chapter. Below those | Sa ae cae Pa a ee 
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Taxable Ificomeé’. «0... 0.c a... cece etree $XX,XXX 
Tax on taxable income (see Tax Tables or Tax Rate Schedules) ................0.00000ee $ X,XXX 
Less: Tax credits (including income taxes withheld and prepaid) ............-.0.--eeeeee (Xxx) 


Tax due (or refund) Saas Ps Sd Re OE we! . os. Ee 


THE BIG PICTURE 


EXCLUSIONS 


Paul is a senior at State University, whose football team is in the Football Champion- | 
ship Subdivision (formerly Division 1AA). Last year the team advanced to the playoff — 
semifinals and lost by a field goal. Paul was selected as the all-conference quarter- 
back. So far this year the team has an 11-0 record and is ranked number one. 


i Paul received an athletic scholarship that covered the following: 

( Tuition and fees $13,600 

Books 1,000 4 

Room and board 6,200 BS 
$20,800 : 
One of the campus sororities selected Paul as the “Big Man on Campus.” In addi- eI 
; A 


tion to the recognition, Paul received a check for $2,000. ss 

Paul attended a joint sorority/fraternity party on the Thursday night preceding ‘ 
the start of the playoffs. He limited himself to two beers. On the way home at 
2:00 A.M., his smart car was blindsided by a sport utility vehicle driven by a faculty 
member whose blood alcohol level was .12. The faculty member was cited by the 
police and later convicted of a DUI. 

Paul suffered severe damage to his right arm. His orthopedic surgeon says that he 
will never be able to play football again. The settlement with the faculty member’s 
insurance company has resulted in the following amounts being paid to Paul: 
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Compensatory damages: 
Medical expenses $ 88,000 
Damage to his right arm 300,000 
Pain and suffering 200,000 
Legal fees 100,000 
Punitive damages 800,000 


Besides being Paul’s girlfriend, you are a senior accounting major. You were in the 
car with Paul, but fortunately suffered only minor bruises. You tell Paul that you will 
look into the tax consequences of the settlement. 


5.1 ITeEMs SPECIFICALLY EXCLUDED 
FROM Gross INCOME 


2 RA aS renee TEE = AE EIT ET IPE A EET I ae — ons eels > ; 
a’ ATCO PERE SS EEL IL LITE TP IO IRE LICE A DERE IP PLA D EA PEIRCE 


Chapter 4 discussed the concepts and judicial doctrines that affect the determina- 
tion of gross income. If an income item is within the all-inclusive definition of gross 
income, the item can be excluded only if the taxpayer can locate specific authority 
for doing so. Chapter 5 focuses on the exclusions Congress has authorized. These 
exclusions are listed in Exhibit 5.1. 

Tax advisers spend countless hours trying to develop techniques to achieve tax- 
exempt status for income. Employee benefits planning is greatly influenced by the 
availability of certain types of exclusions. Taxes play an important role in employee 
benefits, as well as in other situations, because attaining an exclusion is another 
means of enhancing after-tax income. For example, for a person whose combined 
Federal and state marginal tax rate is 40 percent, $1.00 of tax-exempt income is 
equivalent to $1.67 [$1 + (1 — .4)] in income subject to taxation. The tax adviser’s 
ideal is to attach the right labels or provide the right wording to render income non- 
taxable without affecting the economics of the transaction. 

Consider the case of an employee who is in the 28 percent marginal tax bracket 
and is paying $3,000 a year for health insurance. If the employer provided this pro- 
tection in a manner that qualified for exclusion treatment but reduced the employ- 
ee’s salary by $3,000, the employee’s after-tax and after-insurance income would 
increase at no additional cost to the employer. 


Salary received to use to purchase health insurance $ 3,000 
Less: Taxes ($3,000 x 28%) (840) 
Cash available to purchase health insurance $ 2,160 
Less: Cost of health insurance (3,000) 
Excess of cost of health insurance over cash available $ 840 


Thus, the employee in this case is $840 better off with a salary reduction of $3,000 
and employer-provided health insurance. The employee may still decide that the 
$3,000 salary is preferable if, for example, the employee has access to health insur- 
ance through a spouse’s employer. Understanding the tax influence, however, does 
enable the employee to make a more informed choice. 
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EXHIBIT 5.1 Summary of Principal Exclusions from Gross Income 


1. Donative items 
Gifts, bequests, and inheritances (§ 102) 
Life insurance proceeds paid by reason of death (§ 101) 
Accelerated death benefits [§ 101(g)] 
Survivor benefits for public safety officer killed in the line of duty [§ 101(h)} 
Scholarships (§ 117) 
2. Personal and welfare items 
Injury or sickness payments (§ 104) 
Public assistance payments (Rev.Rul. 71-425, 1971-2 C.B. 76) 
Amounts received under insurance contracts for certain living expenses (§ 123) 
Reimbursement for the costs of caring for a foster child (§ 131) 
Disaster relief payments (§ 139) 
3. Wage and salary supplements _ 
a. Fringe benefits 
Accident and health benefits (§§ 105 and 106) 
Health Savings Accounts [§ 106(d)] 
Lodging and meals furnished for the convenience of the employer (§ 119) 
Rental value of parsonages (§ 107) 
Employee achievement awards [§ 74(c)] 
Employer contributions to employee group term life insurance (§ 79) 
Cafeteria plans (§ 125) 
Educational assistance payments (§ 127) 
Child or dependent care (§ 129) 
Services provided to employees at no additional cost to the employer (§ 132) 
Employee discounts (§ 132) 
Working condition and de minimis fringes (§ 132) 
Athletic facilities provided to employees (§ 132) 
Qualified transportation fringe (§ 132) 
Qualified moving expense reimbursement (§ 132) 
Qualified retirement planning services (§ 132) 
Tuition reductions granted to employees of educational institutions (§ 117) 
Child adoption expenses (§ 137) 
Long-term care insurance (§ 7702B) 
b. Military benefits 
Combat pay (§ 112) 
Housing, uniforms, and other benefits (§ 134) 
c. Foreign earned income (§ 911) 
4. Investor items 
Interest on state and local government obligations (§ 103) 
Improvements by tenant to landlord’s property (§ 109) 
Seventy-five percent exclusion for gain from sale of certain small business stock 
(§ 1202) 
5. Benefits for the elderly 
Social Security benefits (except in the case of certain higher-income taxpayers) 
(§ 86) 
6. Other benefits 
Income from discharge of indebtedness (§ 108) 
Recovery of a prior year’s deduction that yielded no tax benefit (§ 11 1) 
Gain from the sale of personal residence (§ 121) 
Educational savings bonds (§ 135) 
Qualified tuition program (§ 529) 
Coverdell Education Savings Account (§ 530) 
Lessee construction allowances for short-term leases (§ 110) 


ih 


In a recent letter ruling, the IRS apologetically explained 
why payments received from the Federal Emergency Man- 


' agement Agency (FEMA) to be used to prevent flooding 
| must be included in the recipient's gross income. The pay- 
| ments were taxable because the IRS could not find a specific 


provision in the Internal Revenue Code to justify excluding 
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them from gross income. The IRS explained that it has — 
requested specific authority for such an exclusion, but so far _ 
Congress has not responded. The message from the Federal _ 
government to those threatened by floods seems to be “wait _ 
until the flood comes, get the President to declare the flood a 


5.2 STATUTORY AUTHORITY 


Sections 101 through 150 provide the authority for excluding specific items from 
gross income. In addition, other exclusions are scattered throughout the Code. Each 
exclusion has its own legislative history and reason for enactment. Certain exclusions 
are intended as a form of indirect welfare payments. Other exclusions prevent dou- 
ble taxation of income or provide incentives for socially desirable activities (e.g., 
nontaxable interest on certain U.S. government bonds where the owner uses the 
funds for educational expenses). 

In some cases, Congress has enacted exclusions to rectify the effects of judicial 
decisions. For example, the Supreme Court held that the fair market value of 
improvements (not made in lieu of rent) made by a tenant to the landlord’s prop- 
erty should be included in the landlord’s gross income upon termination of the 
lease. The landlord was required to include the value of the improvements in gross 
income even though the property had not been sold or otherwise disposed of. Con- 
gress provided relief in this situation by enacting § 109, which defers taxing the value 
of the improvements until the property is sold.” 

At times Congress responds to specific events. For example, in 2001 Congress 
enacted § 139 to ensure that victims of a qualified disaster (disaster resulting from a 
terrorist attack, presidentially declared disaster, common carrier accident of a cata- 
strophic nature) would not be required to include payments received for living 
expenses, funeral expenses, and property damage resulting from the disaster in 
gross income. 


5.3 GIFTS AND INHERITANCES _ 


A POE PIE EPIL DO AIO TOE 


GENERAL 


Beginning with the Income Tax Act of 1913 and continuing to the present, Congress 
has allowed the recipient of a gift to exclude the value of the property from gross 
income. The exclusion applies to gifts made during the life of the donor (inter vivos 
gifts) and transfers that take effect upon the death of the donor (bequests and inher- 
itances).° However, as discussed in Chapter 4, the recipient of a gift of income- 
producing property is subject to tax on the income subsequently earned from 
the property. Also, as discussed in Chapter 1, the donor or the decedent’s estate may 
be subject to gift or estate taxes on the transfer. 

In numerous cases, gifts are made in a business setting. For example, a salesper- 
son gives a purchasing agent free samples; an employee receives cash from his or 
her employer on retirement; a corporation makes payments to employees who were 


'Helvering v. Bruun, 40-1 USTC $9337, 24 AFTR 652, 60 S.Ct. 631 (USSC, 


1940). 
3g 102. 


disaster, and then seek aid that can be excluded under § 139.” 


L0.1 
Understand that statutory 


authority is required to exclude 
an item from gross income. 


LO.2 


Identify the circumstances 
under which various items are 
excludible from gross income. 


2If the tenant made the improvements in lieu of rent, the value of the 
improvements is not eligible for exclusion. 
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BEGGING AS A TAX-DISFAVORED OCCUPATION 


In five recent decisions, the Tax Court ruled that amounts taxpayers had merely received gifts. The beggars wanted _ 
received from begging are nontaxable gifts. In a reversal of the fruit of their efforts to be treated as earned income in 
the normal roles, the beggars contended that the amounts order to qualify them for the earned income credit (see 
received were earned income while the IRS argued that the Chapter 13 for the discussion of the earned income credit). 


*Estate of D. R. Daly, 3 B.T.A. 1042 (1926). 
U.S., 52-1 USTC $9343, 41 AFTR 1053, 72 S.Ct. 994 (USSC, *Rev.Rul. 62-102, 1962-2 C.B. 37. 


*Robertson v. 


1952): 


victims of a natural disaster; a corporation makes a cash payment to a deceased 
employee’s spouse. In these and similar instances, it is frequently unclear whether the 
payment was a gift or represents compenaey for past, present, or future services. 

The courts have defined a gift as “a voluntary transfer of property by one to 
another without adequate [valuable] consideration or compensation therefrom. a, 
If the payment is intended to be for services rendered, it is not a gift, even though 
the payment is made without legal or moral obligation and the payor receives no 
economic benefit from the transfer. To qualify as a gift, the payment must be made 
“out of affection, respect, admiration, charity or like impulses.”” Thus, the cases on 
this issue have been decided on the basis of the donor’s intent. 

In a landmark case, Comm. v. Duberstein,® the taxpayer (Duberstein) received a 
Cadillac from a business acquaintance. Duberstein had supplied the businessman 
with the names of potential customers with no expectation of compensation. The 
Supreme Court concluded: 


. despite the characterization of the transfer of the Cadillac by the parties 
[as a gift] and the absence of any obligation, even of a moral nature, to make 
it, it was at the bottom a recompense for Duberstein’s past service, or an 
inducement for him to be of further service in the future. 


Duberstein was therefore required to include the fair market value of the automo- 
bile in gross income. 


GIFTS TO EMPLOYEES 


In the case of cash or other property received by an employee from his or her employer, 
Congress has eliminated any pbiguiy Transfers from an employer to an employee 
cannot be excluded as a gift.” However, victims of a qualified disaster who are reim- 
bursed by their employers for living expenses, funeral expenses, and property dam- 
age can exclude the payments from gross income under § 139, as previously 
discussed. 


EMPLOYEE DEATH BENEFITS 


Frequently, an employer makes payments (death benefits) to a deceased employee’s 
surviving spouse, children, or other beneficiaries. If the decedent had a nonforfeit- 
able right to the payments (e.g., the decedent’s accrued salary), the amounts are 
generally taxable to the recipient just the same as if the employee had lived and col- 
lected the payments. But when the employer makes voluntary payments, the gift 
issue arises. Generally, the IRS considers such evo to be compensation for 
prior services rendered by the deceased employee.*® However, some courts have held 


78 102(c). 


°60-2 USTC 49515, 5 AFTR2d 1626, 80 S.Ct. 1190 (USSG, 1960). 
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that payments to an employee’s surviving spouse or other beneficiaries are gifts if 
the following are true: 


e The payments were made to the surviving spouse and children rather 
than to the employee’s estate. 

° The employer derived no benefit from the payments. 

e The surviving spouse and children performed no services for the 
employer. 

e The decedent had been fully compensated for services rendered. 

e Payments were made pursuant to a board of directors’ resolution that fol- 
lowed a general company policy of providing payments for families of 
deceased employees (but not exclusively for families of shareholder- 
employees). 


When all of the above conditions are satisfied, the payment is presumed to have 
been made as an act of affection or charity. When one or more of these conditions is 
not satisfied, the surviving spouse and children may still be deemed the recipients of 
a gift if the payment is made in light of the survivors’ financial needs.'° 


5.4 Lire INSURANCE PROCEEDS 


GENERAL RULE 


Life insurance proceeds paid to the beneficiary because of the death of the insured are 
exempt from income tax.! 


Mark purchases an insurance policy on his life and names his wife, Linda, as the benefi- i EXANE LED So 


ciary. Mark pays $45,000 in premiums. When he dies, Linda collects the insurance pro- 
ceeds of $200,000. The $200,000 is exempt from Federal income tax. & 


Congress chose to exempt life insurance proceeds for the following reasons: 


e For family members, life insurance proceeds serve much the same pur- 


pose as a nontaxable inheritance. 
e Ina business context (as well as in a family situation), life insurance pro- 


ceeds replace an economic loss suffered by the beneficiary. 


°Estate of Sydney J. Carter v. Comm., 72-1 USTC 49129, 29 AFTR2d 332, 453 "§ 101(a). 


F.2d 61 (CA-2, 1972), and the cases cited there. 
Simpson v. U.S., 58-2 USTC $9923, 2 AFTR2d 6036, 261 F.2d 497 (CA-7, 


1958), cert. denied '79 S.Ct. 724 (USSC, 1958). 
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PRXAM PLE eS Gold Corporation purchases a life insurance policy to cover its key employee. If the pro- 


ceeds were taxable, the corporation would require more insurance coverage to pay the 
tax as well as to cover the economic loss of the employee. @ 


Thus, in general, Congress concluded that making life insurance proceeds exempt 
from income tax was a good policy. 


ACCELERATED DEATH BENEFITS 


Generally, if the owner of a life insurance policy cancels the policy and receives the 
cash surrender value, the taxpayer must recognize gain equal to the excess of 
the amount received over premiums paid on the policy (a loss is not deductible). 
The gain is recognized because the general exclusion provision for life insurance 
proceeds applies only to life insurance proceeds paid upon the death of the insured. 
If the taxpayer cancels the policy and receives the cash surrender value, the life in- 
surance policy is treated as an investment by the insured. 

In a limited circumstance, however, the insured is permitted to receive the benefits 
of the life insurance contract without having to include the gain in gross income. Under 
the accelerated death benefits provisions, exclusion treatment is available for insured tax- 
payers who are either terminally ill or chronically ill.’? A terminally ill taxpayer can col- 
lect the cash surrender value of the policy from the insurance company or assign the 
policy proceeds to a qualified third party. The resultant gain, if any, is excluded from 
| the insured’s gross income. A terminally illindividual is one whom a medical doctor certi- 
fies as having an illness that is reasonably expected to cause death within 24 months. 

In the case of a chronically ill patient, no gain is recognized if the proceeds of the 
policy are used for the long-term care of the insured. A person is chronically ill if he 
or she is certified as being unable to perform without assistance certain activities of 
. daily living. These exclusions for the terminally ill and the chronically ill are available 
only to the insured. Thus, a person who purchases a life insurance policy from the 
insured does not qualify. 


ES AM ELE Tom owned a term life insurance policy at the time he was diagnosed as having a termi- 


nal illness. After paying $5,200 in premiums, he sold the policy to Amber Benefits, Inc., 
: a company that is authorized by the State of Virginia to purchase such policies. Amber 
paid Tom $50,000. When Tom died six months later, Amber collected the face amount 
. of the policy, $75,000. Tom is not required to include the $44,800 gain ($50,000 — 
$5,200) on the sale of the policy in his gross income. Assume Amber pays additional 
premiums of $4,000 during the six-month period. When Amber collects the life insur- 
ance proceeds of $75,000, it must include the $21,000 gain [$75,000 proceeds — 
($50,000 cost + $4,000 additional premiums paid)] in grossincome. = 


. 
| 
| 


SHOULD THE TERMINALLY ILL Pay SociaL SEcurITy TAXES? 


28 101(g). 


The rationale for excluding accelerated death benefits from 
the gross income of the terminally ill is that they often use 
the funds to pay medical expenses and other costs associated 
with dying and do not have the ability to pay tax on the gain 
from the accelerated receipt of the life insurance proceeds. 
Yet the wages of a terminally ill person who is employed (or 
profits of a self-employed person) are subject to Social Secu- 


rity taxes. The Social Security taxes are intended to pay for 
retirement benefits, but a terminally ill person is unlikely to 
collect any Social Security benefits. 

Several bills have been introduced in Congress to exempt 
the terminally ill from the Social Security tax. Evaluate the 
equity of the current tax treatment versus that in the pro- 
posed legislation. 
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TRANSFER FOR VALUABLE CONSIDERATION 


A life insurance policy (other than one associated with accelerated death benefits) 
may be transferred after it is issued by the insurance company. If the policy is trans- 
ferred for valuable consideration, the insurance proceeds are includible in the gross 
income of the transferee to the extent the proceeds received exceed the amount 
paid for the policy by the transferee plus any subsequent premiums paid. 


Adam pays premiums of $4,000 for an insurance policy in the face amount of $10,000 POEXAMPLE 6 


upon the life of Beth and subsequently transfers the policy to Carol for $6,000. On 
Beth’s death, Carol receives the proceeds of $10,000. The amount that Carol can 


exclude from gross income is limited to $6,000 plus any premiums she paid subsequent 
to the transfer. = 


The Code, however, provides four exceptions to the rule illustrated in the pre- 


ceding example. These exceptions permit exclusion treatment for transfers to the 
following: 


1. A partner of the insured. 

2. A partnership in which the insured is a partner. 

3. A corporation in which the insured is an officer or shareholder. 

4. A transferee whose basis in the policy is determined by reference to the 
transferor’s basis. 


The first three exceptions facilitate the use of insurance contracts to fund buy-sell 
agreements. 


Rick and Sam are equal partners who have an agreement that allows either partner to EX ARE LE 


purchase the interest of a deceased partner for $50,000. Neither partner has sufficient 
cash to actually buy the other partner’s interest, but each has a life insurance policy on 
his own life in the amount of $50,000. Rick and Sam could exchange their policies (usu- 
ally at little or no taxable gain), and upon the death of either partner, the surviving 
partner could collect tax-free insurance proceeds. The proceeds could then be used to 
purchase the decedent's interest in the partnership. @ 


The fourth exception applies to policies that were transferred pursuant to a tax- 
free exchange or were received by gift.'” 

Investment earnings arising from the reinvestment of life insurance proceeds are 
generally subject to income tax. Often the beneficiary will elect to collect the insur- 
ance proceeds in installments. The annuity rules (discussed in Chapter 4) are used 
to apportion the installment payment between the principal element (excludible) 
and the interest element (includible).'* 


5.5 SCHOLARSHIPS _ 


GENERAL INFORMATION 


Payments or benefits received by a student at an educational institution may be 
(1) compensation for services, (2) a gift, or (3) a scholarship. If the payments or ben- 
efits are received as compensation for services (past or present), the fact that the re- 
cipient is a student generally does not render the amounts received nontaxable.” 


Johnson, 69-1 USTC $9348, 23 AFTR2d 1212, 89 S.Ct. 1439 (USSC, 1969). 


'8See the discussion of gifts in Chapter 14 and tax-free exchanges in Chapters : , 3 ‘ 
For potential exclusion treatment, see the subsequent discussion of quali- 


15 and 20. 

“Reg. §§ 1.72-7(c)(1) and 1.101—7T. 

*Reg. § 1.117-2(a). See C. P. Bhalla, 35 T.C. 13 (1960), for a discussion of the 
distinction between a scholarship and compensation. See also Bingler v. 


fied tuition reductions. 
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EAM ERB Gos ee State University waives tuition for all graduate teaching assistants. The tuition waived 


is intended as compensation for services and is therefore included in the graduate assis- 
tant’s gross income. @ 


As discussed earlier, gifts are not includible in gross income. 

The scholarship rules are intended to provide exclusion treatment for education- 
related benefits that cannot qualify as gifts but are not compensation for services. 
According to the Regulations, “a scholarship is an amount paid or allowed to, or 
for the benefit of, an individual to aid such individual in the pursuit of study 
or research.”'© The recipient must be a candidate for a degree at an educational 
institution.’” 


EXAMPLE 70 | Terry enters a contest sponsored by a local newspaper. Each contestant is required to 


submit an essay on local environmental issues. The prize is one year’s tuition at State 
University. Terry wins the contest. The newspaper has a legal obligation to Terry 
(as contest winner). Thus, the benefits are not a gift. However, since the tuition pay- 
ment aids Terry in pursuing her studies, the payment is ascholarship. @ 


A scholarship recipient may exclude from gross income the amount used for tui- 
tion and related expenses (fees, books, supplies, and equipment required for 
courses), provided the conditions of the grant do not require that the funds be used 
for other purposes.'® Amounts received for room and board are not excludible and 
are treated as earned income for purposes of calculating the standard deduction for 
a taxpayer who is another taxpayer’s dependent.'” 


Kelly receives a scholarship of $9,500 from State University to be used to pursue a bach- 


elor’s degree. She spends $4,000 on tuition, $3,000 on books and supplies, and $2,500 
for room and board. Kelly may exclude $7,000($4,000 + $3,000) from gross income. The 
$2,500 spent for room and board is includible in Kelly’s gross income. 

The scholarship is Kelly’s only source of income. Her parents provide more than 50% 
of Kelly's support and claim her as a dependent. Kelly's standard deduction of $2,800 
($2,500 + $300) exceeds her $2,500 gross income. Thus, she has no taxable income. # 


TIMING ISSUES 


Frequently, the scholarship recipient is a cash basis taxpayer who receives the money 
in one tax year but pays the educational expenses in a subsequent year. The amount 
eligible for exclusion may not be known at the time the money is received. In that 
case, the transaction is held open until the educational expenses are paid.”° 


EXMMELE SS 


In August 2009, Sanjay received $10,000 as a scholarship for the academic year 2009- 
2010. Sanjay’s expenditures for tuition, books, and supplies were as follows: 


August-December 2009 $3,000 
January—May 2010 4,500 
$7,500 


Sanjay’s gross income for 2010 includes $2,500 ($10,000 — $7,500) that is not excludible 
as a scholarship. None of the scholarship is included in his gross income in 2009. = 


“Prop.Reg. § 1.117-6(c)(3)(i). “Prop.Reg. § 1.117-6(h). 
7§ 117(a). »Prop.Reg. § 1.117-6(b)(2). 
8§ 117(b). 


aoe 
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DISGUISED COMPENSATION 


Some employers make scholarships available solely to the children of key employees. 
The tax objective of these plans is to provide a nontaxable fringe benefit to the exec- 
utives by making the payment to the child in the form of an excludible scholarship. 
However, the IRS has ruled that the payments are generally includible in the gross 
income of the parent-employee.”! 


QUALIFIED TUITION REDUCTION PLANS 


Employees (including retired and disabled former employees) of nonprofit educa- 
tional institutions are allowed to exclude a tuition waiver from gross income if the 
waiver is pursuant to a qualified tuition reduction plan.”~ The plan may not discrimi- 
nate in favor of highly compensated employees. The exclusion applies to the 
employee, the employee’s spouse, and the employee’s dependent children. The 
exclusion also extends to tuition reductions granted by any nonprofit educational 
institution to employees of any other nonprofit educational institution (reciprocal 
agreements). 


ABC University allows the dependent children of XYZ University employees to attend EXAMPLE 10 


ABC University with no tuition charge. XYZ University grants reciprocal benefits to the 
children of ABC University employees. The dependent children can also attend tuition- 
free the university where their parents are employed. Employees who take advantage 
of these benefits are not required to recognize gross income. # 


Generally, the exclusion is limited to undergraduate tuition waivers. However, in 
the case of teaching or research assistants, graduate tuition waivers may also qualify 
for exclusion treatment. According to the Proposed Regulations, the exclusion is 
limited to the value of the benefit in excess of the employee’s reasonable compensa- 
tion.”° Thus, a tuition reduction that is a substitute for cash compensation cannot be 
excluded. 


Susan is a graduate research assistant. She receives a $5,000 salary for 500 hours of ser- FeRAM ETE TD | 


vice over a nine-month period. This pay, $10 per hour, is reasonable compensation for 
Susan’s services. In addition, Susan receives a waiver of $6,000 for tuition. Susan may 
exclude the tuition waiver from gross income. 


5.6 COMPENSATION FOR INJURIES AND SICKNESS 


ee 


DAMAGES 


A person who suffers harm caused by another is often entitled to compensatory dam- 
ages. The tax consequences of the receipt of damages depend on the type of harm 
the taxpayer has experienced. The taxpayer may seek recovery for (1) a loss of 
income, (2) expenses incurred, (3) property destroyed, or (4) personal injury. 

Generally, reimbursement for a loss of income is taxed the same as the income 
replaced (see the exception under Personal Injury below). The recovery of an 
expense is not income, unless the expense was deducted. Damages that are a recov- 
ery of the taxpayer’s previously deducted expenses are generally taxable under the 
tax benefit rule, discussed later in this chapter. 

A payment for damaged or destroyed property is treated as an amount received 
in a sale or exchange of the property. Thus, the taxpayer has a realized gain if the 


21Rev.Rul. 75-448, 1975-2 C.B. 55; Richard T. Armantrout, 67 T.C. 996 (1977). *3Prop.Reg. § 1.117-6(d). 
2§ 117(d). 
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THE TAX ON A WHISTLEBLOWER’S DAMAGES AWARD DECLARED 
CINCONSTITUTIONAL—FOR A SHORT WHILE 


When an employer retaliated against a whistleblowing em- commentators thought that the Supreme Court would 
ployee who had reported various alleged infractions, the reverse the decision because the taxpayer had no capital 
employee was awarded compensatory damages for emo- invested in the emotions that gave rise to the damages 
tional distress and damage to her professional reputation. award. ; 

In Murphy v. IRS, the U.S. Court of Appeals for the D.C. Cir- Rather than filing a Writ of Certiorari with the Supreme 
cuit recently held that the award was not includible in gross Court, the government petitioned the Court of Appeals for 
income, but rather was a recovery of capital. The court con- the D.C. Circuit to rehear the case. In the rehearing, the 
cluded that Congress exceeded the bounds of its constitu- court changed its mind. It rejected all of “Murphy's argu- 


tional authority when it enacted a statute that taxes as ments in all aspects.” So the full amount of the award Mur- 
income damages received for nonphysical injury. Most phy received must be included in gross income. 


damage payments received exceed the property’s basis. Damages for personal inju- 
ries receive special treatment under the Code. 


Personal Injury 


The legal theory of personal injury damages is that the amount received is intended 
“to make the plaintiff [the injured party] whole as before the injury.”74 It follows 
that if the damage payments received were subject to tax, the after-tax amount 
| received would be less than the actual damages incurred and the injured party 
would not be “whole as before the injury.” 
In terms of personal injury damages, a distinction is made between compensatory 
damages and punitive damages. Under specified circumstances, compensatory dam- 
ages may be excluded from gross income. Under no circumstances may punitive 
damages be excluded from gross income. 

Compensatory damages are intended to compensate the taxpayer for the damages 
. incurred. Only those compensatory damages received on account of physical personal 
| injury or physical sickness can be excluded from gross income.”” Such exclusion treat- 
ment includes amounts received for loss of income associated with the physical per- 
sonal injury or physical sickness. Compensatory damages awarded on account of 
emotional distress are not received on account of physical injury or physical sickness 
and thus cannot be excluded (except to the extent of any amount received for medi- 
cal care) from gross income. Likewise, any amounts received for age discrimination 
| or injury to one’s reputation cannot be excluded. 
Punitive damages are amounts the person who caused the harm must pay to the 
victim as punishment for outrageous conduct. Punitive damages are not intended to 
compensate the victim, but rather to punish the party who caused the harm. Thus, it 
follows that amounts received as punitive damages may actually place the victim in a 
better economic position than before the harm was experienced. Logically, punitive 
damages are thus included in gross income. 


Tom, a television announcer, was dissatisfied with the manner in which Ron, an attor- 
ney, was defending the television station in a libel case. Tom stated on the air that Ron 
was botching the case. Ron sued Tom for slander, claiming damages for loss of income 
from clients and potential clients who heard Tom’s statement. Ron’s claim is for dam- 
ages to his business reputation, and the amounts received are taxable. 

Ron collected on the suit against Tom and was on his way to a party to celebrate his 
victory when a negligent driver, Norm, drove a truck into Ron’s automobile, injuring 
Ron. Ron filed suit for the physical personal injuries and claimed as damages the loss of 


**C. A. Hawkins, 6 B.T.A. 1023 (1928). *°§ 104(a)(2). 
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> ep CONCEPT SUMMARY 


ff, 4 Taxation of Damages 


TypeofClaim Taxation of Award or Settlement 
Breach of contract (generally loss of income) Taxable. 
Property damages Recovery of cost; gain to the extent of the excess over basis. 


A loss is deductible for business property and investment 
property to the extent of basis over the amount realized. 
A loss may be deductible for personal use property (see 
discussion of casualty losses in Chapter 7). 


Personal injury 


Physical All compensatory amounts are excluded unless previously 
deducted (e.g., medical expenses). Amounts received as 
punitive damages are included in gross income. 


Nonphysical Compensatory damages and punitive damages are included 
in gross income. 


income for the period he was unable to work as a result of the injuries. Ron also col- 
lected punitive damages that were awarded because of Norm's extremely negligent 
behavior. Ron’s wife also collected damages for the emotional distress she experienced 
as a result of the accident. Ron may exclude the amounts he received for damages, 
except the punitive damages. Ron’s wife must include the amounts she received for 
damages in gross income because the amounts were not received because of physical 
personal injuries or sickness. @ 


NEGOTIATING A DAMAGES AWARD 


The defendant argues that since the taxpayer is in the 35 per- 


The taxpayer was shot in a hunting accident. The person 


who shot the taxpayer has admitted to being grossly negli- cent marginal tax bracket, the $80,000 will yield a greater 
gent. The taxpayer estimates that he should receive $40,000 after-tax award than a $100,000 award with $60,000 specified 
for the personal injury and $60,000 as punitive damages. as being for punitive damages. Should the taxpayer let the 
The defendant has offered to pay $80,000 and sign a settle- Federal income tax influence the negotiations and the char- 


ment agreement specifying that all of the payment is for the acterization of the damages? 
physical injury, with no mention of the punitive damages. 


WORKERS’ COMPENSATION 


State workers’ compensation laws require the employer to pay fixed amounts for spe- 
cific job-related injuries. The state laws were enacted so that the employee will not 
have to go through the ordeal of a lawsuit (and possibly not collect damages because 
of some defense available to the employer) to recover the damages. Although the 
payments are intended, in part, to compensate for a loss of future income, Congress 
has specifically exempted workers’ compensation benefits from inclusion in gross 


: 6 
income.” 


§ 104(a)(1). 
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ACCIDENT AND HEALTH INSURANCE BENEFITS 


The income tax treatment of accident and health insurance benefits depends on 
whether the policy providing the benefits was purchased by the taxpayer or the tax- 
payer’s employer. Benefits collected under an accident and health insurance policy 
purchased by the taxpayer are excludible. In this case, benefits collected under the tax- 
payer’s insurance policy are excluded even though the payments are a substitute for 


income.” 

SSEXAMPEE F909 SS Bonnie purchases a medical and disability insurance policy. The insurance company ; 
pays Bonnie $1,000 per week to replace wages she loses while in the hospital. Although 
the payments serve as a substitute for income, the amounts received are tax-exempt 


benefits collected under Bonnie’s insurance policy. @ 


POR RANE EE 1600S Joe's injury results in a partial paralysis of his left foot. He receives $20,000 for the injury q 


from his accident insurance company under a policy he had purchased. The $20,000 
accident insurance proceeds are tax-exempt. 


A different set of rules applies if the accident and health insurance protection was 
purchased by the individual’s employer, as discussed in the following section. 


5.7 EMPLOYER-SPONSORED ACCIDENT 


Congress encourages employers to provide employees, retired former employees, 
and their dependents with accident and health benefits, disability insurance, and long- 
term care plans. The premiums are deductible by the employer and excluded from 
the employee’s income.” Although § 105(a) provides the general rule that the 
employee has includible income when he or she collects the insurance benefits, two 
exceptions are provided. 

Section 105(b) generally excludes payments received for medical care of the 
employee, spouse, and dependents. However, if the payments are for expenses that 
do not meet the Code’s definition of medical care,”” the amount received must be 
included in gross income. In addition, the taxpayer must include in gross income 
any amounts received for medical expenses that were deducted by the taxpayer on a 
prior return. 


EXAM SEE TR In 2009, Tab’s employer-sponsored health insurance plan pays $4,000 for hair trans- 


plants that do not meet the Code’s definition of medical care. Tab must include the 
$4,000 in his gross income for 2009. = 


Section 105(c) excludes payments for the permanent loss or the loss of the use of 
a member or function of the body or the permanent disfigurement of the employee, 
spouse, or a dependent. Payments that are a substitute for salary (e.g., related to the 
period of time absent) are includible. 


Jill loses an eye in an automobile accident unrelated to her work. As a result of the acci- 
dent, Jill incurs $2,000 of medical expenses, which she deducts on her return. She col- 
lects $10,000 from an accident insurance policy carried by her employer. The benefits 
are paid according to a schedule of amounts that vary with the part of the body injured 
(e.g., $10,000 for loss of an eye, $20,000 for loss of a hand). Because the payment is for 


78 104(a)(3). *°See the discussion of medical care in Chapter 10. 
**§ 106, Reg. § 1.106-1, and Rey.Rul. 82-196, 1982-1 C.B. 106. 
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WHEN Joss LEAVE THE Country, So Do THE 


HEALTH INSURANCE BENEFITS 


Firms in the textile industry generally provided health insurance coverage for their 
employees. As textile mills in the United States close and production is moved to foreign 
countries, often the U.S. employees lose their health insurance as well as their jobs. If and 
when the former textile worker finds new employment, the new employer may not pro- 
vide health insurance. In addition, the pay on the new job is often so low that the worker 
cannot afford to purchase health insurance, which may cost over $500 per month. 

Among the factors contributing to increased foreign competition for the domestic 
textile industry are the North American Free Trade Agreement of 1993, the Caribbean 
Basin Initiative of 2000, and the opening up of trade with China. 


loss of a member or function of the body, the $10,000 is excluded from gross income. 
Jill is absent from work for a week as a result of the accident. Her employer provides 
her with insurance for the loss of income due to illness or injury. Jill collects $500, which 
is includible in gross income. @ 


GLOBA 
Tax Issu 


L 
es 


THE HEALTH CARE ExcLusions AFFECT PROGRESSIVITY OF THE TAX 


5-15 


Employer-provided health insurance and medical reimburse- can benefit more in terms of absolute dollars of tax savings 
ment plans are usually provided to employees in the middle- from the exclusions than can lower-income employees. To 
and higher-income classes. The lower-income groups provide equity to the lower-income taxpayers who do receive 
frequently have jobs that do not provide health care bene- health insurance benefits from their employers, should the 


fits. Furthermore, those taxpayers in the higher tax brackets health benefit exclusion be replaced with a tax credit? 


MEDICAL REIMBURSEMENT PLANS 


In lieu of providing the employee with insurance coverage for hospital and medical 
expenses, the employer may agree to reimburse the employee for these expenses. 
The amounts received through the insurance coverage (insured plan benefits) are 
excluded from income under § 105 (as previously discussed). Unfortunately in terms 
of cost considerations, the insurance companies that issue this type of policy usually 
require a broad coverage of employees. An alternative is to have a plan that is not 
funded with insurance (a self-insured arrangement). The benefits received under a 
self-insured plan can be excluded from the employee’s income if the plan does not 
discriminate in favor of highly compensated employees.” 

There is also an alternative means of accomplishing a medical reimbursement 
plan. The employer can purchase a medical insurance plan with a high deductible 
(e.g., the employee is responsible for the first $2,300 of the family’s medical 
expenses) and then make contributions to the employee’s Health Savings Account 
(HSA).°' The employer can make contributions each month up to the maximum con- 
tribution of 100 percent of the deductible amount. The monthly deductible amount 
is limited to one-twelfth of $3,000 under a high-deductible plan for self-only cover- 
age. The monthly amount for an individual who has family coverage is limited to 
one-twelfth of $5,950 under a high-deductible plan. Withdrawals from the HSA must 
be used to reimburse the employee for the medical expenses paid by the employee 


2g 105(h). 


188 106(d) and 223. See additional coverage in Chapter 10. 
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HEALTH SAVINGS AccounT AS A “SUPER SAVER” 


It is possible for contributions to a Health Savings Account drawals as reimbursement for the medical expenses 


(HSA) to produce a double exclusion from income. Accord- incurred in prior years that were paid from the regular bank 
ing to one commentator, the process works like this. A tax- account. The benefit attained is the deferral of the income 
payer makes the annual deductible contributions to the from the investments made by the HSA. The commentator 
account. But instead of using the HSA to pay medical may have found a small loophole that Congress may decide | 
expenses as they are incurred, the taxpayer pays the is in need of closing. ; 


i t and retains 
pee OIE OF nee sole (gales cael : Source: Adapted from “Using Your Health Savings Account as a 
the receipts. After contributions are no longer being made —‘guper Roth’ Investment Vehicle,” Free Money Finance, www.freemoney 
to the HSA, the contributor can make nontaxable with- finance.com/2008/08/using-your-heal.html, August 12, 2008. 


that are not covered under the high-deductible plan. The employee is not taxed on 
the employer’s contributions to the HSA, the earnings on the funds in the account, 
or the withdrawals made for medical expenses.” 


H 
j 
i 
j 
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LONG-TERM CARE INSURANCE BENEFITS . 


Generally, long-term care insurance, which covers expenses such as the cost of care in 
a nursing home, is treated the same as accident and health insurance benefits. Thus, 
the employee does not recognize income when the employer pays the premiums. 
This exclusion is subject to annual limits as follows: 


Insured’s Age before Close of Tax Year 2008 2009 


| 
| 40 or less $ 310 $ 320 


| 41 to 50 580 600 
| 51 to 60 1,150 1,190 
| 61 to 70 3,080 3,180 
| More than 70 3,850 3,980 


When benefits are received from the policy, whether the employer or the individ- 
ual purchased the policy, the exclusion from gross income is limited to the greater 
of the following amounts: 


© $280 in 2009 (indexed amount for 2008 was $270) for each day the patient 
receives the long-term care. 
e The actual cost of the care. 


The above amount is reduced by any amounts received from other third parties 
(e.g., damages received).** 


Hazel, who suffers from Alzheimer’s disease, is a patient in a nursing home for the last 
30 days of 2009. While in the nursing home, she incurs total costs of $7,600. Medicare 
pays $3,200 of the costs. Hazel receives $5,400 from her long-term care insurance policy 
(which pays $180 per day while she is in the facility). 


*S§ 106(d), 223(b), and 223(d). The amounts for 2008 were $2,900 and 88 7702B and § 213(d)(10). 
$5,800. 
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The amount that Hazel may exclude is calculated as follows: 


Greater of: 

Daily statutory amount of $280($280 x 30 days) $8,400 

Actual cost of the care 7,600 $ 8,400 
Less: Amount received from Medicare (3,200) 
Amount of exclusion $ 5,200 


Therefore, Hazel must include $200 ($5,400 — $5,200) of the long-term care benefits 
received in her gross income. @ 


The exclusion for long-term care insurance is not available if it is provided as part 
of a cafeteria plan or a flexible spending plan. 


5.8 MEALS AND LODGING 


sae memes eee = SRE IER IER TES TLDS ESOS TES 


FURNISHED FOR THE CONVENIENCE OF THE EMPLOYER 


As discussed in Chapter 4, income can take any form, including meals and lodging. 
However, § 119 excludes from income the value of meals and lodging provided 
to the employee and the employee’s spouse and dependents under the following 
conditions:** 


e The meals and/or lodging are furnished by the employer, on the employ- 
er’s business premises, for the convenience of the employer. 

* In the case of lodging, the employee is required to accept the lodging as a 
condition of employment. 


The courts have construed both of these requirements strictly. 


Furnished by the Employer 


The following two questions have been raised with regard to the furnished by the 
employer requirement: 


e Whois considered an employee? 
e What is meant by furnished? 


The IRS and some courts have reasoned that because a partner is not an em- 
ployee, the exclusion does not apply to a partner. However, the Tax Court and the 
Fifth Circuit Court of Appeals have ruled in favor of the taxpayer on this issue.” 

The Supreme Court held that a cash meal allowance was ineligible for the exclu- 
sion because the employer did not actually furnish the meals.°*° Similarly, one court 
denied the exclusion where the employer paid for the food and supplied the cook- 
ing facilities but the employee prepared the meal.*” 


On the Employers Business Premises 


The on the employer’s business premises requirement, applicable to both meals and lodg- 
ing, has resulted in much litigation. The Regulations define business premises as 
simply “the place of employment of the employee.””** Thus, the Sixth Circuit Court 
of Appeals held that a residence, owned by the employer and occupied by an em- 
ployee, two blocks from the motel that the employee managed was not part of the 
business premises.” However, the Tax Court considered an employer-owned house 


“g 119(a), The meals and lodging are also excluded from FICA and FUTA “Comm. v. Kowalski, 77-2 USTC 9748, 40 AFTR2d 6128, 98 S.Ct. 815 (USSC, 
tax. Rowan Companies, Inc. v. U.S., 81-1 USTC 99479, 48 AFTR2d 81-5115, 1977). 
101 S.Ct. 2288 (USSC, 1981). "Tougher v. Comm., 71-1 USTC $9398, 27 AFTR2d 1301, 441 F.2d 1148 (CA-9, 
"Rev. Rul. 80, 1953-1 C.B. 62; Comm. v. Doak, 56-2 USTC 49708, 49 AFTR 1971). 
1491, 234 F.2d 704 (CA-4, 1956); but see G. A. Papineau, 16 T.C. 130(1951); “Reg. § 1.119-1(c)(1). 
Armstrong v. Phinney, 68-1 USTC 49355, 21 AFTR2d 1260, 394 F.2d 661(CA-5, Comm, v. Anderson, 67-1 USTC 49136, 19 AFTR2d 318, 371 F.2d 59 (CA-6, 
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across the street from the hotel that was managed by the taxpayer to be on the busi- 
ness premises of the employer.*” Apparently, the closer the lodging to the business 
operations, the more likely the convenience of the employer is served. 


For the Convenience of the Employer 


The convenience of the employer test is intended to focus on the employer's motivation 
for furnishing the meals and lodging rather than on the benefits received by the 
employee. If the employer furnishes the meals and lodging primarily to enable the 
employee to perform his or her duties properly, it does not matter that the employee 
considers these benefits to be a part of his or her compensation. 

The Regulations give the following examples in which the tests for excluding 
meals are satisfied:*" 


e A restaurant requires its service staff to eat their meals on the premises 
during the busy lunch and breakfast hours. 

e A bank furnishes meals on the premises for its tellers to limit the time the 
employees are away from their booths during the busy hours. 

e A worker is employed at a construction site in a remote part of Alaska. 
The employer must furnish meals and lodging due to the inaccessibility 
of other facilities. 


If more than half of the employees to whom meals are furnished receive their 
meals for the convenience of the employer, then all such employee meals are 
treated as provided for the convenience of the employer.** Thus, in this situation, all 
employees are treated the same (either all of the employees are allowed exclusion 
treatment, or none of the employees can exclude the meals from gross income). 


BRAM PLE fe Sc 6 AUR ae Allison’s Restaurant has a restaurant area and a bar. Nine employees work in the restau- 


| 
rant and three work in the bar. All of the employees are provided one meal per day. In 
3 
q 


the case of the restaurant workers, the meals are provided for the convenience of the 
employer. The meals provided to the bar employees do not satisfy the convenience of 
| the employer requirement. Because more than half of the employees receive their meal 
for the convenience of the employer, all 12 employees qualify for exclusion treatment. @ 


Required as a Condition of Employment 


The employee is required to accept test applies only to lodging. If the employee’s use of 
the housing would serve the convenience of the employer, but the employee is not 
required to use the housing, the exclusion is not available. 


EXAMPLE 19 


VEP, a utilities company, has all of its service personnel on 24-hour call for emergencies. 
The company encourages its employees to live near the plant so that the employees 
can respond quickly to emergency calls. Company-owned housing is available rent- 
free. Only 10 of the employees live in the company housing because it is not suitable 
for families. 

Although the company-provided housing serves the convenience of the employer, 
it is not required. Therefore, the employees who live in the company housing cannot 
exclude its value from gross income. @ 


In addition, if the employee has the option of cash or lodging, the required test is 
not satisfied. 


EXAMPLE 20. Khalid is the manager of a large apartment complex. The employer gives Khalid the 


option of rent-free housing (value of $6,000 per year) or an additional $5,000 per year. 
Khalid selects the housing option. Therefore, he must include $6,000 in grossincome. @ 


“J. B. Lindeman, 60 T.C. 609 (1973). #§ 119(b)(4). 
Reg. § L.119-1(f). 


i] 4 
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OTHER HOUSING EXCLUSIONS 


Employees of Educational Institutions 


An employee of an educational institution may be able to exclude the value of cam- 
pus housing provided by the employer. Generally, the employee does not recognize 
income if he or she pays annual rents equal to or greater than 5 percent of the 
appraised value of the facility. If the rent payments are less than 5 percent of 
the value of the facility, the deficiency must be included in gross income.*” 


Swan University provides on-campus housing for its full-time faculty during the first PEXAMPLE 21 0 | 


three years of employment. The housing is not provided for the convenience of the 
employer. Professor Edith pays $3,000 annual rent for the use of a residence with an 
appraised value of $100,000 and an annual rental value of $12,000. Edith must recog- 
nize $2,000 gross income [.05($100,000) — $3,000 = $2,000] for the value of the housing 
provided to her. # 


Ministers of the Gospel 


Ministers of the gospel can exclude (1) the rental value of a home furnished as com- 
pensation; (2) a rental allowance paid to them as compensation, to the extent the 
allowance is used to rent or provide a home; or (3) the rental value of a home owned 
by the minister.** The housing or housing allowance must be provided as compensa- 
tion for the conduct of religious worship, the administration and maintenance of re- 
ligious organizations, or the performance of teaching and administrative duties at 
theological seminaries. 


EXAMPLE 22 


Pastor Bill is allowed to live rent-free in a house owned by the congregation. The 
annual rental value of the house is $6,000 and is provided as part of the pastor’s com- 
pensation for ministerial services. Assistant Pastor Olga is paid a $4,500 cash housing 
allowance. She uses the $4,500 to pay rent and utilities on a home she and her family 
occupy. Neither Pastor Bill nor Assistant Pastor Olga is required to recognize gross 
income associated with the housing or housing allowance. @ 


Military Personnel 

Military personnel are allowed housing exclusions under various circumstances. 
Authority for these exclusions generally is found in Federal laws that are not part of 
the Internal Revenue Code.” 


5.9 OTHER EMPLOYEE FRINGE BENEFITS 


SPECIFIC BENEFITS 


Congress has enacted exclusions to encourage employers to (1) finance and make 
available child care facilities, (2) provide athletic facilities for employees, (3) finance 
certain employees’ education, and (4) pay or reimburse child adoption expenses. 
These provisions are summarized as follows: 


e The employee does not have to include in gross income the value of child 
and dependent care services paid for by the employer and incurred to 
enable the employee to work. The exclusion cannot exceed $5,000 per 
year ($2,500 if married and filing separately). For a married couple, the 


88 119(d). “H, Rep. No. 99-841, 99th Cong., 2d Sess., p. 548 (1986). See also § 134. 
“8 107 and Reg. § 1.107-1. 
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annual exclusion cannot exceed the earned income of the spouse who — 
has the lesser amount of earned income. For an unmarried taxpayer, the 
exclusion cannot exceed the taxpayer’s earned income. 

e The value of the use of a gymnasium or other athletic facilities by employ- 
ees, their spouses, and their dependent children may be excluded from 
an employee’s gross income. The facilities must be on the employer’s 
premises, and substantially all of the use of the facilities must be by 
employees and their family members.*” 

© Qualified employer-provided educational assistance (tuition, fees, books, 
and supplies) at the undergraduate and graduate level is excludible from 
gross income. The exclusion does not cover meals, lodging, and transpor- 
tation costs. In addition, it does not cover educational payments for 
courses involving sports, games, or hobbies. The exclusion is subject to an 
annual employee statutory ceiling of $5,250.° 

e The employee can exclude from gross income up to $12,150 of expenses 
incurred to adopt a child where the adoption expenses are paid or oe 
bursed by the employer under a qualified adoption assistance program. 
The limit on the.exclusion is the same even if the child has special needs 
(is not physically or mentally capable of caring for himself or herself). 
However, for a child with special needs, the $12,150 exclusion from gross 
income applies even if the actual adoption expenses are less than that 
amount. The exclusion is phased out as adjusted gross income increases 
from $182,180 to $222,180. 


CAFETERIA PLANS 


Generally, if an employee is offered a choice between cash and some other form of 
compensation, the employee is deemed to have constructively received the cash 
even when the noncash option is elected. Thus, the employee has gross income 
regardless of the option chosen. 

An exception to this constructive receipt treatment is provided under the cafeteria 
plan rules. Under such a plan, the employee is permitted to choose between cash 
and nontaxable benefits (e.g., group term life insurance, health and accident pro- 
tection, and child care). If the employee chooses the otherwise nontaxable benefits, 
the cafeteria plan rules enable the benefits to remain nontaxable.”° Cafeteria plans 
provide tremendous flexibility in tailoring the employee pay package to fit individual 
needs. Some employees (usually the younger group) prefer cash, while others (usu- 
ally the older group) will opt for the fringe benefit program. However, Congress 
excluded long-term care insurance from the excludible benefits that can be pro- 
vided under a cafeteria plan.”' Thus, the employer must provide these benefits sepa- 
rate from the cafeteria plan. 


Hawk Corporation offers its employees (on a nondiscriminatory basis) a choice of any 
one or all of the following benefits: 


Benefit Cost 
Group term life insurance $ 200 
Hospitalization insurance for family members 2,400 
Child care payments 1,800 
$4,400 


*§ 129. The exclusion applies to the same types of expenses that, if they S27 
were paid by the employee (and not reimbursed by the employer), would AS UGE 
be eligible for the credit for child and dependent care expense discussed in 508 125, 
Chapter 13. 518 195(f). 


*§ 132(j)(4). 
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If a benefit is not selected, the employee receives cash equal to the cost of the benefit. 
Kay, an employee, has a spouse who works for another employer that provides hospi- 
talization insurance but no child care payments. Kay elects to receive the group term 


life insurance, the child care payments, and $2,400 of cash. Only the $2,400 must be 
included in Kay's gross income. @ 


FLEXIBLE SPENDING PLANS 


Flexible spending plans (often referred to as flexible benefit plans) operate much like 
cafeteria plans. Under these plans, the employee accepts lower cash compensation 
in return for the employer agreeing to pay certain costs that the employer can pay 
without the employee recognizing gross income. For example, assume the employ- 
er’s health insurance policy does not cover dental expenses. The employee could 
estimate his or her dental expenses for the upcoming year and agree to a salary 
reduction equal to the estimated dental expenses. The employer then pays or reim- 
burses the employee for the actual dental expenses incurred, with a ceiling of the 
amount of the salary reduction. If the employee’s actual dental expenses are less 
than the reduction in cash compensation, the employee cannot recover the differ- 
ence. Hence, these plans are often referred to as use or lose plans. As is the case for 
cafeteria plans, flexible spending plans cannot be used to pay long-term care insur- 
ance premiums. 

Under recently issued IRS rules for these use or lose plans, the taxpayer has until 
the fifteenth day of the third month after the end of the plan year to use the funds 
for qualified expenses (a two and one-half month grace period). Employers 
have generally amended their plans to provide that payments made during the grace 
period will be taken first from the balance in the flexible spending account at the 
beginning of the plan year. 


GENERAL CLASSES OF EXCLUDED BENEFITS 


An employer can confer numerous forms and types of economic benefits on employ- 
ees. Under the all-inclusive concept of income, the benefits are taxable unless one of 
the provisions previously discussed specifically excludes the item from gross income. 
The amount of the income is the fair market value of the benefit. This reasoning can 
lead to results that Congress considers unacceptable, as illustrated in the following 
example. 


Vern is employed in New York as a ticket clerk for Trans National Airlines. He has a sick PRRAMPLE 2A 


mother in Miami, Florida, but has no money for plane tickets. Trans National has daily 
flights from New York to Miami that often leave with empty seats. The cost of a round- 
trip ticket is $400, and Vern is in the 25% tax bracket. If Trans National allows Vern to 
fly without charge to Miami, under the general gross income rules, Vern has income 
equal to the value of a ticket. Therefore, Vern must pay $100 tax (.25 x $400) on a trip 
to Miami. Because Vern does not have $100, he cannot visit his mother, and the air- 
plane flies with another empty seat. @ 


If Trans National in Example 24 will allow employees to use resources that would 
otherwise be wasted, why should the tax laws interfere with the employee’s decision 
to take advantage of the available benefit? Thus, to avoid the undesirable results that 


~ occur in Example 24 and in similar situations, as well as to create uniform rules for 


fringe benefits, Congress established seven broad classes of nontaxable employee 
benefits:°” 


e No-additional-cost services. 
® Qualified employee discounts. 


"See, generally, § 132. 
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No-Additional-Cost Services 


Example 24 illustrates the no-additional-cost service type of fringe benefit. The ser- 
vices will be nontaxable if all of the following conditions are satisfied: 


Working condition fringes. 

De minimis fringes. 

Qualified transportation fringes. 

Qualified moving expense reimbursements. 
Qualified retirement planning services. 


The employee receives services, as opposed to property. | 
The employer does not incur substantial additional cost, including for- 
gone revenue, in providing the services to the employee. 

The services are offered to customers in the ordinary course of the busi- 

ness in which the employee works.”° 


EXAMPLE 28) | Assume that Vern in Example 24 can fly without charge only if the airline cannot fill 


the seats with paying customers. That is, Vern must fly on standby. Although the air- 
plane may burn slightly more fuel because Vern is on the airplane and Vern may receive 
the same meal or snacks as paying customers, the additional costs would not be sub- 
stantial. Thus, the trip could qualify as a no-additional-cost service. 

On the other hand, assume that Vern is given a reserved seat on a flight that is fre- 
quently full. The employer would be forgoing revenue to allow Vern to fly. This forgone 
revenue would be a substantial additional cost, and thus the benefit would be taxable. # 


_EXAMPLE 26 


Reg. § 1.132-2. 


Note that if Vern were employed in a hotel owned by Trans National, the receipt 
of the airline ticket would be taxable because Vern did not work in that line of busi- 
ness. However, the Code allows the exclusion for reciprocal benefits offered by 
employers in the same line of business. 


Grace is employed as a desk clerk for Plush Hotels, Inc. The company and Chain Hotels, 
Inc., have an agreement that allows any of their employees to stay without charge in 
either company’s resort hotels during the off-season. If Grace takes advantage of the 
plan by staying in a Chain Hotel, she is not required to recognize income. 


The no-additional-cost exclusion extends to the employee’s spouse and depen- 
dent children and to retired and disabled former employees. In the Regulations, the 
IRS has conceded that partners who perform services for the partnership are 
employees for purposes of the exclusion.”* (As discussed earlier in the chapter, the 
IRS’s position is that partners are not employees for purposes of the § 119 meals and 
lodging exclusion.) However, the exclusion is not allowed to highly compensated 
employees unless the benefit is available on a nondiscriminatory basis. 


Qualified Employee Discounts 


When the employer sells goods or services (other than no-additional-cost benefits 
just discussed) to the employee for a price that is less than the price charged regular 
customers, the employee realizes income equal to the discount. However, the dis- 
count, referred to as a qualified employee discount, can be excluded from the gTOSsS 
income of the employee, subject to the following conditions and limitations: 


2 


The exclusion is not available for real property (e.g., a house) or for personal 
property of the type commonly held for investment (e.g., common stocks). 


* The property or services must be from the same line of business in which 


the employee works. 


“Reg. § 1.132-1(b). 
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* In the case of property, the exclusion is limited to the gross profit component 
of the price to customers. 
® In the case of services, the exclusion is limited to 20 percent of the cus- 
tomer price.” 


Silver Corporation, which operates a department store, sells a television set to a store PEXAMPLE 2700 | 


employee for $300. The regular customer price is $500, and the gross profit rate is 25%. 
The corporation also sells the employee a service contract for $120. The regular cus- 
tomer price for the contract is $150. The employee must include $75 in gross income. 


Customer price for property $ 500 
Less: Gross profit (25%) (125) 
$ 375 

Employee price (300) 
Income SD 
Customer price for service $ 150 
Less: 20 percent (30) 
$ 120 

Employee price (120) 
Income $ -0- 


Assume the same facts as in Example 27, except that the employee is a clerk in a hotel PEMEMPLE 2S RSP ELE 28 


operated by Silver Corporation. Because the line of business requirement is not met, 
the employee must recognize $200 income ($500 — $300) from the purchase of the tele- 
vision and $30 income ($150 — $120) from the service contract. = 


As in the case of no-additional-cost benefits, the exclusion applies to employees 
(including service partners) , employees’ spouses and dependent children, and retired 
and disabled former employees. However, the exclusion does not apply to highly com- 
pensated individuals unless the discount is available on a nondiscriminatory basis. 


Working Condition Fringes 

Generally, an employee is not required to include in gross income the cost of prop- 
erty or services provided by the employer if the employee could deduct the cost of 
those items if he or she had actually paid for them.”° These benefits are called work- 
ing condition fringes. 


Mitch is a CPA employed by an accounting firm. The employer pays Mitch’s annual dues EXAMPLE 29 


to professional organizations. Mitch is not required to include the payment of the dues 
in gross income because if he had paid the dues, he would have been allowed to 
deduct the amount as an employee business expense (as discussed in Chapter 9). ™ 


In many cases, this exclusion merely avoids reporting income and an offsetting 
deduction. However, in two specific situations, the working condition fringe benefit 
rules allow an exclusion where the expense would not be deductible if paid by the 
employee: 

e Automobile salespeople are allowed to exclude the value of certain personal 

use of company demonstrators (e.g., commuting to and from work) AL 
° The employee business expense would be eliminated by the 2 percent 
floor on miscellaneous deductions under § 67 (see Chapter 10). 


Unlike the other fringe benefits discussed previously, working condition fringes 
can be made available on a discriminatory basis and still qualify for the exclusion. 


io. *§ 1324)(3). 
56§ 139(d). 
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De Minimis Fringes 

As the term suggests, de minimis fringe benefits are so small that accounting for them 
is impractical. ® The House Report contains the following examples of de minimis 
fringes: 


e The typing of a personal letter by a company secretary, occasional per- 
sonal use of a company copying machine, occasional company cocktail 
parties or picnics for employees, occasional supper money or taxi fare for 
employees because of overtime work, and certain holiday gifts of property 
with a low fair market value are excluded. 

e Subsidized eating facilities (e.g., an employees’ cafeteria) operated by the 
employer are excluded if located on or near the employer’s business 
premises, if revenue equals or exceeds direct operating costs, and if non- 
discrimination requirements are met. 


When taxpayers venture beyond the specific examples contained in the House 
Report and the Regulations, there is obviously much room for disagreement as to 
what is de minimis. However, note that except in the case of subsidized eating facili- 
ties, the de minimis fringe benefits can be granted in a manner that favors highly com- 
pensated employees. 


Qualified Transportation Fringes 


The intent of the exclusion for qualified transportation fringes is to encourage the use 

of mass transit for commuting to and from work. Qualified transportation fringes 

encompass the following transportation benefits provided by the employer to the 

employee:”” 

1. Transportation in a commuter highway vehicle between the employee’s 
residence and the place of employment. 

2. A transit pass. 

3. Qualified parking. 


Statutory dollar limits are placed on the amount of the exclusion. Categories 
(1) and (2) above are combined for purposes of applying the limit. In this case, the 
limit on the exclusion for 2009 was originally set at $120 per month ($115 in 2008). 
However, ARRTA of 2009 increased this amount to $230 a month (starting in March 
2009) and carries it through 2010. Category (3) has a separate limit. For qualified 
parking, the limit on the exclusion for 2009 is $230 per month ($220 in 2008). Both 
of these dollar limits are indexed annually for inflation. 

A commuter highway vehicle is any highway vehicle with a seating capacity of at least six 
adults (excluding the driver). In addition, at least 80 percent of the vehicle’s use must 
be for transporting employees between their residences and place of employment. 

Qualified parking includes the following: 


e Parking provided to an employee on or near the employer’s business 
premises. 

e Parking provided to an employee on or near a location from which the 
employee commutes to work via mass transit, in a commuter highway ve- 
hicle, or in a carpool. 


Qualified transportation fringes may be provided directly by the employer or may 
be in the form of cash reimbursements. 


Gray Corporation's offices are located in the center of a large city. The company pays 
for parking spaces to be used by the company officers. Steve, a vice president, receives 
$250 of such benefits each month. The parking space rental qualifies as a qualified 
transportation fringe. Of the $250 benefit received each month by Steve, $230 is 


°§ 132(f). 
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excludible from gross income. The balance of $20 is included in his gross income. The 


same result would occur if Steve paid for the parking and was reimbursed by his 
employer. @ 


Qualified Moving Expense Reimbursements 


Qualified moving expenses that are reimbursed or paid by the employer are exclud- 
ible from gross income. A qualified moving expense is one that would be deductible 
under § 217. See the discussion of moving expenses in Chapter 9. 


Qualified Retirement Planning Services 


Qualified retirement planning services include any retirement planning advice or in- 
formation that an employer who maintains a qualified retirement plan provides to 
an employee or the employee’s spouse.” Congress decided to exclude the value of 
such services from gross income because they are a key part of retirement income 
planning. Such an exclusion should motivate more employers to provide retirement 
planning services to their employees. 


Nondiscrimination Provisions 


For no-additional-cost services, qualified employee discounts, and qualified retire- 
ment planning services, if the plan is discriminatory in favor of highly compensated 
employees, these key employees are denied exclusion treatment. However, the non- 
highly compensated employees who receive benefits from the plan can still enjoy 
exclusion treatment for the no-additional-cost services, qualified employee dis- 
counts, and qualified retirement planning services.”! 


Dove Company’s officers are allowed to purchase goods from the company at a 25% ee ee 


discount. Other employees are allowed only a 15% discount. The company’s gross 
profit margin on these goods is 30%. 

Peggy, an officer in the company, purchased goods from the company for $750 
when the price charged to customers was $1,000. Peggy must include $250 in gross 
income because the plan is discriminatory. 

Leo, an employee of the company who is not an officer, purchased goods for $850 
when the customer price was $1,000. Leo is not required to recognize gross income 
because he received a qualified employee discount. @ 


De minimis (except in the case of subsidized eating facilities) and working condi- 
tion fringe benefits can be provided on a discriminatory basis. The de minimis bene- 
fits are not subject to tax because the accounting problems that would be created 
are out of proportion to the amount of additional tax that would result. A nondis- 
crimination test would simply add to the compliance problems. In the case of work- 
ing condition fringes, the types of services required vary with the job. Therefore, a 
nondiscrimination test probably could not be satisfied, although usually there is no 
deliberate plan to benefit a chosen few. Likewise, the qualified transportation fringe 
and the qualified moving expense reimbursement can be provided on a discrimina- 


tory basis. 


TAXABLE FRINGE BENEFITS 


If the fringe benefits cannot qualify for any of the specific exclusions or do not fit 
into any of the general classes of excluded benefits, the taxpayer must recognize 
gross income equal to the fair market value of the benefits. Obviously, problems 
are frequently encountered in determining values. The IRS has issued extensive 


*g§ 139(a)(7) and (m). 
gg 132(j)(1) and 132(m)(2). 
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Regulations addressing the valuation of personal use of an employer’s automobiles 
and meals provided at an employer-operated eating facility. 

If a fringe benefit plan discriminates in favor of highly compensated employees, 
generally those employees are not allowed to exclude the benefits they receive that 
other employees do not enjoy. However, the highly compensated employees, as well 
as the other employees, are generally allowed to exclude the nondiscriminatory 
benefits.°° 


EXAMPLE S205 | MED Company has a medical reimbursement plan that reimburses officers for 100% of 


their medical expenses, but reimburses all other employees for only 80% of their medical 
expenses. Cliff, the president of the company, was reimbursed $1,000 during the year for 
medical expenses. Cliff must include $200 in gross income [(1 — .80) x $1,000 = $200]. 
Mike, an employee who is not an officer, received $800 (80% of his actual medical 
expenses) under the medical reimbursement plan. None of the $800 is includible in his 
grossincome. @ : 


ad ent lacen il i lier an ta 


A U.S. citizen is generally subject to U.S. tax on his or her income regardless of the 
income’s geographic origin. The income may also be subject to tax in the foreign © 
country, and thus the taxpayer must carry a double tax burden. Out of a sense of fair- © 
ness and to encourage U.S. citizens to work abroad (so that exports might be 
increased), Congress has provided alternative forms of relief from taxes on foreign 
| earned income. The taxpayer can elect ezther (1) to include the foreign income in 
his or her taxable income and then claim a credit for foreign taxes paid or (2) to 
: exclude the foreign earnings from his or her U.S. gross income (the foreign earned 
income exclusion) *The foreign tax credit option is discussed in Chapter 13, but as is 
apparent from the following discussion, most taxpayers will choose the exclusion. 
Foreign earned income consists of the earnings from the individual’s personal ser- 
vices rendered in a foreign country (other than as an employee of the U.S. govern- 
ment). To qualify for the exclusion, the taxpayer must be either of the following: 


| e Abona fide resident of the foreign country (or countries). 
| ° Present in a foreign country (or countries) for at least 330 days during 
| any 12 consecutive months. 


CERAM MELE Oe oo Sandra’s trips to and from a foreign country in connection with her work were as follows: 


Arrived in Arrived in 
Foreign Country United States 
March 10, 2008 February 1, 2009 
March 7, 2009 June 1, 2009 


During the 12 consecutive months ending on March 10, 2009, Sandra was present in 
the foreign country for at least 330 days (365 days less 28 days in February and 7 days in 
March 2009). Therefore, all income earned in the foreign country through March 10, 
2009, is eligible for the exclusion. The income earned from March 11, 2009, through 
May 31, 2009, is also eligible for the exclusion because Sandra was present in the for- 
eign country for 330 days during the 12 consecutive months ending on May 31, 2009. m= 


“Reg. § 1.61-21(d). Generally, the income from the personal use of the 48 911(a). 
employer’s automobile is based on the lease value of the automobile (what *§ 911(d). For the definition of resident, see Reg. § 1.871-2(b). Under the 
it would have cost the employee to lease the automobile). Meals are valued Regulations, a taxpayer is nota resident if he or she is there for a definite pe- 
at 150% of the employer’s direct costs (e.g., food and labor) of preparing riod (e.g., until completion of a construction contract). 
the meals. 


SS 79(d), 105(h), 127(b)(2), and 132(j)(1). See the discussion of the term 
“highly compensated employee” in Chapter 19. 
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Benefit 


Description and Examples Coverage Allowed 


1. No-additional-cost 


The employee takes advantage of 
services 


the employer's excess capacity 
(e.g., free passes for airline 
employees). 


Current, retired, and disabled 
employees; their spouses 
and dependent children; 
spouses of deceased 
employees. Partners are 
treated as employees. 


Qualified discounts Same as (1) above. 


on goods 


The employee is allowed to 
purchase the employer's 
merchandise at a price that is 
not less than the employer's 
cost. 


The employee is allowed a 
discount (maximum of 20%) 
on services the employer offers 
to customers. 


Expenses paid by the employer 


3. Qualified discounts 
on services 


Same as (1) above. 


4. Working condition Current employees, partners, 


fringes that would be deductible if directors, and independent 
paid by the employee (e.g., a contractors. 
\ mechanic’s tools). Also, 
includes auto salesperson’s use 
of a car held for sale. 
Expenses so immaterial that Any recipient of a fringe 


5. Deminimis items 
} accounting for them is not benefit. 


warranted (e.g., occasional 


) supper money, personal use of 


the copy machine). 


6. Qualified Transportation benefits provided § Current employees. 
transportation by the employer to employees 
fringes including commuting ina 


commuter highway vehicle, a 
transit pass, and qualified 
parking. 


Qualified moving 
expense 
reimbursements 


Qualified moving expenses that 
are paid or reimbursed by the 
employer. A qualified moving 


Current employees. 


Effect of 
Discrimination 


No exclusion for highly 


compensated 


employees. 


Same as (1) above. 


Same as (1) above. 


No effect. 


No effect. 


No effect. 


No effect. 


expense is one that would be 
deductible under § 217. 


Qualified retirement planning 
services that are provided by 
the employer. 


Current employees and Same as (1) above. 


spouses. 


8. Qualified retirement 
planning services 


The exclusion is limited to an indexed amount of $91,400 for 2009 ($87,600 in 
2008). For married persons, both of whom have foreign earned income, the exclu- 
sion is computed separately for each spouse. Community property rules do not apply 
(the community property spouse is not deemed to have earned one-half of the other 
spouse’s foreign earned income). If all the days in the tax year are not qualifying 
days, then the taxpayer must compute the maximum exclusion on a daily basis 
($91,400 divided by the number of days in the entire year and multiplied by the 


number of qualifying days). 
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GLOBAL 
Tax Issues 


U. S. TAR pee Are Gone BUT Nor For 50 TTEN ies 


U.S. citizens and residents working and living abroad create unique compliance i issues jot re 
the IRS. These individuals are potentially liable for U.S. taxes and must file U.S. tax return 
even if they earn less than the § 911 foreign earned income exclusion amount. Howev: . 
in practical terms, many of these individuals are outside the enforcement net of the IRS. 2, a 
In recent years, the IRS has taken several steps to improve compliance, including SNe 
education, simplification of the filing burden, and increased enforcement efforts. 


PCEXAMPIE 3400 7 Keith qualifies for the foreign earned income exclusion. He was present in France for 


all of 2009. Keith’s salary for 2009 is $95,000. Since all of the days in 2009 are qualifying 
days, Keith can exclude $91,400 of his $95,000 salary. 

Assume instead that only 335 days were qualifying days. Then, Keith’s exclusion is 
limited to $83,888, computed as follows: 


335 days in foreign country _ 443 a9 


Rao 365 days in the year 


In addition to the exclusion for foreign earnings, the reasonable housing costs 
incurred by the taxpayer and the taxpayer’s family in a foreign country in excess of a 
base amount may be excluded from gross income. The base amount is 16 percent of 
the statutory amount (indexed amount for 2009 is $91,400) assuming all of the days 
2 are qualifying days for the foreign earned income exclusion. The housing costs 

exclusion is limited to 30 percent of the statutory amount (as indexed) for the for- 
eign earned income exclusion.”® 

As previously mentioned, the taxpayer may elect to include the foreign earned 
income in gross income and claim a credit (an offset against U.S. tax) for the foreign 
tax paid. The credit alternative may be advantageous if the individual’s foreign 
earned income far exceeds the excludible amount so that the foreign taxes paid 
exceed the U.S. tax on the amount excluded. However, once an election is made, it 
applies to all subsequent years unless affirmatively revoked. A revocation is effective 
for the year of the change and the four subsequent years. 


5.11 INTEREST ON CERTAIN STATE AND LOCAL 
GOVERNMENT OBLIGATIONS _ 


a DR PEE SDP EER TE PRES REELS SAE DALE ERIS 


LEE EEDA PSI ELLE LDS. 


At the time the Sixteenth Amendment was ratified by the states, there was some 
question as to whether the Federal government possessed the constitutional author- 
ity to tax interest on state and local government obligations. Taxing such interest 
was thought to violate the doctrine of intergovernmental immunity in that the tax 
would impair the state and local governments’ ability to finance their operations.®’ 
Thus, interest on state and local government obligations was specifically exempted 
from Federal income taxation.°® However, the Supreme Court has concluded that 
there is no constitutional prohibition against Cyne a 2 Hondiscrimipatory Federal 
income tax on state and local government obligations.°” Nevertheless, currently the 
statutory exclusion still exists. 


%®§ 911(c). “South Carolina v. Baker III, 88-1 USTC 49284, 61 AFTR2d 88-995, 108 S.Ct. 
°’ Pollock v. Farmer’s Loan & Trust Co., 3 AFTR 2602, 15 S.Ct. 912 (USSG, 1895). 1355 (USSC, 1988). 
®§ 103(a). 
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To Qaa.iFy FOR THE FOREIGN EARNED INCOME Excision, ae 


You Mast Work IN A “COUNTRY” | 


Re ey 


M Arnett found out that to qualify for the foreign earned Therefore, Mr. Arnett did not cane ford the eee earned ; 

: income exclusion, it is not sufficient that where you work is income exclusion. Apparently, the exclusion would also be i 

_ “foreign”—you must also work in a country. Mr. Arnett denied to a person working in outer space (i.e., at the Inter- 

_ worked in Antarctica for the requisite period of time, but national Space Station). 

_ the court concluded that the term “foreign country” means 

| a territory under the sovereignty of a government other 

_ than that of the United States. Under various treaties, Ant- Scuuree: Ariat Comm. 99 AFTR2d 2007-492, 473 F.3d 790 (oan, 
arctica is not under the sovereignty of any government. 2007). p 


Obviously, the exclusion of the interest reduces the cost of borrowing for state 
and local governments. A taxpayer in the 35 percent tax bracket requires only a 
5.2 percent yield on a tax-exempt bond to obtain the same after-tax income as a tax- 
able bond paying 8 percent interest [5.2% + (1 — .35) =8%]. 

The current exempt status applies solely to state and local government bonds. 
Thus, income received from the accrual of interest on a condemnation award or an 
overpayment of state income tax is fully taxable.’” Nor does the exemption apply to 
gains on the sale of tax-exempt securities. 


Megan purchases State of Virginia bonds for $10,000 on July 1, 2008. The bonds pay PEXAMEDE 3S | 


$400 interest each June 30th and December 31st. On March 31, 2009, Megan sells the 
bonds for $10,500 plus $200 accrued interest. Megan must recognize a $500 gain 
($10,500 — $10,000), but the $200 accrued interest is exempt from taxation. @ 


Although the Internal Revenue Code excludes from Federal gross income the in- 
terest on state and local government bonds, the interest on U.S. government bonds 
is not excluded from the Federal tax base. Congress has decided, however, that if the 
Federal government is not to tax state and local bond interest, the state and | 
governments are prohibited from taxing interest on U.S. government bonds.’ 
While this parity between the Federal and state and local governments exists in 
regard to taxing each others’ obligations, the states are free to tax one another’s obli- 
gations. Thus, some states exempt the interest on the bonds they issue, but tax the 
interest on bonds issued by other states. = 


Aaron is a resident of Virginia. He owns U.S. government bonds that paid him $800 in- ES 


terest during the current year. He also invests in American States Bond Fund, which 
reports to Aaron that his share of Virginia interest income is $300 and his share of inter- 
est income from other states is $600. Aaron must include the $800 in his Federal gross 
income. Virginia exempts from Virginia taxation the interest on the Virginia bonds, but 
taxes the interest on bonds issued by other states. Therefore, Aaron must include $600 
of interest from other states in his Virginia gross income. @ 


 Kieselbach " Comm 43-1 USTC 49220, 30 AFTR 370, 63 S.Ct. 303 (USSC, ”The practice of a state exempting interest on its bonds from tax but taxing 
1943); U.S. Trust Co. of New York v. Anderson, 3 USTC 41125, 12 AFTR 836, 65 the interest on bonds issued by other states was upheld by the Supreme 
F.2d 575 (CA-2, 1933). Court in 2008. See the “Tax in the News” on page 5-30. 


731 U.S.C.A. § 742. 
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U.S. SapREME Court RULES ON STATE TAXATION 
OF OTHER STATES’ INTEREST 


~ 


Like many other states, Kentucky exempts from taxation in- chase bonds issued by several states. Although the interest : 
terest earned on its own state bonds, but taxes its residents from all of the state bonds is generally exempt from Federal 2 
on interest income received from bonds issued by other income tax, the investor may owe state income tax to the 


states. A married couple residing in Kentucky challenged the state of residence on the interest received on the bonds of 
law as unconstitutionally discriminating against interstate other states. Thus, the bond fund must inform the investor 
commerce by treating Kentucky bonds more favorably than of the amount of interest income earned from the bonds 
the bonds issued by other states. The U.S. Supreme Court issued by the various states. 

ruled in favor of Kentucky, thus permitting the state (and the 

A1 other states with similar laws) to tax the out-of-state bond 

interest while exempting Kentucky bond interest. 


This is a very important case because many taxpayers Source: Department of Revenue of Kentucky v. Davis, 128 S.Ct. 1801 
invest in state and local bond funds. These funds often pur- (USSG, 2008). 


5.12 DIVIDENDS 


ERE EI ESE STAYS A EEE ALBEE REL EP LIED LEAL DIL LE BEI ELEN DE EEL ICIS ELLE ELE SELL LES BIL TE ELE LAA LODE EAL DAIS LE LA, 


GENERAL INFORMATION 


A dividend is a payment to a shareholder with respect to his or her stock (see Chap- 
ter 4). Dividends to shareholders are taxable only to the extent the payments are 
made from either the corporation’s current earnings and profits (similar to net income 
per books) or its accumulated earnings and profits (similar to retained earnings per 
books).” Distributions that exceed earnings and profits are treated as a nontax- 
able recovery of capital and reduce the shareholder’s basis in the stock. Once the 
shareholder’s basis is reduced to zero, any subsequent distributions are taxed as 
capital gains (see Chapter 14).”4 

Some payments are frequently referred to as dividends but are not considered 
dividends for tax purposes: 


e Dividends received on deposits with savings and loan associations, credit 
unions, and banks are actually interest (a contractual rate paid for the use 
of money). 

° Patronage dividends paid by cooperatives (e.g., for farmers) are rebates 
made to the users and are considered reductions in the cost of items pur- 
chased from the association. The rebates are usually made after year-end 
(after the cooperative has determined whether it has met its expenses) 
and are apportioned among members on the basis of their purchases. 

° Mutual insurance companies pay dividends on unmatured life insurance 
policies that are considered rebates of premiums. 

> Shareholders in a mutual investment fund are allowed to report as capital 
gains their proportionate share of the fund’s gains realized and distrib- 
uted. The capital gain and ordinary income portions are reported on the 
Form 1099 that the fund supplies its shareholders each year. 


®§ 316(a). Refer to the discussion of the beneficial tax rates for qualified divi- ™8 301(c). See Chapter 5, South-Western Federal Taxation: Corporations, Partner- 
dends in Chapter 4. ships, Estates, and Trusts, for a detailed discussion of corporate distributions. 
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ieee AND VICTIMS OF CHANGES IN DIVIDEND TAXATION 


Be ngin 2003, ‘the tax rate on dividends was eediced to paying stocks at the time of the rate reduction were benefi- 
he rate applied to long-term capital gains. Such a rate reduc- ciaries of the change while those individuals who were pri- 
tion should have caused the market prices of dividend- __ marily invested in bonds were victims. When Congress enacts 
| Pe ying stocks to increase and the market prices of bonds to new laws, should it consider the economic consequences of 
decrease as funds were diverted to investments in stock. the change on taxpayers who made investment decisions 
Thus, taxpayers who were heavily invested in dividend- under a prior law? Would a “grandfather” provision help? 


STOCK DIVIDENDS 


When a corporation issues a simple stock dividend (e.g., common stock issued to 
common shareholders), the shareholder has merely received additional shares that 
een! the same total investment. Thus, the shareholder does not realize 
income.”” However, if the shareholder has the option of receiving either cash or stock 
in the COMpOrarOn. ee individual realizes gross income whether he or she re- 
ceives stock or cash.”° A taxpayer who elects to receive the cle s could be deemed to 
be in constructive receipt of the cash he or she has rejected.’” However, the amount 
of the income in this case is the value of the stock received, rather than the cash 
the shareholder has rejected. See Chapter 14 for a detailed discussion of stock 
dividends. 


5.13 EDUCATIONAL SAVINGS BONDS 


ae ER ERS SS AER ES EEE PRAT SETA TERPS TIO LTR 


The cost of a college education has risen dramatically aie the past 15 years. 
According to U.S. Department of Education estimates, the cost of attending a pub- 
licly supported university for four years now commonly exceeds $60,000. For a pri- 
| vate university, the cost often exceeds $200,000. Consequently, Congress has 
| attempted to assist low- to middle-income parents in saving for their children’s col- 
lege education. 

The assistance is in the form of an interest income exclusion on educational 
savings bonds.’”® The interest on Series EE U.S. government savings bonds may be 
excluded from gross income if the bond proceeds are used to pay qualified higher 
education expenses. The exclusion applies only if both of the following require- 
ments are satisfied: 


° The savings bonds are issued to an individual who is at least 24 years old at 


. 

e The savings bonds are issued after December 31, 1989. 
| 

| the time of issuance. 


The exclusion is not available for a married couple who file separate returns. 

The redemption proceeds must be used to pay qualified higher education 
expenses. Qualified higher education expenses consist of tuition and fees paid to an eligi- 
ble educational institution for the taxpayer, spouse, or dependent. In calculating 
qualified higher education saps ed the tuition and fees paid are reduced by 
excludible scholarships and veterans’ benefits received. If the redemption proceeds 
(both principal and interest) exceed the qualified higher education expenses, only 
a pro rata portion of the interest will qualify for exclusion treatment. 


™ Risner v. Macomber, 1 USTC 432, 3 AFTR 3020, 40 S.Ct. 189 (USSC, 1920); Refer to the discussion of constructive receipt in Chapter 4. 
| 78 
| § 305(a). § 135. 

68 305(b). 
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SN ML Ete Tracy's redemption proceeds from qualified savings bonds during the taxable year are 


$6,000 (principal of $4,000 and interest of $2,000). Tracy's qualified higher education 
expenses are $5,000. Since the redemption proceeds exceed the qualified higher edu- 
cation expenses, only $1,667 [($5,000/$6,000) x $2,000] of the interest is excludible. @ 


The exclusion is limited by the application of the wherewithal to pay concept. 
That is, once the modified adjusted gross income exceeds a threshold amount, the 
phaseout of the exclusion begins. Modified adjusted gross income (MAGI) is adjusted 
gross income prior to the § 911 foreign earned income exclusion and the educa- - 
tional savings bond exclusion. The threshold amounts are adjusted for pen each 
year. For 2009, the phaseout begins at $69,950 ($104,900 on a joint return). The 
phaseout is completed when MAGI exceeds the threshold amount by more than 
$15,000 ($30,000 on a joint return). The otherwise excludible interest is reduced by 
the amount calculated as follows: 


MAGI — $69,950 __ Excludible interest _ | Reduction in ¥ 
$15,000 * before phaseout —— excludible interest 


On a joint return, $104,900 is substituted for $69,950 (in 2009), and $30,000 is substi- 
tuted for $15,000. 


EXAMPLE 38 


Assume the same facts as in Example 37, except that Tracy’s MAGI for 2009 is $80,000. 
The phaseout results in Tracy’s interest exclusion being reduced by $1,117 {($80,000 — 
$69,950)/$15,000] x $1,667 }. Therefore, Tracy’s exclusion is $550 ($1,667 — $1,117). = 


5.14 QUALIFIED TUITION PROGRAMS 
(§ 529 PLANS) _ 


0 LAA LSP EEA LS LEED AIL REEDED PLEA I ISSIR PEED DEI LLNS NEL PELE TSE BEATERS NE LER EE LE LLM ALN TD AISLE SELES T ILL LEEW LEE OLE LEE ETI ET TD ELE AAMT 


Nearly all, if not all, states have created programs whereby parents can in effect prepay 
their child’s college tuition. The prepayment serves as a hedge against future increases 
in tuition. Generally, if the child does not attend college, the parents are refunded their 
payments plus interest. Upon first impression, these prepaid tuition programs resemble 
the below-market loans discussed in Chapter 4. That is, assuming the tuition increases, 
the parent receives a reduction in the child’s tuition in exchange for the use of the 
funds. However, Congress has created an exclusion provision for these programs.*? 

Under a qualified tuition program (§ 529 plan), the amounts contributed must be 
used for qualified higher education expenses. These expenses include tuition, fees, 
books, supplies, room and board, and equipment required for enrollment or atten- 
dance at a college, university, or certain vocational schools. Under ARRTA of 2009, 
the allowable expenses are extended to computers and computer technology, 
including software that provides access to the Internet. Qualified higher education 
expenses also include the expenses for special needs services that are incurred in 
connection with the enrollment and attendance of special needs students. 

The earnings of the contributed funds, including the discount on tuition charged 
to participants, are not included in Federal gross income provided that the contribu- 
tions and earnings are used for qualified higher education expenses. Some states 
also exclude these educational benefits from state gross income. 


Agnes paid $20,000 into a qualified tuition program to be used for her son’s college 
tuition. When her son graduated from high school, the fund balance had increased 
to $30,000 as a result of interest credited to the account. The interest was not 
included in Agnes’s gross income. During the current year, $7,500 of the balance in 


™The indexed amounts for 2008 were $67,100 and $100,650. *°§ 529. For another way to beneficially fund educational costs, see the dis- 


cussion of Coverdell Education Sayings Accounts (CESAs) in Chapter 19 
(§ 530). 
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SECTION 529 PLANS ARE More APPEALING AFTER CHANGES 
IN THE “KippDIE TAX” 


= 


Under the “kiddie tax,” a child’s investment income is taxed older child’s college education by purchasing investments in 
at the parents’ marginal tax rate. For tax years beginning in the child’s name, which would be taxed at the child’s lower 


2008, the kiddie tax applies to children under age 19 or full- _ tax rate. The statutory change made in 2007 tax legislation 
ams Studer under age 24. Formerly, the tax did not apply _— that was effective in 2008 increases the likelihood that the 
to children age 14 or over (age 18 or older for 2006 and income on investments held in the child’s name will be taxed 


2007). Often a child age 14 or older could receive unearned at the parents’ higher tax rates. Thus, parents should be even 
income that was taxed at a much lower rate than if the more interested in qualified tuition programs that yield tax- 
parents received the income. Thus, parents could save for an exempt income if the income is used for education expenses. 


the fund was used to pay the son’s tuition and fees. None of this amount is included 
in either Agnes’s or the son’s gross income. & 


If the parent receives a refund (e.g., child does not attend college), the excess of the 
amount refunded over the amount contributed by the parent is included in the 
parent’s gross income. 

Qualified tuition programs have been expanded to apply to private educational 
institutions as well as public educational institutions. Distributions made after 
December 31, 2003, from such a plan maintained by an entity other than the state for 
qualified higher education expenses are eligible for exclusion from gross income. 


ee Serta RES RT RIES ENT BS LO.3 

Generally, if a taxpayer obtains a deduction for an item in one year and in a later Determine the extent to which 
year recovers all or a portion of the prior deduction, the recovery is included in gross receipts can be excluded under 
income in the year received.*! the tax benefit rule. 


A taxpayer deducted as a loss a $1,000 receivable from a customer when it appeared the EXAMPLE 60... 


amount would never be collected. The following year, the customer paid $800 on the re- 
ceivable. The taxpayer must report the $800 as gross income in the year it is received. @ 


However, the § 111 tax benefit rule provides that no income is recognized upon the 
recovery of a deduction, or the portion of a deduction, that did not yield a tax bene- 
fit in the year it was taken. If the taxpayer in Example 40 had no tax liability in the 
year of the deduction (e.g., itemized deductions and personal exemptions exceeded 
adjusted gross income), the recovery would be partially or totally excluded from 
gross income in the year of the recovery.” 


Before deducting a $1,000 loss from an uncollectible business receivable, Ali had taxable 
income of $200, computed as follows: 


Adjusted gross income $ 13,300 
Itemized deductions and personal exemptions (13,100) 
Taxable income $ 200 


The business bad debt deduction yields only a $200 tax benefit. That is, taxable income 
is reduced by only $200(to zero) as a result of the bad debt deduction. Therefore, if the 
customer makes a payment on the previously deducted receivable in a subsequent 
year, only the first $200 is a recovery of a prior deduction and thus is taxable. Any addi- 
tional amount collected is nontaxable because only $200 of the loss yielded a reduction 


intaxable income. # 


818 11a). i ®2[temized deductions are discussed in Chapter 10. 
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L0.4 


Describe the circumstances 


under which income must be 
reported from the discharge of 
indebtedness. 
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5.16 INCOME FROM DISCHARGE 
OF INDEBTEDNESS 


A transfer of appreciated property (fair market value is greater than adjusted basis) in 
satisfaction of a debt is an event that triggers the realization of income. The ae 
tion is treated as a sale of the appreciated property followed by payment of the debt.** 
Foreclosure by a creditor is also treated as a sale or exchange of the property. 


| EXAMPLE 42... | Juan owes State Bank $100,000 on an unsecured note. He satisfies the note by transfer- 


ring to the bank common stock with a basis of $60,000 and a fair market value of 
$100,000. Juan must recognize a $40,000 gain on the transfer. Juan also owes the bank 
$50,000 on a note secured by land. When Juan’s basis in the land is $20,000 and the 
land’s fair market value is $50,000, the bank forecloses on the loan and takes title to 
the land. Juan must recognize a $30,000 gain on the foreclosure. @ 


In some cases, creditors will not exercise their right of foreclosure and will even 
forgive a portion of the debt to assure the vitality of the debtor. In such cases, the 
debtor realizes income from discharge of indebtedness. 


P EXAMPLE 620 Brown Corporation is unable to meet the mortgage payments on its factory building. 


“EXAMPLE 44 


"Reg. § 1.1001-2%a). 


“Estate of Delman v. Comm.,'73 T.C. 15 (1979). 


Both the corporation and the mortgage holder are aware of the depressed market for 
industrial property in the area. Foreclosure would only result in the creditor’s obtaining 
unsalable property. To improve Brown Corporation’s financial position and thus 
improve Brown's chances of obtaining the additional credit necessary for survival from 
other lenders, the creditor agrees to forgive all amounts past due and to reduce the 
principal amount of the mortgage. @ 


Generally, the income realized by the debtor from the forgiveness of a debt is tax- 
able.®° A similar debt discharge (produced by a different creditor motivation) associ- 
ated with personal use property is illustrated in Example 44. 


In 2004, Joyce borrowed $60,000 from National Bank to purchase her personal resi- 
dence. Joyce agreed to make monthly principal and interest payments for 15 years. The 
interest rate on the note was 7%. In 2009, when the balance on the note has been 
reduced through monthly payments to $48,000, the bank offers to accept $45,000 in 
full settlement of the note. The bank makes the offer because interest rates have 
increased to 11%. Joyce accepts the bank's offer. As a result, Joyce must recognize 
$3,000 ($48,000 — $45,000) of grossincome.®° m 


The following discharge of indebtedness situations are subject to special treatment: 


. Creditors’ gifts. 

. Discharges under Federal bankruptcy law. 

. Discharges that occur when the debtor is insolvent. 

. Discharge of the farm debt of a solvent taxpayer. 

. Discharge of qualified real property business indebtedness. 

. Aseller’s cancellation of the buyer’s indebtedness. 

. Ashareholder’s cancellation of the corporation’s indebtedness. 

. Forgiveness of certain loans to students. 

. Discharge of indebtedness on the taxpayer’s principal residence that 
occurs between January 1, 2007 and January 1, 2013, and is the result of 
the financial condition of the debtor. 


© CO ~I Mm OU PB OO DO 


*Rey.Rul. 82-202, 1982-1 C.B. 35. 
*§§ 108 and 1017. 


U.S. v. Kirby Lumber Co., 2 USTC 4814, 10 AFTR 458, 52 S.Ct. 4 (USSG, 1931), 


codified in § 61(a)(12). 
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One Way To Avoip BANKRUPTCY 


= 


Many businesses rely heavily on debt obligations (e.g., after December 31, 2008, and before January 1, 2011, the _ 
notes, bonds) to finance their operations. If these obliga- debtor may defer income recognition to 2014. Even better, 
tions come due when other credit sources are scarce and such recognition can be spread over five years. Evidently, _ 
refinancing is not possible, the debtor's default could lead Congress is trying to provide the tax incentive that will en- 
_to bankruptcy. To avoid bankruptcy, the debtor may be able courage the repurchase option and discourage the bank- 
to purchase the obligation at a discount. Unfortunately, the ruptcy approach. = 
discount component constitutes forgiveness of debt and 

generates income to the debtor. 

In ARRTA of 2009, Congress recognized the problem and 
provides some relief to the debtor. For repurchases of debt 


If the creditor reduces the debt as an act of love, affection, or generosity, the debtor has 
simply received a nontaxable gift (situation 1). Rarely will a gift be found to have 
occurred in a business context. A businessperson may settle a debt for less than the 
amount due, but as a matter of business expediency (e.g., high collection costs or 
disputes as to contract terms) rather than generosity. 

In situations 2, 3, 4, 5, and 9, the Code allows the debtor to reduce his or her basis in 
the assets by the realized gain from the discharge.®*? Thus, the realized gain is merely 
deferred until the assets are sold (or depreciated). Similarly, in situation 6 (a price 
reduction), the debtor reduces the basis in the specific assets financed by the seller.?° 

A shareholder’s cancellation of the corporation’s indebtedness to him or her (sit- 
uation 7) usually is considered a contribution of capital to the corporation by the 
shareholder. Thus, the corporation’s paid-in capital is increased, and its liabilities 
are decreased by the same amount.”" 

Many states make loans to students on the condition that the loan will be forgiven 
if the student practices a profession in the state upon completing his or her studies. 
The amount of the loan that is forgiven (situation 8) is excluded from gross 
income.”* For more on situation 9, see the “Tax in the News” entitled “Is It an 
Appropriate Time to Tax?” 


TAX PLANNING: 
5.17 Lire INSURANCE _ 


The present law excludes certain types of economic gains from taxation. Therefore, LO.5 

taxpayers may find tax planning techniques helpful in obtaining the maximum ben- Picndlfeta: pissninccaate cies 
efits from the exclusion of such gains. Following are some of the tax planning oppor- for obtaining the maximum 
tunities made available by the exclusions described in this chapter. benefit from allowable 


Life insurance offers several favorable tax attributes. As discussed in Chapter 4, exclusions. 
the annual increase in the cash surrender value of the policy is not taxable (because 
no income has been actually or constructively received). By borrowing on the poli- 
cy’s cash surrender value, the owner can actually receive the policy’s increase in 
value in cash but without recognizing income. 


debt discharge prior to the basis adjustment unless the taxpayer elects to 
apply the basis adjustment first. 

°§ 108(e)(5). 

*1§ 108(e)(6). 

*§ 108(f). 


*Comm. v. Jacobson, 49-1 USTC §9133, 37 AFTR 516, 69 S.Ct. 358 (USSC, 
1949). 
®§§ 108(a), (c), (e), and (g). Note that § 108(b) provides that other tax attri- 
butes (e.g., net operating loss) will be reduced by the realized gain from the 
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5.18 EMPLOYEE BENEFITS 


Generally, employees view accident and health insurance, as well as life insurance, as 
necessities. Employees can obtain group coverage at much lower rates than individu- 
als would have to pay for the same protection. Premiums paid by the employer can 
be excluded from the employees’ gross income. Because of the exclusion, employees 
will have a greater after-tax and after-insurance income if the employer pays a lower 
salary but also pays the insurance premiums. 


- ri 5 
ex A WETS GS Pat receives a salary of $30,000. The company has group insurance benefits, but Pat is 


required to pay his own premiums as follows: 


Hospitalization and medical insurance $1,400 
Term life insurance ($30,000 coverage) 200 
Disability insurance 400 
$2,000 7 


To simplify the analysis, assume Pat's tax rate on income is 25%. After paying taxes of 
$7,500 (.25 x $30,000) and $2,000 for insurance, Pat has $20,500 ($30,000 — $7,500 — 
$2,000) for his other living needs. 

If Pat’s employer reduced Pat's salary by $2,000 (to $28,000) but paid his insurance 
premiums, Pat’s tax liability would be only $7,000 ($28,000 x .25). Thus, Pat would have 
$21,000 ($28,000 — $7,000) to meet his other living needs. The change in the compensa- 
tion plan would save Pat $500 ($21,000 — $20,500). = 


Similarly, employees must often incur expenses for child care and parking. The em- 
ployee can have more income for other uses if the employer pays these costs for the 
employee but reduces the employee’s salary by the cost of the benefits. 

The use of cafeteria plans has increased dramatically in recent years. These plans 
allow employees to tailor their benefits to meet their individual situations. Thus, 
where both spouses in a married couple are working, duplications of benefits can be 
avoided, and other needed benefits can often be added. If less than all of the 
employee’s allowance is spent, the employee can receive cash. 

The meals and lodging exclusion enables employees to receive from their 
employer what they ordinarily must purchase with after-tax dollars. Although the 
requirements that the employee live and take his or her meals on the employer’s 
premises limit the tax planning opportunities, the exclusion is an important factor 
in the employee’s compensation in certain situations (e.g., hotels, motels, restau- 
rants, farms, and ranches). 

The employees’ discount provision is especially important for manufacturers and 
wholesalers. Employees of manufacturers can avoid tax on the manufacturer’s, 
wholesaler’s, and retailer’s markups. The wholesaler’s employees can avoid tax on 
an amount equal to the wholesale and retail markups. 

It should be recognized that the exclusion of benefits is generally available only to 
employees. Proprietors and partners must pay tax on the same benefits their employ- 
ees receive tax-free. By incorporating and becoming an employee of the corporation, 
the former proprietor or partner can also receive these tax-exempt benefits. Thus, 
the availability of employee benefits is a consideration in the decision to incorporate. 


5.19 INVESTMENT INCOME 


Tax-exempt state and local government bonds are almost irresistible investments for 
many high-income taxpayers. To realize the maximum benefit from the exemption, 
the investor can purchase zero-coupon bonds. Like Series EE U.S. government sav- 
ings bonds, these investments pay interest only at maturity. The advantage of the 
zero-coupon feature for a tax-exempt bond is that the investor can earn tax-exempt 
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interest on the accumulated principal and interest. If the investor purchases a bond 
that pays the interest each year, the interest received may be such a small amount 
that an additional tax-exempt investment cannot be made. In addition, reinvesting 
the interest may entail transaction costs (broker’s fees). The zero-coupon feature 
avoids these problems. 

Series EE U.S. government savings bonds can earn tax-exempt interest if the bond 
proceeds are used for qualified higher education expenses. Many taxpayers can fore- 
see these expenditures being made for their children’s educations. In deciding 
whether to invest in the bonds, however, the investor must take into account the 
income limitations for excluding the interest from gross income. 


REFOCUS ON THE BIG PICTURE 


You have looked into Paul’s tax situation and have the following information for 
him: 


° Scholarship. Paul can exclude from his gross income the amount received 
for tuition, fees, and books ($14,600). He must include in his gross 
income the $6,200 received for room and board. 

° Pnzes and awards. Paul does not satisfy the requirements that would ena- 
ble him to exclude the $2,000 award from his gross income. So he must 
include the $2,000 in his gross income. 

® Damages. Paul can exclude the $688,000 compensatory damages from his 
gross income. All of these damages were received because of physical per- 
sonal injury. He must include the $800,000 punitive damages in his gross 
income. 


What If? 


From a tax planning perspective, can Paul do anything to reduce the amount of the 
punitive damages settlement that he must include in his gross income? 

As things now stand (i.e., a completed setthement), Paul cannot reduce the 
$800,000 punitive damages amount he must include in gross income. However, 
proper tax planning might have enabled Paul to reduce the amount includible in 
gross income. Note that both the amount of the damages and the labels attached to 
the damages are negotiated. If a larger portion of the settlement had been assigned 
to compensatory damages rather than punitive damages, Paul could have reduced 
the amount he must include in his gross income. 


Accelerated death benefits, 5-8 Foreign earned income exclusion, 5-26 Qualified real property business 
Accident and health benefits, 5-14 Gift, 5-6 

Cafeteria plan, 5-20 Health Savings Account (HSA), 5-15 

Compensatory damages, 5-12 Life insurance proceeds, 5-7 

Death benefits, 5-6 Long-term care insurance, 5-16 

De minimis fringe, 5-24 No-additional-cost service, 5-22 

Educational savings bonds, 5-31 Punitive damages, 5-12 


Flexible spending plans, 5-21 Qualified employee discount, 5-22 


indebtedness, 5-34 
Qualified transportation fringes, 5-24 
Qualified tuition program (§ 529 plan), 5-32 
Qualified tuition reduction plan, 5-11 
Scholarship, 5-10 

Tax benefit rule, 5-33 

Working condition fringes, 5-23 
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DISCUSSION QUESTIONS 


10. 


. L0.2 Uncle John promised Tom, “Come and take care of me and I will leave you the 


farm when I die.” Tom took care of Uncle John for the five years preceding his death. 
When Uncle John died, in accordance with his will, Tom received the farm. Can Tom 
exclude the value of the farm from his gross income as a gift or inheritance, or has he 
received compensation income? 


. LO.2 Albert was the beneficiary of Hattie’s life insurance policy. Hattie had paid $16,000 


in premiums. Hattie died in January, and Albert did not collect the proceeds until 
November. The insurance company paid Albert $52,000, the face amount of the policy of 
$50,000 plus $2,000 interest. What is Albert’s gross income from the receipt of $52,000? 


. L0.1, 2 Ten college fraternity brothers agreed to deposit $1,000 each year into a bank 


account they created. Upon the death of a fraternity brother, his beneficiary was to 
receive $10,000 that was to be paid from this bank account. The beneficiary of the last 
remaining fraternity brother would receive the remaining balance in the account. Bernie 
was the last to die, at age 92, and his beneficiary received $120,000. Can the $120,000 be 
excluded from the beneficiary’s gross income? 


. LO.2 Hanna was a cash basis taxpayer. At the time of her death, she was owed $50,000 in 


accrued salary. She also owned several thousand shares of stock in her corporate 
employer. Her cost of the stock was $40,000. Her employer was required to purchase the 
stock on Hanna’s death for $200,000. To fund the agreement, the employer had 
purchased an insurance policy on Hanna’s life that cost $60,000. The insurance company 
paid the employer the life insurance proceeds of $200,000. Wade, as the sole beneficiary 
of Hanna’s estate, received the $250,000 from Hanna’s estate, which included Hanna’s 
$50,000 of accrued salary. What are the employer’s and Wade’s gross income from these 
transactions? 


LO.2 Matt is a waiter in a restaurant. His usual tip is 20% of the price of the meal. A 
customer, whose meal cost $5, left a $100 bill as a tip. Matt is sure the customer thought 
he had left a $1 bill. Nevertheless, Matt believes he can exclude the entire amount (or at 
least $99) from his gross income because it was received as a gift rather than as 
compensation for services rendered. Is Matt correct? 


L0.2 Ted paid Carey $1,000 when he had no legal obligation to make the payment. Is the 
absence of Ted’s legal obligation to make the payment sufficient for Carey to exclude the 
$1,000 as a gift? 


LO.2 Amber Finance Company requires its customers to purchase a credit life insurance 
policy. Amber is the beneficiary of the policy to the extent of the remaining balance on 
the loan at the time of the customer’s death. In 2008, Amber wrote off as uncollectible a 
$5,000 account receivable from Aly. When Aly died in 2009, the life insurance policy was 
still in force, and Amber received $5,000. Is the $5,000 of life insurance proceeds 
received by Amber included in its gross income? 


L0.2 Ed paid $39,000 of life insurance premiums before cashing in his life insurance 
policy for the $45,000 cash surrender value. He decided he could invest the money and 
earn a higher rate of return. Sarah, who has a terminal illness, cashed in her life 
insurance policy (cost of $39,000 and proceeds of $45,000) to go on an around-the-world 
cruise. Determine the amounts that Ed and Sarah should include in their gross income. 


L0.2 Joe is a graduate student who works as a resident adviser (RA) in the college 
dormitory. As compensation for serving as an RA, he is not charged the $3,000 other 
students pay for their dormitory rooms. He is also paid $1,500 per year for being available 
to dormitory residents at all hours. Joe also has a scholarship that pays his annual tuition 
of $12,000. What is Joe’s gross income? 


L0.2 Brenda was a prosperous attorney before she was wrongfully accused of a crime. 
She sued the accuser and received $300,000, which was her estimated loss of income she 
suffered as a result of the false accusation. Paul fell off a bar stool and hurt his back. As a 
result, he was unable to work for three months. He sued the bar owner and collected 
$100,000 for the physical injury and $50,000 for the loss of income. Amber was away from 
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2, 


13. 
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work for three months following heart bypass surgery. Amber collected $30,000 under an 
income replacement insurance policy she had purchased. Are the amounts received by 
Brenda, Paul, and Amber treated the same under the tax law? 


L0.2 Wes was a major league baseball pitcher before a career-ending injury caused by a 
negligent driver. Wes sued the driver and collected $15 million as compensation for lost 
estimated future income as a pitcher and $10 million as punitive damages. Sam was also a 
major league baseball pitcher and earned $25 million for pitching. Do the amounts that 
Wes and Sam receive have the same effect on their gross income? Explain. 


L0.2 Holly was injured while working in a factory and received $12,000 as workers’ 
compensation while she was unable to work because of the injury. Jill was laid off by the 
same factory and collected $12,000 in unemployment compensation. Since neither Holly 
nor Jill actually worked for the amounts received, should they each include the $12,000 
in gross income? 


L0.2 Under a Health Savings Account (HSA), how is the employee expected to pay the 
high deductible associated with the high-deductible health insurance policy? 


L0.2, 5 Paul is in the 15% marginal tax bracket, and Betty is in the 35% marginal tax 
bracket. Their employer is experiencing financial difficulties and cannot continue to pay for 
the company’s health insurance plan. The annual premiums are approximately $6,000 per 
employee. The employer has proposed to either (1) require the employee to pay the 
premium or (2) reduce each employee’s pay by $7,500 per year with the employer paying the 
premium. Which option is less objectionable to Paul, and which is less objectionable to Betty? 


LO.2 What is the difference between a “cafeteria plan” and an employee “flexible 
spending plan”? 


L0.2 Ted works for Sage Motors, an automobile dealership. All employees can buy a car 
at the company’s cost plus 2%. The company does not charge employees the $175 
transfer service fee that nonemployees must pay. Ted purchased an automobile for 
$24,480 ($24,000 + $480). The company’s cost was $24,000. The price for a nonemployee 
would have been $27,775 ($27,600 + $175 transfer service fee). What is Ted’s gross 
income from the purchase of the automobile? 


L0.2, 5 Zack has been offered a job where his salary would be $50,000 and he would also 
receive health insurance. Another potential employer has offered to match the first offer 
but would not provide any health insurance coverage. Zack can purchase such health 
insurance for $6,000 per year. Assume that Zack is in the 25% marginal tax bracket and 
does not itemize his deductions. How much salary must the second potential employer 
pay so that Zack’s financial status will be the same under both offers? 


L0.2, 5 Eagle Life Insurance Company pays its employees $.30 per mile for driving their 

personal automobiles to and from work. The company reimburses each employee who 

rides the bus $100 a month for the cost of a pass. Tom collected $100 for his automobile 

mileage, and Ted received $100 as reimbursement for the cost of a bus pass. 

a. Whatare the effects of the above on Tom’s and Ted’s gross income? 

b. Assume that Tom and Ted are in the 28% marginal tax bracket and the actual 
before-tax cost for Tom to drive to and from work is $.30 per mile. What are Tom’s 
and Ted’s after-tax costs of commuting to and from work? 


L0.2 Several of Egret Company’s employees have asked the company to create a hiking 
trail that employees could use during their lunch hours. The company owns vacant land 
that is being held for future expansion but would have to spend approximately $50,000 if 
it were to make a trail. Nonemployees would be allowed to use the facility as part of the 
company’s effort to build strong community support. What are the relevant tax issues for 


the employees? 


L0.2 The Azure Company has found that it can attract and retain high-quality employees 
by providing a variety of fringe benefits to all employees. Among these benefits are family 
counseling services, group legal services, and retirement planning. Which of these 
benefits are excluded from gross income? 


L0.2 Marla, a U.S. citizen, has been working on a construction project in a foreign 
country for the past nine months. The project will be completed in a few weeks. She has 
an. offer to work on another three-month project in that same foreign country. 
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Alternatively, she could return to the United States and seek employment. How does the 
tax law affect Marla’s decision? 


29. LO.2 Tedra, a resident of Virginia, is considering purchasing a corporate bond that 
yields 7% before tax. She is in the 35% Federal marginal tax bracket and the 5% 
marginal state tax bracket. She is aware that State of Virginia bonds of comparable risk 


are yielding 4.5%, and State of Maryland bonds are yielding 4.6%. Which of the three 
options will yield the greatest after-tax return to Tedra? 


93. L0.3 In 2009, Montgomery County experienced a budget surplus. The County is 
considering using a portion of the surplus to rebate part of the real estate taxes paid by 
county real estate owners. What would be the income tax consequences to the real estate 
owners of receiving the rebate in 2010? 


24. LO.2 Andrea entered into a § 529 qualified tuition program for the benefit of her J 
daughter, Joanna. Andrea contributed $15,000 to the fund. The fund balance had | 
accumulated to $25,000 by the time Joanna was ready to enter college. However, Joanna t 


received a scholarship that paid for her tuition, fees, books, supplies, and room and 

board. Therefore, Andrea withdrew the funds from the § 529 plan and bought Joanna a 

new Car. 

a. Whatare the tax consequences to Andrea of withdrawing the funds? 

b. Assume instead that Joanna’s scholarship did not cover her room and board, which 
cost $7,500 per academic year. During the current year, $7,500 of the fund balance 
was used to pay for Joanna’s room and board. The remaining amount was left in the 
§ 529 plan to cover her room and board for future academic years. What are the tax 
consequences to Andrea and to Joanna of using the $7,500 to pay for the room and 
board? 


25. LO.3 Mary is a cash basis taxpayer. In 2009, she earned only $5,400, which was less than 
her standard deduction and personal exemption. In January 2010, Mary’s employer 
determined that he had miscalculated her December 2009 bonus and that she should 
have received an additional $1,000 of compensation in 2009. The employer paid Mary 
the $1,000 in 2010. If Mary had received the $1,000 in 2009, it would not have resulted in 
any tax liability because her gross income would still have been less than her standard 
deduction and personal exemption. In 2010, Mary had over $30,000 in taxable income. 
Does the tax benefit rule apply to Mary’s situation? Explain. 


26. L0.4 Harry was experiencing financial difficulties and could not make the mortgage 
payments on his home. The mortgage holder agreed to reduce the debt principal by 
$50,000 because the real estate market was depressed. Assuming that Harry is not 
bankrupt or insolvent, would the tax consequences differ under the following 
circumstances? 


* The mortgage is held by the person who sold him the property. 
* The mortgage is held by the financial institution that made the loan for the purchase 
of his residence. 


Ls Uae S SUED arcsec 27. L0.4 Harry has experienced financial difficulties as a result of his struggling business. He 


has been behind on his mortgage payments for the last six months. The mortgage 
holder, who is a friend of Harry’s, has offered to accept $80,000 in full payment of the 
$100,000 owed on the mortgage and payable over the next 10 years. The interest rate of 
the mortgage is 7%, and the market rate is now 8%. What tax issues are raised by the 
creditor’s offer? 


PROBLEMS 


28, L0.2 Ed, an employee of the Natural Color Company, suffered from a rare disease 
that was very expensive to treat. The local media ran several stories about. Ed’s 
problems, and the family received more than $10,000 in gifts from individuals to help 
pay the medical bills. Ed’s employer provided hospital and medical insurance for its 
employees, but the policy did not cover Ed’s illness. Shortly before Ed’s death, his 
employer paid $50,000 of Ed’s accumulated medical bills. After Ed’s death, his former 
employer paid Ed’s widow $12,000 in “her time of need.” Ed’s widow also collected 
$25,000 on a group term life insurance policy paid for by Ed’s employer. What are Ed’s 
and his widow’s gross income? 
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L0.2 Determine the gross income of the beneficiaries in the following cases: 

a. Josh lost his job when his employer moved the plant to Mexico. His employer gave 
Josh $10,000 to help him in his transition to a new job, even though the employer 
was not legally obligated to make the payment. 


b. Joe was injured while working. He collected $1,200 in workers’ compensation and _ 


$1,500 on a loss of income policy he had purchased. 
c. Pearl Corporation collected $1 million on a key person life insurance policy when its 
chief executive died. The corporation had paid the premiums on the policy of $77,000.’ 
d. Juan collected $50,000 on a life insurance policy when his wife, Leona, died. The pol- 
icy was provided by Leona’s employer, and the premiums were excluded from Leo- 
na’s gross income as group term life insurance. 


e. Juan in part (d) above collected Leona’s accrued vacation pay of $5,000 from her 
employer. 


L0.2, 5 Laura was recently diagnosed with cancer and has begun chemotherapy treat- 

ments. A cancer specialist has stated that Laura has less than one year to live. She has 

incurred a lot of medical bills and other general living expenses and is in need of cash. 

Therefore, she is considering selling stock that cost $35,000 and has a fair market value of 

$50,000. This amount would be sufficient to pay her medical bills. However, she has read 

about a company (the Vital Benefits Company) that would purchase her life insurance 

policy for $50,000. She has paid $30,000 in premiums on the policy. 

a. Considering only the tax effects, would selling the stock or selling the life insurance 
policy result in more beneficial tax treatment? 

b. Assume that Laura is a dependent child and that her mother owns the stock and the 
life insurance policy, which is on the mother’s life. Which of the alternative means of 
raising the cash would result in more beneficial tax treatment? 


LO.2 Greg received a salary of $50,000 in 2009. In July 2009, Greg’s employer, Green 
Construction Associates, Inc., gave each employee $2,500 as a reward for exceeding their 
monthly sales goals. How much gross income is Greg required to report in 2009? 


LO.2 Donald was killed in an accident while he was on the job. His employer provided 
him with group term life insurance of $180,000 (twice his annual salary), which was 
payable to his widow, Darlene. Premiums ‘on this policy totaling $1,800 have been 
included in Donald’s gross income under § 79. Darlene also received $80,000 under 
workers’ compensation associated with the accident. In addition, Donald had purchased 
a $100,000 life insurance policy that paid $200,000 in the case of an accidental death. The 
proceeds were payable to Darlene, who elected to receive payments of $28,000 each year 
for a 10-year period. What is Darlene’s gross income from the above in 2009? 


LO.2 Fay and Edward are partners in an accounting firm. The partners have entered into 
an arm’s length agreement requiring Fay to purchase Edward’s partnership interest from 
Edward’s estate if he dies before Fay. The price is set at 150% of the book value of Edward’s 
partnership interest at the time of his death. Fay purchased an insurance policy on 
Edward’s life to fund this agreement. After Fay had paid $45,000 in premiums, Edward was 
killed in an automobile accident, and Fay collected $1.75 million of life insurance 
proceeds. Fay used the life insurance proceeds to purchase Edward's partnership interest. 

a. What amount should Fay include in her gross income from receiving the life insur- 

ance proceeds? 

b. The insurance company paid Fay $20,000 interest on the life insurance proceeds 
during the period Edward’s estate was in administration. During this period, Fay had 
left the insurance proceeds with the insurance company. Is this interest taxable? 

c. When Fay paid $1.75 million for Edward’s partnership interest, priced as specified in 
the agreement, the fair market value of Edward’s interest was $2 million. How much 
should Fay include in her gross income from this bargain purchase? 


L0.2 Sally was an all-state soccer player during her junior and senior years in high school. 
She accepted an athletic scholarship from State University. The scholarship provided the 
following: 


Tuition and fees $15,000 
Housing and meals 7,500 - 
Books and supplies 2,000 
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a. Determine the effect of the scholarship on Sally’s gross income. 

b. Sally’s brother, Willy, was not a gifted athlete, but he received $17,000 from their 
father’s employer as a scholarship during the year. The employer grants the chil- 
dren of all executives a scholarship equal to annual tuition, fees, books, and sup- 
plies. Determine the effect of the scholarship on Willy's and his father’s gross 
income. 


5) L0.2 Alejandro was awarded an academic scholarship to State University for the 2009- ~ 
2010 academic year. He received $5,000 in August and $6,000 in December 2009. 
Alejandro had enough personal savings to pay all expenses as they came due. Alejandro’s 
expenditures for the relevant period were as follows: 


“ 


Tuition, August 2009 $3,300 / 24,90 
Tuition, December 2009 3,400 / Caley 
Room and board . 1? 
August-December 2009 3,000 pa Sed 
January—May 2010 2,400 ’ 
Books and educational supplies ¥ 
August-December 2009 1,000 ~ . 
January—May 2010 200 


Determine the effect on Alejandro’s gross income for 2009 and 2010. 


36. LO.2 Leigh sued an overzealous bill collector and received the following settlement: 


Damage to her automobile the collector attempted to repossess $ 1,000 
Physical damage to her arm caused by the collector 15,000 
Loss of income while her arm was healing 8,000 
Punitive damages 50,000 


a. What effect does the settlement have on Leigh’s gross income? 

b. Assume Leigh also collected $40,000 of damages for slander to her personal reputa- 
tion caused by the bill collector misrepresenting the facts to Leigh’s employer and 
other creditors. Is this $40,000 included in Leigh’s gross income? 


37., LO.2 Determine the effect on gross income in each of the following cases: 
/ a. Eloise received $150,000 in settlement of a sex discrimination case against her for- 
mer employer. 

b. Nell received $10,000 for damages to her personal reputation. She also received 
$40,000 in punitive damages. 

c. Orange Corporation, an accrual basis taxpayer, received $50,000 from a lawsuit filed 
against its auditor who overcharged for services rendered in a previous year. 

d. Beth received $10,000 in compensatory damages and $30,000 in punitive damages in 
a lawsuit she filed against a tanning parlor for severe burns she received from using 
its tanning equipment. 

e. Joanne received compensatory damages of $75,000 and punitive damages of 
$300,000 from a cosmetic surgeon who botched her nose job. 


_ 38.) LO.2 Rex, age 45, is an officer of Blue Company, which provides him with the following 
\— nondiscriminatory fringe benefits in 2009: 


® Hospitalization insurance premiums for Rex and his dependents. The cost of the coy- 
erage for Rex is $2,700 per year, and the additional cost for his dependents is $3,600 
per year. The plan has a $2,000 deductible, but his employer contributed $1,500 to 
Rex’s Health Savings Account. Rex withdrew only $800 from the HSA, and the account 
earned $50 interest during the year. 

* Long-term care insurance premiums for Rex, at a cost of $3,600 per year. 

° Insurance premiums of $840 for salary continuation payments. Under the plan, Rex 
will receive his regular salary in the event he is unable to work due to illness. Rex col- 
lected $4,500 on the policy to replace lost wages while he was ill during the year. 

® Rex is a part-time student working on his bachelor’s degree in engineering. His 
employer reimbursed his $5,200 tuition under a plan available to all full-time 
employees. 


Determine the amount Rex must include in gross income. 
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L0.2 The UVW Union and HON Corporation are negotiating contract terms. Assume 

the union members are in the 28% marginal tax bracket and all benefits are provided on 

a nondiscriminatory basis. Write a letter to the UVW Union members explaining the tax 

consequences of the options discussed below. The union’s address is 905 Spruce Street, 

Washington, D.C. 20227. 

a. The company would impose a $100 deductible on medical insurance benefits. Most 
employees incur more than $100 each year in medical expenses. 

b. Employees would get an additional paid holiday with the same annual income (the 
same pay but less work). 

c. An employee who did not need health insurance (because the employee’s spouse 


works and receives family coverage) would be allowed to receive the cash value of 
the coverage. 


L0.2, 5 Mauve Corporation has a group hospitalization insurance plan that has a $200 
deductible amount for hospital visits and a $15 deductible for doctor visits and 
prescriptions. The deductible portion paid by employees who have children has become 
substantial for some employees. The company is considering adopting a medical 
reimbursement plan or a flexible benefits plan to cover the deductible amounts. Either of 
these plans can be tailored to meet the needs of the employees. What are the cost 
considerations to the employer that should be considered in choosing between these plans? 


L0.2 Bertha spent the last 60 days of 2009 in a nursing home. The cost of the services 
provided to her was $14,000. Medicare paid $7,500 toward the cost of her stay. Bertha 
also received $9,800 of benefits under a long-term care insurance policy she purchased. 
What is the effect on Bertha’s gross income? 


LO.2 Tim is the vice president of western operations for Maroon Oil Company and is 
stationed in San Francisco. He is required to live in an employer-owned home, which is 
three blocks from his company office. The company-provided home is equipped with 
high-speed Internet access and several telephone lines. Tim receives telephone calls and 
e-mails that require immediate attention any time of day or night because the company’s 
business is spread all over the world. A full-time administrative assistant resides in the 
house to assist Tim with the urgent business matters. Tim often uses the home for 
entertaining customers, suppliers, and employees. The fair market value of comparable 
housing is $9,000 per month. Tim is also provided with free parking at his company’s 
office. The value of the parking is $350 per month. Calculate the amount associated with 
the company-provided housing and free parking that Tim must include in his gross 
income. 


LO.2 Does the taxpayer recognize gross income in the following situations? 

a. Annisa filing clerk at a large insurance company. She is permitted to leave the prem- 
ises for her lunch, but she always eats in the company’s cafeteria because doing so is 
much less expensive than purchasing a comparable meal at a nearby restaurant. On 
average she pays $3 for a lunch that would cost $8 at a restaurant. 

b. Ira isa resident adviser (RA) in a college dormitory and is provided with lodging in 
the dormitory. He is not required to pay the $250 per month that a room costs other 
students. In addition, he is paid $200 per month. 

c. Seth recently moved to accept a job. For the first six months on the new job, Seth was 
searching for a home to purchase or rent. During this time, his employer allowed Seth 
to live in an apartment the company has available for customers and employees. 


L0.2, 5 Betty is considering taking an early retirement offered by her employer. She 
would receive $2,000 per month, indexed for inflation. However, she would no longer be 
able to use the company’s health facilities, and she would be required to pay her 
hospitalization insurance of $7,800 each year. Betty and her husband will file a joint 
return and take the standard deduction. She currently receives a salary of $40,000 a year, 
and her employer pays for all of her hospitalization insurance. If she retires, Betty would 
not be able to use her former employer’s exercise facilities because of the commuting 
distance. She would like to continue to exercise, however, and will therefore join a health 
club at a cost of $50 per month. Betty and her husband have other sources of income and 
are in and will remain in the 25% marginal tax bracket. She currently pays Social Security 
taxes of 7.65% on her salary, but her retirement pay would not be subject to this tax. She 
will earn about $11,000 a year from a part-time job. Betty would like to know whether she 


should accept the early retirement offer. 


COMMUNICATIONS 


DECISION MAKING 


DECISION MAKING 


5-44 PARTII  Grossincome www.cengage.com/taxation/swft 


45. L0.2, 5 Finch Construction Company provides the carpenters it employs with all of the 


required tools. However, the company believes that this practice has led to some 
employees not taking care of the tools and to the mysterious disappearance of some 
tools. The company is considering requiring all of its employees to provide their own 
tools. Each employee’s salary would be increased by $1,500 to compensate for the 
additional cost. Write a letter to Finch’s management explaining the tax consequences of 
this plan to the carpenters. Finch’s address is 300 Harbor Drive, Vermillion, SD 57069. 


46. LO.2, 5 Redbird, Inc., does not provide its employees with any tax-exempt fringe 
benefits. The company is considering adopting a hospital and medical benefits insurance 
plan that will cost approximately $7,000 per employee. In order to adopt this plan, the 
company may have to reduce salaries and/or lower future salary increases. Redbird is in 


the 35% (combined Federal and state rates) bracket. Redbird is also responsible for , 
matching the Social Security and Medicare taxes withheld on employees’ salaries. The ® 
benefits insurance plan will not be subject to the Social Security and Medicare taxes. The ! 
employees generally fall into three marginal tax rate groups: 


Social Security and 


Income Tax Medicare Tax Total 
NS .0765 .2265 
25 .0765 .3265 
35 .0145 .3645 


The company has asked you to assist in its financial planning for the benefits insurance 

plan by computing the following: 

a. How much taxable compensation is the equivalent of $7,000 exempt compensation 
for each of the three classes of employees? 

b. What is the company’s after-tax cost of the taxable compensation computed in (a) 
above? 

c. Whatis the company’s after-tax cost of the exempt compensation? 

d. Briefly explain your conclusions from the above analysis. 


47. L0.2,5 Rosa’s employer has instituted a flexible benefits program. Rosa will use the plan 


to pay for her daughter’s dental expenses and other medical expenses that are not 

covered by health insurance. Rosa is in the 25% marginal tax bracket and estimates that 

the medical and dental expenses not covered by health insurance will be within the range 
of $3,000 to $5,000. Her employer’s plan permits her to set aside as much as $5,000 in the 
flexible benefits account. Rosa does not itemize her deductions. 

a. Rosa puts $3,000 into her flexible benefits account, and her actual expenses are 
$5,000. What is her cost of underestimating the expenses? 

b. Rosa puts $5,000 into her flexible benefits account, and her actual expenses are only 
$3,000. What is her cost of overestimating her expenses? 

c. What is Rosa’s cost of underfunding as compared to the cost of overfunding the flexi- 
ble benefits account? 

d. Does your answer in part (c) suggest that Rosa should fund the account closer to the 
low end or to the high end of her estimates? 

\%8) L0.2 Canary Corporation would like you to review its employee fringe benefits program 
/ with regard to the tax consequences of the plan for the company’s president (Polly), who 
is also the majority shareholder: 

a. The company has a qualified retirement plan. The company pays the cost of employ- 
ees attending a retirement planning seminar. The employee must be within 10 years 
of retirement, and the cost of the seminar is $1,500 per attendee. 

b. The company owns a parking garage that is used by customers, employees, and the 
general public. Only the general public is required to pay for parking. The charge 
to the general public for Polly’s parking for the year would have been $3,000 
(a $250 monthly rate). 

c. All employees are allowed to use the company’s fixed charge long-distance tele- 
phone services, as long as the privilege is not abused. Although no one has kept track 
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of the actual calls, Polly’s use of the telephone had a value (what she would have paid 
on her personal telephone) of approximately $600. — 

d. ‘The company owns a condominium at the beach, which it uses to entertain custom- 
ers. Employees are allowed to use the facility without charge when the company has 
no scheduled events. Polly used the facility 10 days during the year. Her use had a 
rental value of $1,000. 

e. The company is in the household moving business. Employees are allowed to ship 
goods without charge whenever there is excess space on a truck. Polly purchased a 
dining room suite for her daughter. Company trucks delivered the furniture to the 
daughter. Normal freight charges would have been $750. 

f. The company has a storage facility for household goods. Officers are allowed a 20% 
discount on charges for storing their goods. All other employees are allowed a 10% 
discount. Polly’s discounts for the year totaled $900. 


LO.2 George is a USS. citizen who is employed by Hawk Enterprises, a global company. 
Beginning on June 1, 2009, George began working in London. He worked there until 
January 31, 2010, when he transferred to Paris. He worked in Paris the remainder of 
2010. His salary for the first five months of 2009 was $100,000, and it was earned in the 
United States. His salary for the remainder of 2009 was $175,000, and it was earned in 
London. George’s 2010 salary from Hawk was $300,000, with part being earned in 
London and part being earned in Paris. What is George’s gross income in 2009 and 2010 
(assume the 2010 indexed amount is the same as the 2009 indexed amount) ? 


LO.2, 3 Determine Hazel’s gross income from the following receipts for the year: 


Gain on sale of Augusta County bonds $ 600 
Interest on U.S. government savings bonds 300 — 
Interest on state income tax refund 150 
Interest on Augusta County bonds 90 xX 
Patronage dividend from Potato Growers Cooperative 1,600 


The patronage dividend was received in March of the current year for amounts paid and 
deducted in the previous year as expenses of Hazel’s profitable cash basis farming business. 


LO.2 In January 2009, Ezra purchased 1,000 shares of Gold Utility Mutual Fund for 

$20,000. In June, Ezra received an additional 50 shares as a dividend, in lieu of receiving 

$600 in cash dividends. In December, the company declared a two-for-one stock 

dividend. Ezra received an additional 1,050 shares, but there was no option to receive 

cash. At the time of the stock dividend in December and at the end of the year, the fund 

shares were trading for $8 per share. Also, at the end of the year, the fund offered to buy 

outstanding shares for $9. Ezra did not sell any shares during the year. 

a. Whatis Ezra’s gross income from the 50 shares received in June? 

b. What is Ezra’s gross income from the receipt of the 1,050 shares as a two-for-one 
stock dividend? 

c. Should Ezra be required to recognize gross income in 2009 even though the value of 
his investment at the end of the year was less than the fair market value at the begin- 
ning of the year? 


LO.2 Tonya inherited a $10,000 State of Virginia bond in 2009. Her marginal Federal tax 
rate is 15%, and her marginal state tax rate is 5%. The Virginia bond pays 4% interest, 
which is not subject to Virginia income tax. She can purchase a corporate bond of 
comparable risk that will yield 6.5% or a U.S. government bond that pays 6% interest. 
Tonya does not itemize her deductions. Which investment will provide the greatest after- 


tax yield? 


L0.2 Lynn Swartz’s husband died three years ago. Her parents have an income of over 
$200,000 a year and want to assure that funds will be available for the education of Lynn’s 
8-year-old son, Eric. Lynn is currently earning $45,000 a year. Lynn’s parents have 
suggested that they start a savings account for Eric. They have calculated that if they invest 
$4,000 a year for the next 8 years, at the end of 10 years sufficient funds will be available 
for Eric’s college expenses. Lynn realizes that the tax treatment of the investments could 
significantly affect the amount of funds available for Eric’s education. She asked you to 
write a letter to her advising her about options available to her parents and to her for 
Eric’s college education. Lynn’s address is 100 Myrtle Cove, Fairfield, CT 06432. 
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54, LO.2 Starting in 2000, Chuck and Luane have been purchasing Series EE bonds in their 
name to use for the higher education of their daughter (Susie who currently is age 18). 
During the year, they cash in $12,000 of the bonds to use for freshman year tuition, fees, 
and room and board. Of this amount, $5,000 represents interest. Of the $12,000, $8,000 

" is used for tuition and fees, and $4,000 is used for room and board. Their AGI, before the 
educational savings bond exclusion, is $110,000. 
a. Determine the tax consequences for Chuck and Luane, who will file a joint return, 
and for Susie. ' 
b. Assume that Chuck and Luane purchased the bonds in Susie’s name. Determine the 
tax consequences for Chuck and Luane and for Susie. 
c. Howwould your answer for (a) change if Chuck and Luane file separate returns? 


55. LO.2 Albert established a qualified tuition program for each of his twins, Kim and Jim. 
He started each fund with $20,000 when the children were five years old. Albert made no 
further contributions to his children’s plans. Thirteen years later, both children have 
graduated from high school. Kim’s fund has accumulated to $45,000 while Jim’s has 
accumulated to $42,000. Kim decides to attend a state university, which will cost $60,000 
for four years (tuition, fees, room and board, and books). Jim decides to go to work 
instead of going to college. During the current year, $7,500 is used from Kim’s plan to 
pay the cost of her first semester in college. Since Jim is not going to go to college now or 
in the future, Albert withdraws the $42,000 plan balance and gives it to Jim to start his ~ 
new life after high school. 

a. During the period since the plans were established, should Albert or the twins have 
been including the annual plan earnings in gross income? 

b. What are the tax consequences to Kim and Albert of the $7,500 being used for the 
first semester’s higher education costs? 

c. Because of her participation in the qualified tuition program, Kim received a 10% 
reduction in tuition charges, so less than $7,500 was withdrawn from her account. Is 
either Albert or Kim required to include the value of this discount in gross income? 

d. What are the tax consequences to Albert and Jim of Jim’s qualified tuition program 
being closed? 


a. In 2007, the Lemon Furniture Store, an accrual method taxpayer, sold furniture on 
credit for $1,000 to Sammy. The cost of the furniture was $600. In 2008, Lemon took 
a bad debt deduction for the $1,000. Lemon had over $300,000 in taxable income. 
In 2009, Sammy inherited some money and paid Lemon the $1,000. 

b. In 2008, Marvin, a cash basis taxpayer, took a $6,000 itemized deduction for state 
income taxes paid. This increased his itemized deductions to a total that was $4,000 
more than the standard deduction. In 2009, Marvin received a $4,200 refund when 
he filed his 2008 state income tax return. 

c. In 2008, Barb, a cash basis taxpayer, was in an accident and incurred $7,000 in medi- 
cal expenses, which she claimed as an itemized deduction for medical expenses. 
Because of the 7.5% of AGI reduction, the expense reduced her taxable income by 
only $5,000. In 2009, Barb collected $15,000 from the person who caused the acci- 
dent that resulted in her personal injury. 


57. L0.4,5 Fran, who is in the 35% tax bracket, recently collected $100,000 on a life 


insurance policy she carried on her father. She currently owes $120,000 on her personal 
residence and $120,000 on business property. National Bank holds the mortgage on both 
pieces of property and has agreed to accept $100,000 in complete satisfaction of either 
mortgage. The interest rate on the mortgages is 8%, and both mortgages are payable 
over 10 years. What would be the tax consequences of each of the following alternatives, 
assuming Fran currently deducts the mortgage interest on her tax return? 

a. Retire the mortgage on the residence. 

b. Retire the mortgage on the business property. 


magne How does the tax benefit rule apply in the following cases? 


; Which alternative should Fran select? 
id ae 


8. \L0.4 Robin, who was experiencing financial difficulties, was able to adjust his debts as 
/follows: 

‘a. His father agreed to cancel a $10,000 debt to help him out in his time of need. Rob- 
in’s father told him, “Iam not going to treat you any better than I treat your brothers 
and sister; therefore, the $10,000 is coming out of your inheritance from me.” 

b. Robin’s controlled corporation canceled a $6,000 debt he owed to the company. 
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c. The Trust Land Company, which had sold Robin land, reduced the mortgage on the 
land by $12,000 and forgave him from paying $4,000 in accrued interest. Robin had 
deducted the interest on the previous year’s tax return. 


Determine the tax consequences to Robin. 


CUMULATIVE PROBLEMS 


59. Alfred E. Old and Beulah A. Crane, each age 42, married on September 7, 2007. Alfred 
and Beulah will file a joint return for 2008. Alfred’s Social Security number is 111-11- 


1111. Beulah’s Social Security number is 123-45-6789, and she adopted “Old” as her -)'( @ 
married name. They live at 211 Brickstone Drive, Atlanta, GA 30304. ax ut 
Alfred was divorced from Sarah Old in March 2007. Under the divorce agreement, 
Alfred is to pay Sarah $1,250 per month for the next 10 years or until Sarah’s death, 
whichever occurs first. Alfred pays Sarah $15,000 in 2008. In addition, in January 2008, a 
Alfred pays Sarah $50,000, which is designated as being for her share of the marital 
property. Also, Alfred is responsible for all prior years’ income taxes. Sarah’s Social 
Security number is 123—45-6788. 
Alfred’s salary for 2008 is $110,000, and his employer, Cherry, Inc. (Federal I.D. 
No. 98—7654321), provides him with group term life insurance equal to twice his annual 
salary. His employer withheld $15,400 for Federal income taxes and $3,400 for state 
income taxes. The following amounts were withheld for FICA taxes: $6,324 ($102,000 x 
6.2%) for Social Security and $1,595 ($110,000 x 1.45%) for Medicare. 
Beulah recently graduated from law school and is employed by Legal Aid Society, 
Inc. (Federal I.D. No. 11-1111111), as a public defender. She receives a salary of $40,000 
in 2008. Her employer withheld $7,500 for Federal income taxes and $2,300 for state 
income taxes. The following amounts were withheld for FICA taxes: $2,480 ($40,000 x 
6.2%) for Social Security and $580 ($40,000 x 1.45%) for Medicare. 
Beulah has $1,800 in qualified dividends on Yellow Corporation stock she inherited. 
Beulah receives a $950 refund of 2007 state income taxes. She used the standard 
deduction on her 2007 Federal income tax return. Alfred receives a $1,600 refund on his 
2007 state income taxes. He itemized deductions on his 2007 Federal income tax return. 
Alfred and Beulah pay $4,800 interest and $1,450 property taxes on their personal 
residence in 2008. Their charitable contributions total $1,400 (all to their church). They 
paid sales taxes of $1,400 for which they maintain the receipts. 
Compute the Olds’ net tax payable (or refund due) for 2008. If you use tax forms for 
your solution, you will need Form 1040 and Schedules A and B. Suggested software: Tax 
Cut. 


60. Martin S. Albert (Social Security number 111-11-1111) is 39 years old and is married to 
Michele R. Albert (Social Security number 123-45-6789). The Alberts live at 512 Ferry 


Road, Newport News, VA 23601. They file a joint return and have two dependent 


children (Charlene, age 17, and Jordan, age 18). Charlene’s Social Security number is 

12345-6788, and Jordan’s Social Security number is 123—45-6787. In 2009, Martin and 

Michele had the following transactions: 

a. Martin received $115,000 in salary from Red Steel Corporation, where he is a con- 

| struction engineer. Withholding for Federal income tax was $10,750. The amounts 

| withheld for FICA tax were as follows: $6,622 ($106,800 x 6.2%) for Social Security 

: and $1,668 ($115,000 x 1.45%) for Medicare. Martin worked in Mexico from Janu- 
ary 1, 2008, until February 15, 2009. His $115,000 salary for 2009 includes $16,000 he 
earned for January and one-half of February 2009 while working in Mexico. 

b. Martin and Michele received $800 in qualified dividends on Green, Inc. stock and 
$400 interest on Montgomery County (Virginia) school bonds. 

c. Martin received $2,300 interest from a Bahamian bank account. 

d. Michele received 50 shares of Applegate Corporation common stock as a stock divi- 
dend. The shares had a fair market value of $2,000 at the time Michele received 
them, and she did not have the option of receiving cash. 

e. Martin and Michele received a $900 refund on their 2008 Virginia income taxes. 
Their itemized deductions in 2008 totaled $12,500. 

f. Martin paid $6,000 alimony to his former wife, Rose T. Morgan (Social Security num- 
ber 123—45-6786). 
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g. Martin and Michele kept the receipts for their sales taxes paid of $1,100. 
h. Martin and Michele’s itemized deductions were as follows: 


© State income tax paid and withheld totaled $5,100. 

© Real estate taxes on their principal residence were $3,400. 
© Mortgage interest on their principal residence was $2,500. 
© Cash contributions to the church totaled $2,800. 


Part 1—Tax Computation 
Compute the Alberts’ net tax payable (or refund due) for 2009. 


Part 2—Tax Planning 
The Alberts are considering buying another house. Their house mortgage payments 
would increase by $500 (to $1,500) per month, which includes a $250 increase in interest 
and a $100 increase in property tax. The Alberts would like to know how much the mort- 
gage payments would increase net of any change in their income tax. Write a letter to the 
Alberts that contains your advice. 


RESEARCH PROBLEMS 


{23 THOMSON REUTERS _ Note: Solutions to Research Problems can be prepared by using the Checkpoint® 

Checkpoint® Student Edition Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. Murray reported to the Environmental Protection Agency that his 
employer was illegally dumping chemicals into a river. His charges were true, and Murray’s 
employer was fined. In retaliation, Murray’s employer fired him and made deliberate 
efforts to prevent Murray from obtaining other employment. Murray sued the employer 
claiming that his reputation had been damaged. Murray won his lawsuit and received an 
award as “damages to his personal and professional reputation and for his mental 
suffering.” Now he would like to know whether the award is taxable. He argues that he was 
awarded damages as a recovery of his human capital and a recovery of capital is not 
income. Therefore, the Federal government does not have the power to tax the award. 


Research Problem 2. Sam received a MegaBank credit card in 2003 and charged items costing 
over $3,000. He moved to a new location, misplaced the card, and forgot that he owed the 
money. In 2008, MegaBank decided that Sam’s account would never be collected. 
MegaBank sent him a Form 1099-C, indicating that he had $3,000 of income from 
discharge of the debt in 2008. The IRS is trying to collect tax on the $3,000. Sam contends 
that he still owes the money to MegaBank, that he intends to repay it, and that he informed 
MegaBank of this after the IRS informed him that he had income from the discharge of the 
debt. Sam is neither bankrupt nor insolvent. Is Sam required to recognize income in 2008 
from the discharge of the indebtedness? 


Research Problem 3. Kristina will soon graduate from law school with more than $40,000 in 
student loans. She would like to work as a public defender, but the pay is not enough to 
allow her to meet her living expenses and repay the student loans. Her law school offers a 
“debt forgiveness program” for graduates who enter public service, including working as a 
public defender. Under the program, the school will pay the student’s debt, but the 
graduate will owe an equal amount to the program. However, if the graduate remains in 
public service for at least four years, the debt is forgiven. Kristina would like to know the tax 
consequences if she decides to utilize this program. 


Research Problem 4. Aubrey Brown is a decorated veteran of the Vietnam War. As a result of 
his exposure to Agent Orange during the war, Aubrey developed lung cancer and is unable 
to work. He received $12,000 of Social Security disability payments in the current year. He 
reasons that the payments should be excluded from his gross income because the payments 
are compensation for the physical injury he suffered as a result of his service in the armed 
forces. Is Aubrey correct? 


Partial list of research aids: 
Rev.Rul. 77-318, 1977-2 C.B. 45. 
Reimels v. Comm., 2006-1 USTC 50,147, 97 AFTR2d 2006-820, 436 F.3d 344 (CA-2, 2006). 


, 
: 
: 
% 


Nee 


CHAPTER 5 Gross Income: Exclusions 5-49 


Use the tax resources of the Internet to address the following questions. Do not restrict 
your search to the World Wide Web, but include a review of newsgroups and general 
reference materials, practitioner sites and resources, primary sources of the tax law, 
chat rooms and discussion groups, and other opportunities. 


Research Problem 5. Go to the IRS site on the Internet and download instructions and 
Regulations relative to educational savings bonds and qualified tuition programs. 
Summarize one of the key provisions in these materials in outline format. 


Research Problem 6. Employers often use the Internet as a means of attracting applications 
from potential employees. Locate an Internet site offering employment opportunities, 
ideally one provided by a well-known corporation. How does the employer promote its 
fringe benefit and cafeteria plan packages? Compare and contrast several such sites. 
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Deductions and Losses: In 
General 


Deductions and Losses: Certain 
Business Expenses and Losses 


Depreciation, Cost Recovery, 
Amortization, and Depletion 


Deductions: Employee and 
Self-Employed-Related Expenses 


Deductions and Losses: Certain 
Itemized Deductions 


0 
Investor Lossés 


Part 3 presents the deduction component of 
the basic tax model. Deductions are classified as 
business versus nonbusiness, “for” versus “from,” 
employee versus employer, active versus passive, 
and reimbursed versus unreimbursed. The effect 
of each of these classifications is analyzed. The 
presentation includes not only the deductions 
that are permitted, but also limitations and 
disallowances associated with deductions. 


Because deductions can exceed gross income, 


the treatment of losses is also included. 


Deductions and Losses: 


In General 


LEARNING OBJECTIVES 
After completing Chapter 6, you should be able to: 


L0.1 excessive executive compensation, 


Differentiate between deductions for investigation of business 

and from adjusted gross income and opportunities, hobby losses, vacation 

understand the relevance of the home rentals, payment of others’ 

differentiation. expenses, personal expenditures, 
capital expenditures, related-party 

L0.2 transactions, and expenses related to 


: tax-exempt income. 
Describe the cash and accrual P 


methods of accounting. 


LO.4 


L0.3 Identify tax planning opportunities 
for maximizing deductions and 
minimizing the disallowance of 
deductions. 


Apply the Internal Revenue Code 
deduction disallowance provisions 
associated with the following: public 
policy limitations, political activities, 


SRN Se eee ee wD RPP Ee eRe HSE TEE 
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Income (broadly conceived)... os. 25 ani anes te vatelnivets Gece fis nce Wiles mete iene 

Less" EXCHISIONS ..04 o. sates om. ae ane oe ae See ee Gaiam Ue cter alee Cee er ere X, XXX 
Grdss'incoment a. cae ee ee ee ee ee Re al Pt a $XX,XXX 
Less: Deductions for adjusted groSs INCOME ........ccccc cece eect eens (X,XXX) 


FORM 1040 (p. 1) 


12 Business income or (loss). Attach Schedule C or C-EZ 


FRAMEWORK: 
Tax Formula 
for Individuals 


This framework for individual 
taxation is based on the 
Income Tax Formula in 
Figure 3.1. The portions 

of the formula that are 
boldfaced are covered in 
this chapter. Below those 
portions are shown the 


AdjtistedQroSs ICOMOS 5 = se/ssesscs.s on lele 215 sce topos seat e tes te te eet eee ete 
Less: The greater of total itemized deductions or the standard deduction .................. (X,XXX) 


40 Itemized deductions (from Schedule A) or your standard deduction (see left margin) 


sections of Form 1040 where Personal and dependency exemptions... .. 2... 2... « elem sie tenstsys eines theta stent wean X,XXX) 
the results are reported. TAX AD le COMM Cisivas cecvieysonssseysmncysyonoienienpzasipian sew eten cman ees healae sachsen eee eR ae eR eae eae $XX,XXX 
Tax on taxable income (see Tax Tables or Tax Rate Schedules) .....................00005 $ X,xxx 
Less: Tax Credits (including income taxes withheld and prepaid).................0. eee (Xxx) 
Tax'due (Orretund )'.... « ..< sso0 wees dee eares aim scegar gar ae stene ene Re ree nee 


THE BIG PICTURE 
CALCULATION OF 


Dr. Cliff Payne extracts the following information from his financial reporting system 
associated with his dental practice. 


DEDUCTIBLE 
EXPENSES Salaries including FICA (unpaid at year-end of $5,000) $120,000 

Building rent 24,000 
Depreciation of dental equipment and office furnishings and 

equipment 52,000 
Insurance (malpractice and of dental equipment and office furnishings 

and equipment) 22,000 
Dental supplies (ending inventory of $3,000) 12,000 
Office supplies (ending inventory of $500) 2,000 
Contribution to presidential campaign fund of John McCain 1,000 
Contribution to presidential campaign fund of Hillary Clinton 2,600 
Legal expenses associated with patient lawsuit (jury decision for 

defendant) 4,000 


Draw by Dr. Payne for living expenses ($5,000 monthly) 60,000 
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_ Dr. Payne calculates the deductible expenses that he can report on Schedule C of 
Form 1040 as follows: 


Salaries including FICA ($120,000 — $5,000) $115,000 
Building rent 24,000 
Depreciation of dental equipment and office furnishings and 

equipment 52,000 
Insurance (malpractice and of dental equipment and office furnishings 

and equipment) 22,000 
Dental supplies ($12,000 — $3,000) 9,000 
Office supplies ($2,000 — $500) : 1,500 
Contribution to presidential campaign fund of John McCain -0- 
Contribution to presidential campaign fund of Hillary Clinton -0- 
Legal expenses associated with patient lawsuit (jury decision for 

defendant) * 4,000 
Draw by Dr. Payne for living expenses ($5,000 monthly) 60,000 

$287,500 


Has Dr. Payne correctly calculated the business expenses for his dental practice? 


6.1 CLASSIFICATION OF DEDUCTIBLE EXPENSES _ 


ES SSS SAAD ES IIE EP SES I A I EEDA I 


The tax law has an all-inclusive definition of income; that is, income from whatever 
source derived is includible in gross income. Income cannot be excluded unless 
there is a specific statement to that effect in the Internal Revenue Code. 

Similarly, deductions are disallowed unless a specific provision in the tax law per- 
mits them. The inclusive definition of income and the exclusive definition of deduc- 
tions may not seem fair to taxpayers, but it is the structure of the tax law. 

The courts have held that whether and to what extent deductions are allowed 
depends on legislative grace.’ In other words, any exclusions from income and all 
deductions are gifts from Congress! 

It is important to classify deductible expenses as deductions for adjusted gross 
income (AGI) or deductions from adjusted gross income. Deductions for AGI can be 
claimed whether or not the taxpayer itemizes. Deductions from AGI result in a tax 
benefit only if they exceed the taxpayer’s standard deduction. If itemized deductions 
(from AGI) are less than the standard deduction, they provide no tax benefit. 


Steve is a self-employed CPA. Ralph is one of Steve’s employees. During the year, Steve 
and Ralph incur the following expenses: 


Steve Ralph 
Dues to American Institute of CPAs and State Society of CPAs $ 400 $ 300 
Subscriptions to professional journals 500 200 
Registration fees for tax conferences 800 800 


$1,700 $1,300 


‘New Colonial Ice Co. v. Helvering, 4 USTC 1292, 13 AFTR 1180, 54 S.Ct. 788 
(USSC, 1934). 


L0.1 


Differentiate between 
deductions for and from 


adjusted gross income and 
understand the relevance of the 
differentiation. 


EXAMPLE 1 
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Steve does not reimburse any of his employees for dues, subscriptions, or educational 
programs. 

Steve’s expenses are classified as a deduction for AGI. Therefore, he can deduct the 
$1,700 on his Federal income tax return. Ralph’s expenses are classified as deductions 
from AGI. Ralph will be able to benefit from the $1,300 of expenses on his Federal 
income tax return only if he itemizes deductions. If he takes the standard deduction 
instead, the $1,300 of expenses will have no effect on the calculation of his taxable 
income. Even if Ralph does itemize deductions, he must reduce the $1,300 of expenses, 
which are classified as miscellaneous itemized deductions, by 2% of his AGI. As this 
example illustrates, whether a deduction is classified as for AGI or from AGI can affect 
the benefit the taxpayer receives from the deduction. # 


See Concept Summary 6.3 later in the chapter for the classification of deductions 
as deductions for AGI or as deductions from AGI. 

Deductions for AGI are also important in determining the amount of itemized 
deductions because many itemized deductions are limited to amounts in excess of 
specified percentages of AGI. Examples of itemized deductions that are limited by 
AGI are medical expenses and personal casualty losses. Itemized deductions that are 
deductible only to the extent that they exceed a specified percentage of AGI are 
increased when AGI is decreased. Likewise, when AGI is increased, these itemized 
deductions are decreased. 


Tina earns a salary of $20,000 and has no other income. She itemizes deductions during 
the current year. Medical expenses for the year are $1,800. Since medical expenses are 
deductible only to the extent they exceed 7.5% of AGI, Tina’s medical expense deduc- 
tion is $300 [$1,800 — (7.5% x $20,000)]. If Tina had a $2,000 deduction for AGI, her 
medical expense deduction would be $450 [$1,800 — (7.5% x $18,000)], or $150 more. 
If the $2,000 deduction was from AGI, her medical expense deduction would remain 
$300 since AGI is unchanged. 


DEDUCTIONS FOR ADJUSTED GROSS INCOME 


To understand how deductions of individual taxpayers are classified, it is necessary 
to examine the role of § 62. The purpose of § 62 is to classify various deductions as 
deductions for AGI. It does not provide the statutory authority for taking the deduc- 
tion. For example, § 212 allows individuals to deduct expenses attributable to 
income-producing property. Section 212 expenses that are attributable to rents or 
royalties are classified as deductions for AGI. Likewise, a deduction for trade or busi- 
ness expenses is allowed by § 162. These expenses are classified as deductions 
for AGI. 

If a deduction is not listed in § 62, it is an itemized deduction, not a deduction for 
AGI. Following is a partial list of the items classified as deductions for AGI by § 62: 


° Expenses attributable to a trade or business carried on by the taxpayer. A 
trade or business does not include the performance of services by the tax- 
payer as an employee. 

e Expenses incurred by a taxpayer in connection with the performance of 
services as an employee if the expenses are reimbursed and other condi- 
tions are satisfied. 

° Deductions that result from losses on the sale or exchange of property by 
the taxpayer. 

e Deductions attributable to property held for the production of rents and 
royalties. 

e The deduction for payment of alimony. 

* The deduction for one-half of the self-employment tax paid by a self- 
employed taxpayer. 


— 
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* The deduction for the medical insurance premiums paid by a selfemployed 
taxpayer for coverage of the taxpayer, spouse, and any dependents. 

* Certain contributions to pension, profit sharing, and annuity plans of self 
employed individuals. 

© The deduction for certain retirement savings allowed by § 219 (e.g., tradi- 
tional IRAs). 

° The penalty imposed on premature withdrawal of funds from time savings 
accounts or deposits. 

° The deduction for moving expenses. 

° The deduction for interest paid on student loans. 

° The deduction for qualified tuition and related expenses under § 222 
(refer to Chapter 9). 

° The deduction for up to $250 for teacher supplies for elementary and sec- 
ondary school teachers (refer to Chapter 9). 


These items are covered in detail in various chapters in the text. 


ITEMIZED DEDUCTIONS 


The Code defines itemized deductions as the deductions allowed other than “the 
deductions allowable in arriving at adjusted gross income.”” Thus, if a deduction is not 
properly classified as a deduction for AGI, then it is classified as an itemized deduction. 


Section 212 Expenses 


Section 212 allows deductions for ordinary and necessary expenses paid or incurred 
for the following: 


° The production or collection of income. 

e The management, conservation, or maintenance of property held for the 
production of income. 

e Expenses paid in connection with the determination, collection, or 
refund of any tax. 


Section 212 expenses related to rent and royalty income are deductions for AGI. 
Expenses paid in connection with the determination, collection, or refund of taxes 
related to the income of sole proprietorships, rents and royalties, or farming operations 
are deductions for AGI. All other § 212 expenses are itemized deductions (deductions 
from AGI). For example, investment-related expenses (e.g., safe deposit box rentals) are 
deductible as itemized deductions attributable to the production of investment income.” 


Deductible Personal Expenses 

Taxpayers are allowed to deduct certain expenses that are primarily personal in na- 
ture. These expenses, which generally are not related to the production of income, 
are deductions from AGI (itemized deductions). Some of the more frequently 
encountered deductions in this category include the following: 


* Contributions to qualified charitable organizations (not to exceed a speci- 
fied percentage of AGI). 

° Medical expenses (in excess of 7.5 percent of AGI). 

* Certain state and local taxes (e.g., real estate taxes and state and local 
income or sales taxes). 

» Personal casualty losses (in excess of an aggregate floor of 10 percent of 
AGI and a $100 floor per casualty) .* 

> Certain personal interest (e.g., mortgage interest on a personal residence). 


Itemized deductions are discussed in detail in Chapter 10. 


°§ 63(d). 9 oe ‘For 2009 the $100 floor is increased to $500. 
58 62(a)(4) and Reg. § 1.212-l(g). 
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TRADE OR BUSINESS EXPENSES AND PRODUCTION 
OF INCOME EXPENSES 


Section 162(a) permits a deduction for all ordinary and necessary expenses paid or 
incurred in carrying on a trade or business. These include reasonable salaries paid 
for services, expenses for the use of business property, and one-half of self-employ- 
ment taxes paid (see Chapter 13). Such expenses are deducted for AGI. 

It is sometimes difficult to determine whether an expenditure is deductible as a 
trade or business expense. The term “trade or business” is not defined in the Code 
or Regulations, and the courts have not provided a satisfactory definition. It is usually 
necessary to ask one or more of the following questions to determine whether an 
item qualifies as a trade or business expense: 


e Was the use of the particular item related to a business activity? For exam- 
ple, if funds are borrowed for use in a business, the interest is deductible f 
as a business expense. ~ 
e Was the expenditure incurred with the intent to realize a profit or to pro- 
duce income? For example, expenses in excess of the income from raising 
horses are not deductible if the activity is classified as a personal hobby 
rather than a trade or business. 
e Were the taxpayer’s operation and management activities extensive 
enough to indicate the carrying on of a trade or business? 


Section 162 excludes the following items from classification as trade or business 
expenses: 


° Charitable contributions or gifts. 
e Illegal bribes and kickbacks and certain treble damage payments. 
e Fines and penalties. 


A bribe paid to a domestic official is not deductible if it is illegal under the laws of 
the United States. Foreign bribes are deductible unless they are unlawful under the 
Foreign Corrupt Practices Act of 1977. 


Ordinary and Necessary Requirement 


The terms ordinary and necessary are found in both §§ 162 and 212. To be deductible, 
any trade or business expense must be “ordinary and necessary.” In addition, com- 
pensation for services must be “reasonable” in amount. 

Many expenses that are necessary are not ordinary. Neither “ordinary” nor “nec- 
essary” is defined in the Code or Regulations. The courts have held that an expense 
is necessary if a prudent businessperson would incur the same expense and the 
expense is expected to be appropriate and helpful in the taxpayer’s business.° 


Pat purchased a manufacturing concern that had just been adjudged bankrupt. 
Because the business had a poor financial rating, Pat satisfied some of the obligations 
to employees and outside salespeople incurred by the former owners. Pat had no legal 
obligation to pay these debts, but felt this was the only way to keep salespeople and 
employees. The Second Circuit Court of Appeals found that the payments were neces- 
sary in that they were both appropriate and helpful.” However, the court held that the 
payments were not ordinary but were in the nature of capital expenditures to build a 
reputation. Therefore, no deduction was allowed. 


‘S 162(c)(1). "Dunn and McCarthy, Inc. v. Comm., 43-2 USTG 49688, 31 AFTR 1043, 139 
°Welch v. Helvering, 3 USTC 41164, 12 AFTR 1456, 54 S.Ct. 8 (USSC, 1933). F.2d 242 (CA-2, 1943). 
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An expense is ordinary if it is normal, usual, or customary in the type of business 
conducted by the taxpayer and is not capital in nature.® However, an expense need 
not be recurring to be deductible as ordinary. 


Albert engaged in a mail-order business. The post office judged that his advertisements EXAMEEE QS 


were false and misleading. Under a fraud order, the post office stamped “fraudulent” 
on all letters addressed to Albert's business and returned them to the senders. Albert 
spent $30,000 on legal fees in an unsuccessful attempt to force the post office to stop. 
The legal fees (though not recurring) were ordinary business expenses because they 
were normal, usual, or customary in the circumstances.” ™ 


For § 212 deductions, the law requires that expenses bear a reasonable and proxi- 
mate relationship to (1) the production or collection of income or to (2) the man- 
ponent conservation, or maintenance of property held for the production of 
income. 


Wendy owns a small portfolio of investments, including 10 shares of Hawk, Inc. com- PP EMAMELE S| 


mon stock worth $1,000. She incurred $350 in travel expenses to attend the annual 
shareholders’ meeting where she voted her 10 shares against the current management 
group. No deduction is permitted because a 10-share investment is insignificant in 
value in relation to the travel expenses incurred.'' m 


Reasonableness Requirement 


The Code refers to reasonableness solely with respect to salaries and other compensa- 
tion for services.!” But the courts have held.that for any business expense to be ordi- 
nary and necessary, it must also be reasonable in amount.'* 

What constitutes reasonableness is a question of fact. If an expense is unreason- 
able, the excess amount is not allowed as a deduction. The question of reasonable- 
ness generally arises with respect to closely held corporations where there is no 
separation of ownership and management. 

Transactions between the shareholders and the closely held company may result 
in the disallowance of deductions for excessive salaries and rent expense paid by the 
corporation to the shareholders. The courts will view an unusually large salary in 
light of all relevant circumstances and may find that the salary is reasonable despite 
its size.'* If excessive payments for salaries and rents are closely related to the per- 
centage of stock owned by the recipients, the payments are generally treated as divi- 
dends.'® Since dividends are not deductible by the corporation, the disallowance 
results in an increase in the corporate taxable income. Deductions for reasonable 
salaries will not be disallowed solely because the corporation has paid insubstantial 
portions of its earnings as dividends to its shareholders. 


EXAMPLE 6 


Sparrow Corporation, a closely held corporation, is owned equally by Lupe, Carlos, and 
Ramon. The company has been highly profitable for several years and has not paid divi- 
dends. Lupe, Carlos, and Ramon are key officers of the company, and each receives a 
salary of $200,000. Salaries for similar positions in comparable companies average only 
$100,000. Amounts paid the owners in excess of $100,000 may be deemed unreason- 
able, and, if so, a total of $300,000 in salary deductions by Sparrow is disallowed. The 
disallowed amounts are treated as dividends rather than salary income to Lupe, Carlos, 


“Deputy v. DuPont, 40-1 USTC $9161, 23 AFTR 808, 60 S.Ct. 363 (USSC, _"§ 16%a)(1). 

1940). '3Comm. v. Lincoln Electric Co., 49-2 USTC $9388, 38 AFTR 411, 176 F.2d 815 
°Comm. v. Heininger, 44-1 USTC $9109, 31 AFTR 783, 64 S.Ct. 249 (USSC, (CA-6, 1949). 

1943). “Kennedy, Jr. v. Comm., 82-1 USTC $9186, 49 AFTR2d 82-628, 671 F.2d 167 
Reg. § 1.212-1(d). (CA-6, 1982), rev'g 72 T.C. 798 (1979). 


“J. Raymond Dyer, 36 T.C. 456 (1961). Reg. § 1.162-8. 


6-8 PARTIM Deductions 


L0.2 


Describe the cash and accrual 
methods of accounting. 


§ 446(a). 
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and Ramon because the payments are proportional to stock ownership. Salaries are 
deductible by the corporation, but dividends are not. @ 


BUSINESS AND NONBUSINESS LOSSES 


Section 165 provides for a deduction for losses not compensated for by insurance. As 
a general rule, deductible losses of individual taxpayers are limited to those incurred 
in a trade or business or in a transaction entered into for profit. Individuals are also 
allowed to deduct losses that are the result of a casualty. Casualty losses include, but 
are not limited to, those caused by fire, storm, shipwreck, and theft. See Chapter 7 
for a further discussion of this topic. Deductible personal casualty losses are reduced 
by $100 ($500 for 2009) per casualty, and the aggregate of all personal casualty losses 
is reduced by 10 percent of AGI. A personal casualty loss is an itemized deduction. 
See Concept Summary 6.3 near the end of the chapter for the classification of 
expenses. 


REPORTING PROCEDURES 


All deductions for and from AGI wind up on pages | and 2 of Form 1040. All deduc- 
tions for AGI are reported on page 1. The last line on page | is adjusted gross 
income. 

The first item on page 2 is also adjusted gross income. Itemized deductions are 
entered next, followed by the deduction for personal and dependency exemptions. 
The result is taxable income. 

Most of the deductions for AGI on page 1 originate on supporting schedules. 
Examples include business expenses (Schedule C); rent, royalty, partnership, and fi- 
duciary deductions (Schedule E); and farming expenses (Schedule F). Other deduc- 
tions for AGI, such as traditional IRAs, Keogh retirement plans, and alimony, are 
entered directly on page 1 of Form 1040. 

All itemized deductions on page 2 are carried over from Schedule A. Some Sched- 
ule A deductions originate on other forms. Examples include investment interest, 
noncash charitable contributions in excess of $500, casualty losses, and unreim- 
bursed employee expenses. 

Form 1040 becomes a summary of the detailed information entered on the other 
schedules and forms. See Figure 6.1. 

See Concept Summary 6.3 later in the chapter for the classification of deductions 
as deductions for AGI or as deductions from AGI. 


6.2 DEDUCTIONS AND LossEs— 
TIMING OF EXPENSE RECOGNITION 


IMPORTANCE OF TAXPAYER’S METHOD OF ACCOUNTING 


A taxpayer’s accounting method is a major factor in determining taxable income. The 
method used determines when an item is includible in income and when an item is 
deducuble on the tax return. Usually, the taxpayer’s regular method of record keep- 
ing is used for income tax purposes.'° The taxing authorities do not require uni- 
formity among all taxpayers. They do require that the method used clearly reflect 
income and that items be handled consistently.!” The most common methods of 
accounting are the cash method and the accrual method. If a taxpayer owns multi- 
ple businesses, it may be possible to use the cash method for some and the accrual 
method for others. 

Throughout the portions of the Code dealing with deductions, the phrase “paid 
or incurred” is used. Paid refers to the cash basis taxpayer who gets a deduction only 


"88 446(b) and (e); Reg. § 1.446-1(a)(2). 
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FIGURE 6.1 Format of Form 1040 


Schedule B 


Interest and Dividends j 
Form 1040, Page 1 


Schedule C 


Income from All Sources 
Business Income 


Less: Deductions for AGI 


(partial list): 
IRAs Soe D 
Keogh Retirement Plans Capital Gains and Losses | 
Alimony “f wrRsaneaamamnemete 
Moving Expenses a Schedule E 
Student Loan Interest Be ents, Royalties, etc. q 


Penalty on Early 


Withdrawal of Savi 
R maces hoe Schedule F 


Equals: Adjusted Gross 
Income 


Farm Income 


Ss SSG TSR PI ESET STW, 


enema Schedule A 
Form 1040, Page 2 
Medical Expenses 


Adjusted Gross Income Taxes 
Interest Form 4952 
Less: Standard Deduction marae tint a 
or Itemized hes ddd : =e pecs esses 
Deductions Charitable » 
i. ae { Form 8283 
Exemptions Contributions i i] 


Noncash Charitable Contributions | 


Equals: Taxable Income 


Casualty Losses | Form 4684 


Casualt 


AEs EME TITT 


ies and Thefts 


Miscellaneous Itemized 


Deductions I Form 2106 or Form 2106 EZ 


Equals: Total Itemized 
Deductions 


SEER EGER 


in the year of payment. Jncurred concerns the accrual basis taxpayer who obtains the 
deduction in the year in which the liability for the expense becomes certain (refer to 
Chapter 4). 


CASH METHOD REQUIREMENTS 


The expenses of cash basis taxpayers are deductible only when they are actually paid 
with cash or other property. Promising to pay or issuing a note does not satisfy the 
actually paid requirement.'® However, the payment can be made with borrowed 
funds. At the time taxpayers charge expenses on their credit cards, they are allowed 
to claim the deduction. They are deemed to have simultaneously borrowed money 
from the credit card issuer and constructively paid the expenses.” 

Although the cash basis taxpayer must have actually or constructively paid the 
expense, payment does not assure a current deduction. Cash basis and accrual basis 
taxpayers cannot take a current deduction for capital expenditures except through 
amortization, depletion, or depreciation over the life (actual or statutory) of the 
asset. The Regulations set forth the general rule that an expenditure that creates an 


‘*Page v. Rhode Island Trust Co., Exr., 37-1 USTC 49138, 19 AFTR 105, 88 F.2d "Rev. Rul. 78-39, 1978-1 G.B. 78. See also Rev.Rul. 80-335, 1980-2 C.B. 170, 
192 (CA-1, 1937). which applies to pay-by-phone arrangements. 
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asset having a useful life that extends substantially beyond the end of the tax year 
must be capitalized.”° 


Ee ea John, a calendar year and cash basis taxpayer, rents property from Carl. On July 1, 2009, 


John pays $24,000 rent for the 24 months ending June 30, 2011. The prepaid rent 
extends 18 months after the close of the tax year—substantially beyond the year of 
payment. Therefore, John must capitalize the prepaid rent and amortize the expense 
ona monthly basis. His deduction for 2009 is $6,000. = 


The Tax Court and the IRS took the position that an asset that will expire or be 
consumed by the end of the tax year following the year of payment must be pro- 
rated. The Ninth Circuit Court of Appeals held that such expenditures are currently 
deductible, however, and the Supreme Court apparently concurs (the one-year rule 
for prepaid expenses).”! 


P EXAMPLE 8 0 SAME Assume the same facts as in Example 7 except that John is required to pay only 12 


months’ rent in 2009. He pays $12,000 on July 1, 2009. The entire $12,000 is deductible 
in 2009. @ 


The payment must be required, not a voluntary prepayment, to obtain the cur- 
rent deduction under the one-year rule.?” The taxpayer must also demonstrate that 
allowing the current deduction will not result in a material distortion of income. 
Generally, the deduction will be allowed if the item is recurring or was made for a 
business purpose rather than to manipulate income.”° 

As Chapter 18 explains, not all taxpayers are allowed to use the cash method.”* 
For example, in most cases the taxpayer is required to use the accrual method for 
sales and cost of goods sold if inventories are an income-producing factor of the 
business. 


ACCRUAL METHOD REQUIREMENTS 


The period in which an accrual basis taxpayer can deduct an expense is determined 
by applying the all events test and the economic performance test. A deduction cannot be 
claimed until (1) all the events have occurred to create the taxpayer’s liability and 
(2) the amount of the liability can be determined with reasonable accuracy. Once 
these requirements are satisfied, the deduction is permitted only if economic per- 
formance has occurred. The economic performance test is met only when the ser- 
vice, property, or use of property giving rise to the liability is actually performed for, 
provided to, or used by the taxpayer.”” 


EXAMPLE 9 ~ On December 22, 2009, Chris’s entertainment business sponsored a jazz festival in a 
rented auditorium at a local college. His business is responsible for cleaning up the au- 
ditorium after the festival and for reinstalling seats that were removed so more people 
could attend the festival. Since the college is closed over the Christmas holidays, the 
company hired by Chris to perform the work did not begin these activities until January 
2, 2010. The cost to Chris is $1,200. Chris cannot deduct the $1,200 until 2010, when the 
services are performed. @ 


Reg. § 1.461-I(a). * Keller v. Comm., 84-1 USTC 99194, 53 AFTR2d 84-663, 725 F.2d 1173 (CA-8, 
*!Zaninovich v. Comm., 80-1 USTC 99342, 45 AFTR2d 80-1442, 616 F.2d 429 1984), affg'79 T.C. 7 (1982). 

(CA-9, 1980), rev'g 69 T.C. 605 (1978). Cited by the Supreme Court in Hills- 248 448. 

boro National Bank v. Comm., 83-1 USTC 49229, 51 AFTR2d 83-874, 103 *§ 461(h). 

S.Ct. 1134 (USSC, 1983). 
* Bonaire Development Co. v. Comm., 82-2 USTC 99428, 50 AFTR2d 82-5167, 

679 F.2d 159 (CA-9, 1982). 
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An exception to the economic performance requirements allows certain recurring 
items to be deducted if the following conditions are met: 


° The item is recurring in nature and is treated consistently by the taxpayer. 

e Either the accrued item is not material, or accruing it results in better 

matching of income and expenses. 

All the events have occurred that determine the fact of the liability, and 

the amount of the liability can be determined with reasonable accuracy. 

° Economic performance occurs within a reasonable period (but not later 
than 84 months after the close of the taxable year).”° 


Rick, an accrual basis, calendar year taxpayer, entered into a monthly maintenance PeASMPLE tO AME LE 10 


contract during the year. He makes a monthly accrual at the end of every month for this 
service and pays the fee sometime between the first and fifteenth of the following 
month when services are performed. The amount involved is immaterial, and all the 
other tests are met. The December 2009 accrual is deductible in 2009 even though the 
service is performed on January 12, 2010. = 


Rita, an accrual basis, calendar year taxpayer, shipped merchandise sold on December [EXAMPLE tt 


30, 2009, via Greyhound Van Lines on January 2, 2010, and paid the freight charges at 
: that time. Since Rita reported the sale of the merchandise in 2009, the shipping charge 
| should also be deductible in 2009. This procedure results in a better matching of 
. income and expenses. # 


Reserves for estimated expenses (frequently employed for financial accounting 
purposes) generally are not allowed for tax purposes because the economic per- 
formance test cannot be satisfied. 


EXAMPLE 12 


Blackbird Airlines is required by Federal law to test its engines after 3,000 flying hours. 
| Aircraft cannot return to flight until the tests have been conducted. An unrelated air- 
craft maintenance company does all of the company’s tests for $1,500 per engine. For 
financial reporting purposes, the company accrues an expense based upon $.50 per 
. hour of flight and credits an allowance account. The actual amounts paid for mainte- 
| nance are offset against the allowance account. For tax purposes, the economic per- 
formance test is not satisfied until the work has been done. Therefore, the reserve 
method cannot be used for tax purposes. @ 


6.3 DISALLOWANCE POSSIBILITIES 


The tax law provides for the disallowance of certain types of expenses. Without spe- L0.3 
cific restrictions in the tax law, taxpayers might attempt to deduct certain items that apply the intartisl Revenue 
in reality are personal expenditures. For example, specific tax rules are provided to Fada deduchendicalionance 
determine whether an expenditure is for trade or business purposes or related to a provisions associated with the 
personal hobby. following: public policy 

Certain disallowance provisions are a codification or extension of prior court SU ae activities, 

. : . . . excessiv 

decisions. After the courts denied deductions for payments considered to be in viola- poingensationainvestiga anon 
tion of public policy, the tax law was changed to provide specific authority for the dis- business opportunities, hobby 
allowance of these deductions. Discussions of specific disallowance provisions in the losses, vacation home rentals, 


payment of others’ expenses, 
personal expenditures, capital 
expenditures, related-party 
transactions, and expenses 
related to tax-exempt income. 


tax law follow. 


§ 461(H)(3)(A). 


Can bribes that are used to obtain large military contracts 
be deductible on the tax return of the U.S. corporation that 
pays them? If paid to a representative of the U.S. govern- 
ment (e.g., a general), then the answer is clearly no. But 
what if the bribe is paid to a representative of a foreign gov- 
ernment and classified as a “grease payment”? Then it 
depends on the circumstances. 

According to the Foreign Corrupt Practices Act of 1977, a 
payment to the representative of a foreign government is 
deductible unless it is a violation of the law of that country. 
The logic for this provision is to enable U.S. companies to 
remain competitive in a global environment. Some Euro- 
pean companies historically have had much more latitude as 
to when such “commissions” are considered acceptable 
commercial behavior. But even this appears to be changing. 
Starting in 1997, the Organization for Economic Coopera- 
tion and Development, an intergovernmental group based 


WHEN Is A BriBeE BaD? 
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in Paris, called on all member states to ban the practice. 
France outlawed bribery of foreign officials in July 2000. 

This legal change has led to an investigation by French 
and Swiss authorities of whether Alstom SA, a Paris-based 
engineering giant, paid hundreds of millions of dollars in 
bribes to win contracts in Asia and South America. Alstom’s 
chairman says that he has no knowledge of any company 
accounts being used to channel alleged bribes and that he 
does not know of any employees who were involved. In an 
interesting legal maneuver, the company has moved to posi- 
tion itself as a victim of the alleged bribery by requesting to 
join the inquiry as a co-plaintiff. 


Sources: Adapted from David Crawford, “French Firm Scrutinized in 
Global Bribe Probe,” Wall Street Journal, May 6, 2008, p. Al; David 
Crawford, “Alstom Files as Plaintiff in a Bribery Case,” Wall Street 
Journal, May 17, 2008, p. A3. 


PUBLIC POLICY LIMITATION 


Justification for Denying Deductions 

The courts developed the principle that a payment that is in violation of public pol- 
icy is not a necessary expense and is not deductible.”’ Although a bribe or fine may 
be appropriate, helpful, and even contribute to the profitability of an activity, the 
courts held that to allow such expenses would frustrate clearly defined public policy. 
A deduction would dilute the effect of the penalty since the government would be 
indirectly subsidizing a taxpayer’s wrongdoing. 

Accordingly, the IRS was free to restrict deductions if, in its view, the expenses 
were contrary to public policy. But since the law did not explain which actions vio- 
lated public policy, taxpayers often had to go to court to determine whether or not 
their expense fell into this category. 

Furthermore, the public policy doctrine could be arbitrarily applied in cases 
where no clear definition had emerged. To solve these problems, Congress enacted 
legislation that attempts to limit the use of the doctrine. Under the legislation, 
deductions are disallowed for certain specific types of expenditures that are consid- 
ered contrary to public policy: 


Bribes and kickbacks, including those associated with Medicare or Medic- 
aid (in the case of foreign bribes and kickbacks, only if the payments vio- 
late the U.S. Foreign Corrupt Practices Act of 1977). 

Fines and penalties paid to a government for violation of law. 


Brown Corporation, a moving company, consistently loads its trucks with weights in 
excess of the limits allowed by state law. The additional revenue more than offsets the 
fines levied. The fines are for a violation of public policy and are not deductible. m= 


“Tank Truck Rentals, Inc. v. Comm., 58-1 USTC 99366, 1 AFTR2d 1154, 
78 S.Ct. 507 (USSC, 1958). 
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° Two-thirds of the treble damage payments made to claimants resulting 
from violation of the antitrust law.?° 


To be disallowed, the bribe or kickback must be illegal under either Federal or 
state law and must also subject the payor to a criminal penalty or the loss of a license 
or privilege to engage in a trade or business. For a bribe or kickback that is illegal 
under state law, a deduction is denied only if the state law is generally enforced. 


During the year, Keith, an insurance salesman, paid $5,000 to Karen, a real estate PexaMeTe te 


broker. The payment represented 20% of the commissions Keith earned from custom- 
ers referred by Karen. Under state law, the splitting of commissions by an insurance 
salesperson is an act of misconduct that could warrant a revocation of the salesperson’s 


license. Keith's $5,000 payments to Karen are not deductible provided the state law is 
generally enforced. = 


Abner, a real estate developer, has a contract with a major 
retailer to handle its land acquisitions in the southeastern 
part of the state. One of Abner’s major responsibilities is to 
secure the requisite zoning to enable the retailer to build 
and operate its outlets. Typically, obtaining proper zoning is 
not a difficult matter. 

Abner has identified a site that his client would like to ac- 
quire. It is located in a small community of historic repute 
and is surrounded by two counties with large populations. 
Unfortunately, the community has very restrictive zoning 
rules for commercial properties, and obtaining zoning var- 
iances will be challenging. 

Abner’s normal strategy in such a situation is to hire the 
leading law firm in the community to represent him in pur- 


KNOWING THE RIGHT PEOPLE 


chasing the property and securing the desired zoning. In this 
instance, however, the senior partner in the leading law firm 
is also the mayor. To avoid an obvious conflict of interest, 
Abner hires another law firm to carry out the acquisition. To 
avoid antagonizing the mayor, he pays a $25,000 retainer to 
the mayor's law firm to serve as his legal representative on 
any other real estate acquisitions during the coming year in 
the two adjoining counties. Abner is successful in securing 
the zoning variances and acquires the site for the retailer. 
During the following 12-month period, Abner does not uti- 
lize the services of the mayor’s law firm. Abner deducts the 
$25,000 payment as an ordinary and necessary business 
expense. 

What is Abner trying to achieve, and will he be successful? 


Legal Expenses Incurred in Defense of Civil or Criminal Penalties 


To deduct legal expenses, the taxpayer must be able to show that the origin and 
character of the claim are directly related to a trade or business, an income-produc- 
ing activity, or the determination, collection, or refund of a tax. Personal legal 
expenses are not deductible. Thus, legal fees incurred in connection with a criminal 
defense are deductible only if the crime is associated with the taxpayer’s trade or 
business or income-producing activity.~” 


Debra, a financial officer of Blue Corporation, incurs legal expenses in connection with 
her defense in a criminal indictment for evasion of Blue’s income taxes. Debra may 
deduct her legal expenses because she is deemed to be in the trade or business of being 
an executive. The legal action impairs her ability to conduct this business activity.*° = 


*°Rey.Rul. 68-662, 1968-2 C.B. 69. 
Comm. v. Tellier, 66-1 USTC $9319, 17 AFTR2d 633, 86 S.Ct. 1118 (USSG, 
1966). 
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Deductible legal expenses associated with the following are deductible for AGI: 


e Ordinary and necessary expenses incurred in connection with a trade or 
business. 

e Ordinary and necessary expenses incurred in conjunction with rental or 
royalty property held for the production of income. 


All other deductible legal expenses are deductible from AGI. For example, legal 
expenses generally are deductible from AGI if they are for fees for tax advice relative 
to the preparation of an individual’s income tax return. Contrast this with the deduc- 
tion for classification of legal fees for tax advice relative to the preparation of the por- 
tion of the tax return for a sole proprietor’s trade or business (Schedule C) or an 
individual’s rental or royalty income (Schedule E). 


Expenses Relating to an Illegal Business 


The usual expenses of operating an illegal business (e.g., a numbers racket) are de- 
ductible.?! However, § 162 disallows a deduction for fines, bribes to public officials, 
illegal kickbacks, and other illegal payments. 


EPR M PLE Tet Sam owns and operates an illegal gambling establishment. In connection with this 


activity, he has the following expenses during the year: 


Rent $ 60,000 
Payoffs to the police 40,000 
Depreciation on equipment 100,000 
Wages 140,000 
Interest 30,000 
Criminal fines 50,000 
Illegal kickbacks 10,000 
Total $430,000 


All of the usual expenses (rent, depreciation, wages, and interest) are deductible; pay- 
offs, fines, and kickbacks are not deductible. Of the $430,000 spent, $330,000 is deduct- 
ible and $100,000 is not. = 


An exception applies to expenses incurred in illegal trafficking in drugs.*” Drug 
dealers are not allowed a deduction for ordinary and necessary business expenses 
incurred in their business. In arriving at gross income from the business, however, 
dealers may reduce total sales by the cost of goods sold.*? In this regard, no distinc- 
tion is made between legal and illegal businesses in calculating gross income. Treat- 
ing cost of goods sold as a negative income item rather than as a deduction item 
produces the unseemly result that a drug dealer’s taxable income is reduced by cost 
of goods sold. 


POLITICAL CONTRIBUTIONS AND LOBBYING ACTIVITIES 


Political Contributions 


Generally, no TES deduction is permitted for direct or indirect payments for po- 
litical purposes.** Historically, the government has been reluctant to accord favor- 
able tax treatment to business expenditures for political purposes. Allowing 
deductions might encourage abuses and enable businesses to have undue influence 
upon the political process. 


Comm. v. Sullivan, 58-1 USTC 49368, 1 AFTR2d 1158, 78 S.Ct. 512 (USSC, 
1958). 
22§ Q80E. 


Reg. § 1.61-3(a). Gross income is defined as sales minus cost of goods sold. 
Thus, while § 280E prohibits any deductions for drug dealers, it does not 
modify the normal definition of gross income. 

548 276. 
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GERMANY’S Executive Pay PRoposAL 


The pay of top executives of major U.S. corporations is a frequent topic of discussion 
and controversy in the financial press and at shareholders’ meetings. Nevertheless, 
these discussions do not seem to have succeded in reducing the compensation of top 
executives or in narrowing the existing pay gap between such executives and the aver- 
age worker. 

In Germany, the government is getting involved in the executive pay controversy. 
The Social Democratic Party wants to limit the deduction for executive pay to $1.6 mil- 
lion (1 million euros) in calculating a corporation's taxable profits. In addition, the party 
advocates limiting lucrative severance packages for terminated executives (i.e., golden 
parachutes). ‘ 

In drafting these proposals, the Social Democrats are trying to avoid the loopholes 
in the U.S. $1 million limit on executive pay, notably the performance pay exception of 
§ 162(m)(3)(C). Their efforts are in response to soaring CEO pay in recent years. For 
example, the compensation of the CEO of Porsche AG rose to 68 million euros in the 
past financial year. 


Source: Adapted from Marcus Walker, “Germany’s Social Democrats Aim at Executive Pay,” Wall 
Street Journal, April 29, 2008, p. A6. 


Lobbying Expenditures 


Lobbying expenses incurred in attempting to influence state or Federal legislation 
or the actions of certain high-ranking public officials (e.g., the President, Vice Presi- 
dent, cabinet-level officials, and the two most senior officials in each agency of the 
executive branch) are not deductible.*” The disallowance also applies to a pro rata 
portion of the membership dues of trade associations and other groups that are used 
for lobbying activities. 


Tax Issues 


Egret Company pays a $10,000 annual membership fee to the Free Trade Group, a trade 
association for plumbing wholesalers. The trade association estimates that 70% of its 
dues are allocated to lobbying activities. Thus, Egret Company's deduction is limited to 
$3,000 ($10,000 x 30%). = 


There are three exceptions to the disallowance of lobbying expenses. An excep- 
tion is provided for influencing local legislation (e.g., city and county governments). 
Second, the disallowance provision does not apply to activities devoted solely to 
monitoring legislation. Third, a de minimis exception is provided for annual in-house 
expenditures (lobbying expenses other than those paid to professional lobbyists or 
any portion of dues used by associations for lobbying) if such expenditures do not 
exceed $2,000. lf the in-house expenditures exceed $2,000, none of the in-house 
expenditures can be deducted. 


EXCESSIVE EXECUTIVE COMPENSATION 


The deduction of executive compensation is subject to two limitations. As discussed 
earlier in this chapter, the compensation of shareholder-employees of closely held 
corporations is subject to the reasonableness requirement. The second limitation, 
the so-called millionaires’ provision, applies to publicly held corporations (a corpo- 
ration that has at least one class of stock registered under the Securities Exchange 
Act of 1934).°° 


Beaeee). dee *§ 162(m). 
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Under the Emergency Economic Stabilization Act of 2008, 
Congress established the Troubled Assets Relief Program 
(TARP) to help bailout ailing financial institutions. Under 
TARP, the government is authorized to make direct pur- 
chases or sponsored-auction purchases of troubled assets. 
For these companies participating, standards are set on 
the deductibility of executive compensation (e.g., CEOs, 
CFOs, and other key officers). In direct purchase situations, 
the IRS is empowered to establish compensation parame- 
ters. In auction cases, however, a cap of $500,000 is 
imposed. Also affected are golden parachutes (i.e., sever- 
ance bonuses paid to executives in change of ownership or 
control situations). 


www.cengage.com/taxation/swft 


meennomege Hate 


RECENT INROADS ON THE DEDUCTIBILITY OF EXECUTIVE COMPENSATION 


imposed even more stringent restrictions on executive 


bonuses paid by firms receiving Federal aid. Under the provi- _ 


sion, a bonus cannot exceed more than one-third of their total 
annual compensation (e.g., a salary of $1 million would allow 
a bonus of not more than $500,000—one-third of the salary 
plus bonus). Also, a “clawback” feature would compel a repay- 
ment of excessive bonuses previously paid. As the scope of 
these rules is uncertain (e.g., which executives are covered) 
and they are considered to be too stringent for the banking 
industry (which pays modest salaries but high bonuses), fur- 
ther legislative activity in this area can be expected. 


A last-minute amendment to ‘the American Recovery and s 
Reinvestment Tax Act of 2009 by Senator Dodd (D-Conn.) has _ 


The millionaires’ provision does not limit the amount of compensation that can 
be paid to an employee. Instead, it limits the amount the employer can deduct for 
the compensation of a covered executive to $1 million annually. Covered employees 
include the chief executive officer and the four other most highly compensated 
officers. 

Employee compensation excludes the following: 


e Commissions based on individual performance. 

e Certain performance-based compensation based on company perfor- 
mance according to a formula approved by a board of directors compen- 
sation committee (comprised solely of two or more outside directors) and 
by shareholder vote. The performance attainment must be certified by 
this compensation committee. 

e Payments to tax-qualified retirement plans. 

e Payments that are excludible from the employee’s gross income (e.g., cer- 
tain fringe benefits). 


INVESTIGATION OF A BUSINESS 


Investigation expenses are expenses paid or incurred to determine the feasibility of 
entering a new business or expanding an existing business. They include such costs 
as travel, engineering and architectural surveys, marketing reports, and various legal 
-and accounting services. How such expenses are treated for tax purposes depends 
on a number of variables, including the following: 


e The current business, if any, of the taxpayer. 

e The nature of the business being investigated. 

e The extent to which the investigation has proceeded. 
e Whether or not the acquisition actually takes place. 


If the taxpayer is in a business the same as or similar to that being investigated, all 
investigation expenses are deductible in the year paid or incurred. The tax result is 
the same whether or not the taxpayer acquires the business being investigated.°” 


*"§ 195. York v. Comm., 58-2 USTC $9952, 2 AFTR2d 6178, 261 F.2d 421 
(CA’-4, 1958). 
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EXAMPLE 18 


Terry, an accrual basis sole proprietor, owns and operates three motels in Georgia. In 
the current year, Terry incurs expenses of $8,500 in investigating the possibility of 
acquiring several additional motels located in South Carolina. The $8,500 is deductible 
in the current year whether or not Terry acquires the motels in South Carolina. = 


__ When the taxpayer is notin a business that is the same as or similar to the one being 
investigated, the tax result depends on whether the new business is acquired. If the 
business is not acquired, all investigation expenses generally are nondeductible.** 


| EXAMPLE 19 


Lynn, a retired merchant, incurs expenses in traveling from Rochester, New York, to 
California to investigate the feasibility of acquiring several auto care centers. If no ac- 
quisition takes place, none of the expenses are deductible. = 


If the taxpayer is not in a business that is the same as or similar to the one being | 
investigated and actually acquires the new business, the expenses must be capitalized 
as startup expenses. At the election of the taxpayer, the first $5,000 of the expenses 
can be immediately deducted. Any excess expenses can be amortized over a period 
of 180 months (15 years). In arriving at the $5,000 immediate deduction allowed, a 
dollar-for-dollar reduction must be made for those expenses in excess of $50,000.°? 


Tina owns and operates 10 restaurants located in various cities throughout the South- 
east. She travels to Atlanta to discuss the acquisition of an auto dealership. In addition, 
she incurs legal and accounting costs associated with the potential acquisition. After 


- Rev.Rul. 57-418, 1957-2 C.B. 143; Morton Frank, 20 T.C. 511 (1953); and 88 :195(b). 
Dwight A. Ward, 20 T.C. 332 (1953). 
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incurring total investigation costs of $52,000, she acquires the auto dealership on 
October 1, 2009. 

Tina may immediately deduct $3,000 [$5,000 — ($52,000 — $50,000)] and amortize 
the balance of $49,000 ($52,000 — $3,000) over a period of 180 months. For calendar 
year 2009, therefore, Tina can deduct $3,817 [$3,000 + ($49,000 x 3/180)]. = 


HOBBY LOSSES 


Business or investment expenses are deductible only if the taxpayer can show that 
the activity was entered into for the purpose of making a profit. Certain activities 
may have either profit-seeking or personal attributes, depending upon individual 
circumstances. Examples include raising horses and operating a farm used as a week- 
end residence. While personal losses are not deductible, losses attributable to profit- 
seeking activities may be deducted and used to offset a taxpayer’s other income. For 
this reason, the tax law limits the deductibility of hobby losses. 


General Rules 


If an individual can show that an activity has been conducted with the intent to earn 
a profit, losses from the activity are fully deductible. The hobby loss rules apply only 
if the activity is not engaged in for profit. Hobby expenses are deductible only to the 
extent of hobby income.*” 

The Regulations stipulate that the following nine factors should be considered in 
determining whether an activity is profit seeking or a hobby:*! 


-— © Whether the activity is conducted in a businesslike manner. 

e The expertise of the taxpayers or their advisers. 

° The time and effort expended. 

° The expectation that the assets of the activity will appreciate in value. 

e The taxpayer’s previous success in conducting similar activities. 

* The history of income or losses from the activity. 

° The relationship of profits earned to losses incurred. 

* The financial status of the taxpayer (e.g., if the taxpayer does not have 
substantial amounts of other income, this may indicate that the activity is 
engaged in for profit). 

° Elements of personal pleasure or recreation in the activity. 


The presence or absence of a factor is not by itself determinative of whether the ac- 
tivity is profit seeking or a hobby. Rather, the decision is a subjective one that is based 
on an analysis of the facts and circumstances. 


Presumptive Rule of § 183 


The Code provides a rebuttable presumption that an activity is profit seeking if the 
activity shows a profit in at least three of any five prior consecutive years.” If the ac- 
tivity involves horses, a profit in at least two of seven consecutive years meets the pre- 
sumptive rule. If these profitability tests are met, the activity is presumed to be a 
trade or business rather than a personal hobby. In this situation, the IRS bears the 
burden of proving that the activity is personal rather than trade or business related. 


Camille, an executive for a large corporation, is paid a salary of $200,000. Her husband 
is a collector of antiques. Several years ago, he opened an antique shop in a local shop- 
ping center and spends most of his time buying and selling antiques. He occasionally 
earns a small profit from this activity but more frequently incurs substantial losses. If 
the losses are business related, they are fully deductible against Camille’s salary income 
on a joint return. In resolving this issue, consider the following: 


“8 183(d). 


The Treasury Inspector General for Tax Administration 
(TIGTA) has issued a report on the number of taxpayers who 
file Schedule C of Form 1040 showing losses over several 
consecutive years. Many of the returns examined reported 
substantial income from other sources, and the majority of 
the individuals involved had their tax returns prepared by 
tax practitioners. By claiming the Schedule C losses, approxi- 
mately 1.2 million taxpayers were able to save $2.8 billion in 
taxes for tax year 2005. 
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IRS Doine Poor y In Poticinc Hopsy Loss DepucTions 


ate 


losses can be controlled only through thorough policing by — 
the IRS. Unfortunately, the IRS has neither the time nor the : 
resources to carry out the audit efforts required. The TIGTA | 

report, therefore, suggests that § 183 be changed by legisla- 
tion to establish a clear standard for determining whether 
an activity is a business or a hobby. 


ne 


Source: “Significant Challenges Exist in Determining Whether Tax- 


payers with Schedule C Losses Are Engaged in Tax Abuse,” Treasury 
Inspector General for Tax Administration, September 7, 2007 (Reference 
No. 2007-30-173). 


Because of the subjective nature of the hobby loss rules 
(i.e., whether or not a profit motive exists), these Schedule C 


© Initially determine whether the antique activity has met the three-out-of- 
five years profit test. 

e Ifthe presumption is not met, the activity may nevertheless qualify as a busi- 
ness if the taxpayer can show that the intent is to engage in a profit-seeking 
activity. It is not necessary to show actual profits. 

e Attempt to fit the operation within the nine criteria prescribed in the Regu- 
lations and listed above. These criteria are the factors considered in trying 
to rebut the § 183 presumption. # 


Determining the Amount of the Deduction 


If an activity is deemed to be a hobby, the expenses are deductible only to the extent 
of the gross income from the hobby. These expenses must be deducted in the follow- 
ing order: 


| © Amounts deductible under other Code sections without regard to the na- 
ture of the activity, such as property taxes and home mortgage interest. 

Xe Amounts deductible under other Code sections if the activity had been 
engaged in for profit, but only if those amounts do not affect adjusted ba- 
sis. Examples include maintenance, utilities, and supplies. 

}e Amounts that affect adjusted basis and would be deductible under other 
Code sections if the activity had been engaged in for profit.*? Examples 
include depreciation, amortization, and depletion. 


These deductions are deductible from AGI as itemized deductions to the extent they 
exceed 2 percent of AGI.”* If the taxpayer uses the standard deduction rather than 
itemizing, all hobby loss deductions are wasted. 


EXAMPLE 22.0 


Jim, the vice president of an oil company, has AGI of $80,000. He decides to pursue 
painting in his spare time. He uses a home studio, comprising 10% of the home's square 
footage. During the current year, Jim incurs the following expenses: 


Frames $ 350 
Art supplies 300 
Fees paid to models 1,000 


Reg. § 1.183-1(b)(1). “Reg. § 1.67-1T(a)(1)(iv) and Rev.Rul. 75-14, 1975-1 C.B. 90. 
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Home studio expenses: 


Total property taxes $ 900 
Total home mortgage interest 10,000 
‘Depreciation on 10% of home 500 
Total home maintenance and utilities 3,600 


During the year, Jim sold paintings for a total of $3,200. If the activity is held to be a 
hobby, Jim is allowed deductions as follows: 


Gross income ; $ 3,200 
Deduct: Taxes and interest (10% of $10,900) (1,090) 
Remainder $ 2,110 
Deduct: Frames $ 350 

Art supplies 300 

Models’ fees 1,000 

Maintenance and utilities (10%) ; 360 (2,010) 
Remainder $ 100 
Deduct: Depreciation ($500, but limited to $100) (100) 
Net income $ -0O- 


Jim includes the $3,200 of income in AGI, making his AGI $83,200. The taxes and inter- 
est are itemized deductions, deductible in full. The remaining $2,110 of expenses are 
reduced by 2% of his AGI ($1,664), so the net deduction is $446. Since the property 

taxes and home mortgage interest are deductible anyway, the net effect is a $2,754 
($3,200 less $446) increase in taxable income. = 


ERS ME CE Oe Assume that Jim’s activity in Example 22 is held to be a business. The business is located 


in a small office building he owns. Expenses are property taxes of $90, mortgage inter- 
est of $1,000, frames of $350, art supplies of $300, models’ fees of $1,000, maintenance 
and utilities of $360, and depreciation of $500. Under these circumstances, Jim could 
deduct expenses totaling $3,600. All these expenses would be trade or business 
expenses deductible for AGI. His reduction in AGI would be as follows: 
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Gross income $ 3,200 
Less: Taxes and interest $1,090 

Other business expenses 2,010 

Depreciation 500 (3,600) 
Reduction in AGI ($ 400) 


RENTAL OF VACATION HOMES 


Restrictions on the deductions allowed for part-year rentals of personal vacation 
homes were written into the law to prevent taxpayers from deducting essentially per- 
sonal expenses as rental losses. Many taxpayers who owned vacation homes had for- 
merly treated the homes as rental property and generated rental losses as 
deductions for AGI. For example, a summer cabin would be rented for 2 months per 
year, used for vacationing for 1 month, and left vacant the rest of the year. The tax- 
payer would then deduct 11 months’ depreciation, utilities, maintenance, etc., as 
rental expenses, resulting in a rental loss. Section 280A eliminates this treatment by 
allowing deductions on residences used primarily for personal purposes only to the 
extent of the income generated. Only a break-even situation is allowed; no losses can 
be deducted. 

There are three possible tax treatments for residences used for both personal and 
rental purposes. The treatment depends upon the relative time the residence is used 
for personal purposes versus rental use. 


Primarily Personal Use 


If the residence is rented for fewer than 15 days in a year, it is treated as a personal resi- 
dence. The rent income is excluded from gross income, and mortgage interest and 
real estate taxes are allowed as itemized deductions, as with any personal resi- 
dence.*” No other expenses (e.g., depreciation, utilities, maintenance) are deduct- 
ible. Although this provision exists primarily for administrative convenience, several 
bills have been introduced in Congress that would have repealed this exclusion from 
gross income. 


Dixie owns a vacation cottage on the lake. During the current year, she rented it for 
$1,600 for two weeks, lived in it two months, and left it vacant the remainder of the 
year. The year’s expenses amounted to $6,000 mortgage interest expense, $500 prop- 
erty taxes, $1,500 utilities and maintenance, and $2,400 depreciation. Since the prop- 
erty was not rented for at least 15 days, the income is excluded, the mortgage interest 
and property tax expenses are itemized deductions, and the remaining expenses are 
nondeductible personal expenses. @ 


Primarily Rental Use 


If the residence is rented for 15 days or more in a year and is not used for personal pur- 
poses for more than the greater of (1) 14 days or (3) 10 percent of the total days 
rented, the residence is treated as rental property.*” The expenses must be allocated 
between personal and rental days if there are any personal use days during the year. 
The deduction of the expenses allocated to rental days can exceed rent income and 
result in a rental loss. The loss may be deductible under the passive activity loss rules 


(discussed in Chapter 11). 


*§ 980A(g). 9g 980A (d) and Prop.Reg. § 1.280A-3(c). 
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| EXAMPLE 25 0 | Assume instead that Dixie in Example 24 used the cottage for 12 days and rented it for 


48 days for $4,800. Since she rented the cottage for 15 days or more but did not use it 
for more than 14 days, the cottage is treated as rental property. The expenses must be 
allocated between personal and rental days. 


Percentage of Use 
Rental Personal 
80% 20% 
Income $ 4,800 $ -0- 
Expenses 
Mortgage interest ($6,000) ($ 4,800) ($1,200) 
Property taxes ($500) (400) (100) 
Utilities and maintenance ($1,500) (1,200) (300) 
Depreciation ($2,400) (1,920) (480) 
Total expenses ($ 8,320) ($2,080) 
Rental loss ($ 3,520) $ -0O- 


Dixie deducts the $3,520 rental loss for AGI (assuming she meets the passive activity 
loss rules, discussed in Chapter 11). She also has an itemized deduction for property 
taxes of $100 associated with the personal use. The mortgage interest of $1,200 associ- 
ated with the personal use is not deductible as an itemized deduction because the cot- 
tage is not a qualified residence (qualified residence interest) for this purpose (see 7 
Chapter 10). The portion of utilities and maintenance and depreciation attributable to : 
personal use is not deductible. = 


EXAMPLE 26 — 


Assume instead that Dixie in Example 24 rented the cottage for 200 days and lived in it for 19 
days. The cottage is primarily rental use since she rented it for 15 days or more and did not 
use it for personal purposes for more than 20 days (10% of the rental days). The expenses 
must be allocated between personal and rental days as illustrated in Example 25. = 


Personal/Rental Use 


If the residence is rented for 15 days or more in a year and is used for personal purposes 
for more than the greater of (1) 14 days or (2) 10 percent of the total days rented, it is 
treated as a personal/rental use residence. The expenses must be allocated between 
personal days and rental days. Expenses are allowed only to the extent of rent income. 


Assume instead that Dixie in Example 24 rented the property for 30 days and lived in it 
for 30 days. The residence is classified as personal/rental use property since she used it 
more than 14 days and rented it for 15 days or more. The expenses must be allocated 
between rental use and personal use, and the rental expenses are allowed only to the 
extent of rentincome. # 


If a residence is classified as personal/rental use property, the expenses that are de- 
ductible anyway (e.g., real estate taxes and mortgage interest) must be deducted first. If 
a positive net income results, otherwise nondeductible expenses that do not affect 
adjusted basis (e.g., maintenance, utilities, insurance) are allowed next. Finally, if any 
positive balance remains, depreciation is allowed. Any disallowed expenses allocable to 
rental use are carried forward and used in future years subject to the same limitations. 

Expenses must be allocated between personal and rental days before the limits 
are applied. The courts have held that real estate taxes and mortgage interest, which 
accrue ratably over the year, are allocated on the basis of 365 days.*” The IRS, 


"Bolton v. Comm., 82-2 USTC 49699, 51 AFTR2d 83-305, 694 F.2d 556 (CA-9, 
1982). 
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however, disagrees ae allocates real estate taxes and mortgage interest on the basis 
of total days of use.“ Other expenses (utilities, maintenance, depreciation, etc.) are 
allocated on the basis of total days used. 


Jason rents his vacation home for 60 days and lives in the home for 30 days. The limita- PRE EE fe 


tions on personal/rental use residences apply. Jason’s gross rent income is $10,000. For 
the entire year (not a leap year), the real estate taxes are $2,190; his mortgage interest 
expense is $10,220; utilities and maintenance expense equals $2,400; and depreciation 
is $9,000. Using the IRS approach, these amounts are deductible in this specific order: 


Gross income $10,000 
Deduct: Taxes and interest (©/99 x $12,410) (8,273) 
Remainder to apply to rental operating expenses and 

depreciation So,727 
Deduct: Utilities and maintenance (6/99 x $2,400) (1,600) 
Balance Sane 
Deduct: Depreciation (®9/g9 x $9,000 = $6,000 but limited to 

above balance) (127) 
Net rent income $ -0- 


The nonrental use portion of real estate taxes and mortgage interest ($4, 137 in this 
case) is deductible if the taxpayer elects to itemize (see Chapter 10). The personal use 
portion of utilities, maintenance, and depreciation is not deductible in any case. Jason 
has a carryover of $5,873 ($6,000 — $127) of the unused depreciation. Also note that 
the basis of the property is not reduced by the $5,873 depreciation not allowed 
because of the above limitation. (see Chapter 14 for a discussion of the reduction in ba- 
sis for depreciation allowed or allowable.) @ 


Using the court's approach in allocating real estate taxes and mortgage interest, Jason, 
in Example 28, would have this result: 


Gross income $10,000 
Deduct: Taxes and interest (69/355 x $12,410) (2,040) 
Remainder to apply to rental operating expenses and depreciation $ 7,960 
Deduct: Utilities and maintenance (6/59 x $2,400) (1,600) 
Balance $ 6,360 
Deduct: Depreciation (6/9 x $9,000, but limited to $6,360) (6,000) 
Net rent income $ 360 


Jason can deduct $10,370 ($12,410 paid — $2,040 deducted as expense in computing 
net rent income) of personal use mortgage interest and real estate taxes as itemized 
deductions. @ 


Note the contrasting results in Examples 28 and 29. The IRS’s approach 
(Example 28) results in no rental gain or loss and an itemized deduction for real 
estate taxes and mortgage interest of $4,137. In Example 29, Jason has net rent 
income of $360 and $10,370 of itemized deductions. The court’s approach decreases 
his taxable income by $10,010 ($10,370 itemized deductions less $360 net rent 
income). The IRS’s approach reduces his taxable income by only $4,137. 


Assume instead that Jason in Example 28 had not lived in the home at all during the 
year. The house is rental property. The rental loss is calculated as follows: 


“Prop Reg. § 1.280A-3(d)(4). 


EXAMPLE 29 © 


= 
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Gross income $10,000 
Expenses 
Taxes and interest ($12,410) 
Utilities and maintenance (2,400) 
Depreciation (9,000) 
Total expenses ($23,810) 
Rental loss ($13,810) 


Whether any of the rental loss would be deductible depends upon whether Jason 
actively participated in the rental activity and met the other requirements for passive 


activity losses (discussed in Chapter 11). @ 


June is a widow who lives near Pebble Beach. For each of the 
past five years (since the death of her husband, an avid 
golfer), she has rented her home for 14 days to Fuzzy, a pro- 
fessional golfer who participates in the local golf classic. The 
rent income is $14,000. During this period, June visits her sis- 
ter in Reno. A neighbor who is a CPA advises June that she 
does not need to report the $14,000 on her Federal income 
tax return because she did not rent her house for more than 
two weeks during the year. 

In 2009, Fuzzy and his family arrive as scheduled. At the 
end of the period, Fuzzy’s wife contacts June and explains 


A Go.tF Wipow’s DREAM 


that their two-year-old child is ill. She asks if they can rent 
for two more days until the child feels better. June agrees 
but says that she will not accept any rent for the additional 
stay. When June returns home, she finds the check on her 
counter is for $16,000 rather than $14,000. The check is 
enclosed in a thank-you note from Fuzzy and his family. 

On her 2009 Federal income tax return, June does not 
report any rent income or deduct any rental expenses. 
According to her records, she rented her house for exactly 
two weeks. Can you justify June’s treatment of the rent 
income and expenses? 


— . = | 


Conversion to Rental Property 


A related issue is whether or not a taxpayer’s primary residence is subject to the preced- 
ing rules if it is converted to rental property. If the vacation home rules apply, a tax- 
payer who converts a personal residence to rental property during the tax year, 
without any tax avoidance motive, could have the allowable deductions limited to 
the rent income. This would occur if the personal use exceeded the greater of 14 
days or 10 percent of rental days test (a likely situation). The Code, however, pro- 
vides that during a qualified rental period, any personal use days are not counted as 
personal use days in terms of classifying the use of the residence as personal/rental use 
rather than as primarily rental use’? In effect, the deduction for expenses of the prop- 
erty incurred during a qualified rental period is not subject to the personal use test 
of the vacation home rules. A qualified rental period is a consecutive period of 12 or 
more months. The period begins or ends in the taxable year in which the residence 
is rented or held for rental at a fair price. The residence must not be rented to a 
related party. If the property is sold before the 12-month period expires, the quali- 
fied rental period is the actual time rented. 


Rhonda converts her residence to rental property on May 1 and rents it for the remainder 
of 2009 for $5,600 and for all of 2010 for $8,400. The house would be classified as per- 
sonal/rental use property (personal use days during 2009 are greater than both 14 days 
and 10% of rental days) except that this is a qualified rental period. Therefore, Rhonda’s 
deduction for rental expenses is not limited to the gross income of $5,600 in 2009. m 


See Concept Summary 6.2 for a summary of the vacation home rules. 


8 O80A(d). 
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CONCEPT SUMMARY 


a r Vacation/Rental Home 
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| or more days during the year? 


| pee | Yes eee he 


Were personal use days more ss SS ee an ee a . tal 
than the greater of 14 days Noy eae ee ae 
_or 10% of the total rental days? pie | 
“Allocate expenses to 
personal use. Taxes are 


_ itemized deductions. 


Treat as a second home. - 
Income is excludible. 
Itemize taxes and 
interest. 


Does rental portion of taxes and 
interest expenses* exceed 
rent income? 


Deduct interest and taxes | 


~ Remaining expenses and 


only to extent of income. _ income are from rental 


Other expenses are non- @ 5 ivi j “ri 
deductible. Remainder of | ves we ; pe eee = 
taxes and interest are a _ loss rules. 


itemized deductions. Does rental portion of all other 


_ expenses** except depreciation 
exceed remaining net income? 


Deduct only to extent of 
remaining net income. 

ltemize personal part of 
interest and taxes. Re- f 
mainder is nondeductible. — 


Does rental portion of 
<x—— Yes }<— depreciation** exceed remaining 
net income? 


Remaining net income Is passive 
rental activity income subject to 
at-risk and passive activity 

loss rules. 


Reporton | 
Schedule E. | 


* Allocated on the basis of 365 (366 in a leap year) days (court) or total days of use (IRS). 
** Allocated on the basis of total days of use. 


EXPENDITURES INCURRED FOR TAXPAYER’S BENEFIT 
OR TAXPAYER'S OBLIGATION 


An expense must be incurred for the taxpayer's benefit or arise from the taxpayer’s 
obligation. An individual cannot claim a tax deduction for the payment of the 
expenses of another individual. 


During the current year, Fred pays the property taxes on his son Vern’s home. Neither 
Fred nor Vern can take a deduction for the amount paid for Vern’s property taxes. Fred 
is not entitled to a deduction because the property taxes are not his obligation. Vern 
cannot claim a deduction because he did not pay the property taxes. The tax result 
would have been more favorable had Fred made a cash gift to Vern and let him pay the 
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508 213(a). 
1Rev.Rul. 72-545, 1972-2 C.B. 179. 
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property taxes. Then Vern could have deducted the property taxes. Fred likely would 
not be liable for any gift taxes depending upon the amount involved due to the annual 
exclusion (see Chapter 1). A deduction would have been created with no cash differ- 


ence to the family. @ 


One exception to this disallowance rule is the payment of medical expenses for a 
dependent. Such expenses are deductible by the payor subject to the normal rules 
that limit the deductibility of medical expenses (see Chapter 10) ey 


DISALLOWANCE OF PERSONAL EXPENDITURES 


Section 262 states that “except as otherwise expressly provided in this chapter, no 
deduction shall be allowed for personal, living, or family expenses.” To justify a 
deduction, an individual must be able to identify a particular section of the Code 
that sanctions the deduction (e.g., charitable contributions, medical expenses). 
Sometimes the character of a particular expenditure is not easily determined. For 
example, the legal fee associated with a property settlement that results in one party 
retaining ownership of a family business is not deductible. Likewise, the legal fee 
paid to resolve the title to income-producing property is not deductible. 

The IRS has clarified the issue of the deduction of legal fees incurred in connec- 
tion with a divorce.”! To be deductible, an expense must relate solely to tax advice in 
a divorce proceeding. For example, legal fees attributable to the determination of 
dependency exemptions of children are deductible if the fees are distinguishable 
from the general legal fees incurred in obtaining a divorce. Other examples are the 
costs of creating a trust to make periodic alimony payments and the determination 
of the tax consequences of a property settlement. Therefore, it is advisable to request 
an itemization of attorney’s fees to substantiate a deduction for the tax-related 
amounts. 


Hazel and Nathan are divorced during the current tax year. They had been married for 
17 years and have two children, ages 9 and 11. As part of the divorce agreement, 
Nathan paid all of the legal fees, which amounted to $24,300. The invoice from the 
divorce lawyer listed the following charges: 


Child custody agreement and determination of 


amount of monthly child support $ 3,000 
Divorce decree proceedings 10,000 
County court filing costs 1,800 
Property settlement determination 6,000 
Tax consequences of property settlement 2,000 
Tax consequences of child custody and child support 

payments and tax filing status 1,500 


Only the $3,500 ($2,000 + $1,500) for the charges relating to tax advice is deductible. = 


DISALLOWANCE OF DEDUCTIONS FOR CAPITAL EXPENDITURES 


The Code specifically disallows a deduction for “any amount paid out for new build- 
ings or for permanent improvements or betterments made to increase the value of any 
property or estate.””* The Regulations further define capital expenditures to include 
those expenditures that add to the value or prolong the life of property or adapt 
the property to a new or different use.’ Incidental repairs and maintenance of the 


*°§ 263(a)(1). 
Reg. § 1.263(a)—-1(b). 


~ iad | ) hai 
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property are not capital expenditures and can be deducted as ordinary and necessary 
business expenses. Repairing a roof is a deductible expense, but replacing a roof is a 
capital expenditure subject to depreciation deductions over its useful life. The tune-up 


of a delivery truck is an expense; a complete overhaul probably is a capital 
expenditure. 


Capitalization versus Expense 


When an expenditure is capitalized rather than expensed, the deduction is at best 
deferred and at worst lost forever. Although an immediate tax benefit for a large 
cash expenditure is lost, the cost may be deductible in increments over a longer pe- 
riod of time. 

If the expenditure is for a tangible asset that has an ascertainable life, it is capital- 
ized and may be deducted as depreciation (or cost recovery) over the life of the asset 
(for depreciation) or over a statutory period (for cost recovery under either ACRS 
or MACRS).™ Land is not subject to depreciation (or cost recovery) since it does not 
have an ascertainable life. 


Stan purchased a prime piece of land located in an apartment-zoned area. Stan PEXAMPLE 360 


paid $500,000 for the property, which had an old but usable apartment building 
on it. He immediately had the building demolished at a cost of $100,000. The 
$500,000 purchase price and the $100,000 demolition costs must be capitalized, and 
the basis of the land is $600,000. Since land is a nondepreciable asset, no deduction 
is allowed. @ 


If the expenditure is for an intangible asset (e.g., copyright, patent, covenant not 
to compete, goodwill), the capitalized expenditure can be amortized, regardless of 
whether or not the intangible asset has an ascertainable life. Intangible assets, 
referred to as § 197 intangibles, are amortized over a 15-year statutory period using 
the straight-line method. See Chapter 8 for additional discussion of the amortization 
of intangibles. 


TRANSACTIONS BETWEEN RELATED PARTIES 


The Code places restrictions on the recognition of gains and losses from related- 
party transactions. Without these restrictions, relationships created by birth, mar- 
riage, and business would provide endless possibilities for engaging in financial 
transactions that produce tax savings with no real economic substance or 
change. For example, to create an artificial loss, a wife could sell investment 
property to her husband at a loss and deduct the loss on their joint return. Her 
husband could then hold the asset indefinitely, and the family would sustain no 
real economic loss. A complex set of laws has been designed to eliminate such 
possibilities. 


Losses 

The Code provides for the disallowance of any “losses from sales or exchanges of 
property ... directly or indirectly” between related parties.” When the property is 
subsequently sold to a nonrelated party, any gain recognized is reduced by the loss 
previously disallowed. Any disallowed loss not used by the related-party buyer to off 
set the recognized gain on a subsequent sale or exchange to an unrelated party is 
permanently lost. 


“See Chapter 8 for the discussion of depreciation and cost recovery. 558 267(a)(1). 
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ROGAN RD Re See Freida sells common stock with a basis of $10,000 to her son, Bill, for $8,000. Bill sells 


the stock several years later for $11,000. Freida’s $2,000 loss is disallowed upon the sale 
to Bill, and only $1,000 of gain ($11,000 selling price — $8,000 basis — $2,000 disallowed 
loss) is taxable to him upon the subsequent sale. @ 


PCR MAMPEE G60) George sells common stock with a basis of $10,500 to his son, Ray, for $8,000. Ray sells 


the stock eight months later to an unrelated party for $9,000. Ray’s gain of $1,000 
($9,000 selling price — $8,000 basis) is not recognized because of George's previously 
disallowed loss of $2,500. Note that the offset may result in only partial tax benefit 
upon the subsequent sale (as in this case). If the property had not been transferred to 
Ray, George could have recognized a $1,500 loss upon the subsequent sale to the unre- 
lated party ($10,500 basis — $9,000 selling price). @ 


| EXAMP OR 37000 | Pete sells common stock with a basis of $10,000 to an unrelated third party for $8,000. 


Pete’s son repurchased the same stock in the market on the same day for $8,000. The 
$2,000 loss is not allowed because the transaction is an indirect sale between related 
parties.°° m 


/ 
p>}. aaa 


ima 


Unpaid Expenses and Interest 


The law prevents related taxpayers from engaging in tax avoidance schemes where 
one related taxpayer uses the accrual method of accounting and the other uses the 
cash basis. An accrual basis, closely held corporation, for example, could borrow funds 
from a cash basis individual shareholder. At the end of the year, the corporation 
would accrue and deduct the interest, but the cash basis lender would not recognize 
interest income since no interest had been paid. Section 267 specifically defers the 
deduction of the accruing taxpayer until the recipient taxpayer must include it in 
income; that is, when it is actually paid to the cash basis taxpayer. This matching provi- 
sion applies to interest as well as other expenses, such as salaries and bonuses. 

This deduction deferral provision does not apply if both of the related taxpayers 
use the accrual method or both use the cash method. Likewise, it does not apply if 
the related party reporting income uses the accrual method and the related party 
taking the deduction uses the cash method. 


Relationships and Constructive Ownership 


Section 267 operates to disallow losses and defer deductions only between related 
parties. Losses or deductions generated by similar transactions with an unrelated 
party are allowed. Related parties include the following: 


° Brothers and sisters (whether whole, half, or adopted), spouse, ancestors 
(parents, grandparents), and lineal descendants (children, grandchil- 
dren) of the taxpayer. 

° Acorporation owned more than 50 percent (directly or indirectly) by the 
taxpayer. 

° Two corporations that are members of a controlled group. 

e Aseries of other complex relationships between trusts, corporations, and 
individual taxpayers. 


Constructive ownership provisions are applied to determine whether the tax- 
payers are related. Under these provisions, stock owned by certain relatives or 
related entities is deemed to be owned by the taxpayer for purposes of applying the 
loss and expense deduction disallowance provisions. A taxpayer is deemed to own 
not only his or her stock but also the stock owned by lineal descendants, ancestors, 
brothers and sisters or half-brothers and half-sisters, and spouse. The taxpayer is also 


McWilliams v. Comm., 47-1 USTC $9289, 35 AFTR 1184, 67 S.Ct. 1477 (USSC, 
1947). 
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deemed to own his or her proportionate share of stock owned by any partnership, 
corporation, estate, or trust of which the taxpayer is a member. An individual is 
deemed to own any stock owned, directly or indirectly, by his or her partner. How- 
ever, constructive ownership by an individual of the partnership’s and the other 
partner’s shares does not extend to the individual’s spouse or other relatives (no 
double attribution). 


The stock of Sparrow Corporation is owned 20% by Ted, 30% by Ted’s father, 30% by SE AMELE 33 


Ted's mother, and 20% by Ted's sister. On July 1 of the current year, Ted loaned $10,000 to 
Sparrow Corporation at 8% annual interest, principal and interest payable on demand. 
For tax purposes, Sparrow uses the accrual basis, and Ted uses the cash basis. Both are ona 
calendar year. Since Ted is deemed to own the 80% owned by his parents and sister, he 
constructively owns 100% of Sparrow Corporation. If the corporation accrues the interest 
within the taxable year, no deduction can be taken until payment is made to Ted. = 


SUBSTANTIATION REQUIREMENTS 


The tax law is built on a voluntary compliance system. Taxpayers file their tax 
returns, report income and take deductions to which they are entitled, and pay their 
taxes through withholding or estimated tax payments during the year. The taxpayer 
has the burden of proof for substantiating expenses deducted on the returns and 
must retain adequate records. Upon audit, the IRS will disallow any undocumented 
or unsubstantiated deductions. These requirements have resulted in numerous con- 
flicts between taxpayers and the IRS. 

In the case of charitable contributions, Congress has enacted stringent substantia- 
tion requirements. All cash contributions, for example, must be supported by 
receipts (e.g., canceled checks) .°” Single donations of $250 or more of both cash 
and property require an acknowledgment from the charity. Substantial donations of 
property (i.e., $500 or more) necessitate the filing of Form 8283 and may have to be 
supported by appraisals—see Chapter 10 for further details. 

Specific and more stringent rules for deducting travel, entertainment, and gift 
expenses are discussed in Chapter 9. Certain mixed-use (both personal and business 
use) and listed property are also subject to the adequate records requirement (dis- 
cussed in Chapter 8). 


EXPENSES AND INTEREST RELATING TO TAX-EXEMPT INCOME 


Certain income, such as interest on municipal bonds, is tax-exempt.” The law also allows 
é 5 a 9 i 

the taxpayer to deduct expenses incurred for the production of income.” Deduction 

disallowance provisions, however, make it impossible to make money at the expense of 


: : : i ' 60 
the government by excluding interest income and deducting interest expense. 


Sandy, a taxpayer in the 35% bracket, purchased $100,000 of 6% municipal bonds. At 


the same time, she used the bonds as collateral on a bank loan of $100,000 at 8% inter- 
est. A positive cash flow would result from the tax benefit as follows: 
Cash paid out on loan ($8,000) 
Cash received from bonds 6,000 
Tax savings from deducting interest expense 
(35% of $8,000 interest expense) 2,800 
Net positive cash flow $ 800 = 
"Rey Proc. 92-71, 1992-2 CB. 437, addresses circumstances where checks AEX 
are not returned by a financial institution or where electronic transfers are 608 265. 
made. 


58g 103. 
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To eliminate the possibility illustrated in Example 39, the Code specifically disal- 
lows as a deduction the expenses of producing tax-exempt income. Interest on any 
indebtedness incurred or continued to purchase or carry tax-exempt obligations 
also is disallowed. 


Judicial Interpretations 


It is often difficult to show a direct relationship between borrowings and investment 
in tax-exempt securities. Suppose, for example, that a taxpayer borrows money, adds 
it to existing funds, buys inventory and stocks, then later sells the inventory and buys 
municipal bonds. A series of transactions such as these can completely obscure any 
connection between the loan and the tax-exempt investment. One solution would 
be to disallow interest on any debt to the extent that the taxpayer holds any tax- 
exempt securities. This approach would preclude individuals from deducting part of 
their home mortgage interest if they owned any municipal bonds. The law was not 
intended to go to such extremes. As a result, judicial interpretations have tried to be 
reasonable in disallowing interest deductions. 

In one case, a company used municipal bonds as collateral on short-term loans to 
meet seasonal liquidity needs.®' The court disallowed the interest deduction on the 
grounds that the company could predict its seasonal liquidity needs. The company 
could anticipate the need to borrow the money to continue to carry the tax-exempt 
securities. The same company was allowed an interest deduction on a building mort- 
gage, even though tax-exempt securities it owned could have been sold to pay off the 
mortgage. The court reasoned that short-term liquidity needs would have been 
impaired if the tax-exempt securities were sold. Furthermore, the court ruled that 
carrying the tax-exempt securities bore no relationship to the long-term financing of 
a construction project. 


| EXAMPLE #0 | In January of the current year, Alan borrowed $100,000 at 8% interest. He used the 


loan proceeds to purchase 5,000 shares of stock in White Corporation. In July, he sold 
the stock for $120,000 and reinvested the proceeds in City of Denver bonds, the income 
from which is tax-exempt. Assuming the $100,000 loan remained outstanding through- 
out the entire year, Alan cannot deduct the interest attributable to the period in which 
he held the bonds. # 


TAX PLANNING: 
6.4 TIME VALUE OF Tax DEDUCTIONS 


SREP N ALES NITE EO DRE LE LE LOIN RES ETM 


L0.4 Cash basis taxpayers often have the ability to make early payments for their expenses 
Gerureauolenning at the end of the tax year. This may permit the payments to be deducted currently 
opportunities for maximizing instead of in the following tax year. In view of the time value of money, a tax deduc- 
deductions and minimizing the tion this year may be worth more than the same deduction next year. Before employ- 
disallowance of deductions. ing this strategy, the taxpayer must consider next year’s expected income and tax 


rates and whether a cash-flow problem may develop from early payments. Thus, the 
time value of money as well as tax rate changes must be considered when an expense 
can be paid and deducted in either of two years. 


Jena pledged $5,000 to her church’s special building fund. She can make the contribu- 
tion in December 2009 or January 2010. Jena is in the 35% tax bracket in 2009, and in 
the 28% bracket in 2010. She itemizes in both years. Assume Jena’s discount rate is 8%. 


"The Wisconsin Cheeseman, aa uv. U.S., 68-1 USTC 99145, 21 AFTR2d 383, 388 
F.2d 420 (CA-7, 1968). 
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If she takes the deduction in 2009, she saves $454($1,750 — $1,296), due to the decrease 
in the tax rates and the time value of money. 


———————— et eT 


2009 2010 
Contribution $5,000 $5,000 
Tax bracket a35 .28 
Tax savings $1,750 $1,400 
Discounted @ 8% 1.0 .926 
Savings in present value $1,750 $1,296 


6.5 UNREASONABLE COMPENSATION 


In substantiating the reasonableness of a shareholder-employee’s compensation, 
an internal comparison test is sometimes useful. If it can be shown that nonshare- 
holder-employees and shareholder-employees in comparable positions receive 
comparable compensation, it is indicative that compensation is not unreasonable. 

Another possibility is to demonstrate that the shareholder-employee has been 
underpaid in prior years. For example, the shareholder-employee may have agreed 
to take a less-than-adequate salary during the unprofitable formative years of the 
business. The expectation is that the “postponed” compensation would be paid in 
later, more profitable years. The agreement should be documented, if possible, in 
the corporate minutes. 

Keep in mind that in testing for reasonableness, the total pay package must be 
considered. Look at all fringe benefits or perquisites, such as contributions by the 
corporation to a qualified pension plan. Even though those amounts are not imme- 
diately available to the covered shareholder-employee, they must be taken into 
account. 


6.6 EXCESSIVE EXECUTIVE COMPENSATION 


EIS SES SERRE IA SS RE TEE SE REESE ER 


With the $1 million limit on the deduction of compensation of covered employ- 
ees, many corporations and their executives must engage in additional tax plan- 
ning. Previously, concerns over the deductibility of compensation related 
primarily to closely held corporations. The $1 million limit applies specifically to 
publicly held corporations. In many instances, it is now necessary for these corpo- 
rations to restructure the compensation packages of their top executives in order 
to deduct payments in excess of $1 million. Opportunities include compensation 
payable on a commission basis, certain other performance-based compensation, 
payments to qualified retirement plans, and payments that are excludible fringe 
benefits. 


6.7 SHIFTING DEDUCTIONS 


Taxpayers should manage their obligations to avoid the loss of a deduction. 
Deductions can be shifted among family members, depending upon which mem- 
ber makes the payment. For example, a father buys a condo for his daughter 
and puts the title in both names. The taxpayer who makes the payment gets the 
deduction for the property taxes. If the condo is owned by the daughter only 
and her father makes the payment, neither is entitled to a deduction. In this 
case, the father should make a cash gift to the daughter who then makes the pay- 
ment to the taxing authority. 


a Classification of Expenses 
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Expense Item 


Investment expenses 
Rent and royalty 
All other investments 
Employee expenses 
Commuting expenses 
Travel and transportation’ 
Reimbursed expenses' 
Moving expenses 
Entertainment’ 
Teacher supplies 
All other employee expenses’ 
Certain expenses of performing artists 
Trade or business expenses 
Casualty losses 
Business 
Personal 
Tax determination 
Collection or refund expenses 
Bad debts 
Medical expenses 
Charitable contributions 
Taxes 
Trade or business 
Personal taxes 
Real property 
Personal property 
State and local income or sales 
Investigation of a business” 
Interest 
Business 
Personal 
Qualified tuition and related expenses 
All other personal expenses 


Deductible 
For AGI From AGI Not Deductible . 
4 
x4 
oe 
x45 
x 
xX 
x45 
x" xt 
a5 
x 
Xx 
Xx 
xé 
x? X 
x 
x? 
x 
Xx 
xX 
x 
x 
x 
x 
x? x3 x! (0) 
x 
x 


Applicable Code § 


§ 62(a)(4) 
§ 212 


§ 262 

§ 162(a)(2) 

§ 62(a)(2)(A) 

§ 62(a)(15) 

§ 162(a) 

§ 62(a)(2)(D) 

§ 162(a) 

§ 62(a)(2)(B) 

§§ 162 and 62(a)(1) 


§ 165(c)(1) 
§ 165(c)(3) 


§§ 212 and 62(a)(1) or (4) 
§§ 166 and 62(a)(1) or (3) 
§ 213 
§ 170 


§§ 162, 164, and 62(a)(1) 


§ 164(a)(1) 

§ 164(a)(2) 

§§ 164(a)(3) and (b)(5) 
§§ 162 and 62(a)(1) 


§§ 162, 163, and 62(a)(1) 
§§ 163(a), (d), and (h) 
§§ 62(a)(18) and 222 

§ 262 


‘Deduction for AGI if reimbursed, an adequate accounting is made, and employee is required to repay excess reimbursements. 


Provided certain criteria are met. 


3Subject to the excess investment interest and the qualified residence interest provisions. 


“Subject (in the aggregate) to a 2%-of-AGI floor imposed by § 67. 


>Only 50% of meals and entertainment are deductible. 
®subject to a $100 ($500 in 2009) floor per event and a 10%-of-AGI floor per tax year. 


7Subject to a 7.5%-of-AGI floor. 


Only the portion relating to business, rental, or royalty income or losses. 


°Only the portion relating to student loans. 
1°Other personal interest is disallowed. 
“Subject to a statutory limit of $250. 
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6.8 Hospsy Losses 


To demonstrate that an activity has been entered into for the purpose of making a 
profit, a taxpayer should treat the activity as a business. The business should engage 
in advertising, use business letterhead stationery, and maintain a business phone. 

If a taxpayer’s activity earns a profit in three out of five consecutive years, the pre- 
sumption is that the activity is engaged in for profit. It may be possible for a cash basis 
taxpayer to meet these requirements by timing the payment of expenses or the 
receipt of revenues. The payment of certain expenses incurred before the end of 
the year might be made in the following year. The billing of year-end sales might be 
delayed so that collections are received in the following year. 

Keep in mind that the three-out-of-five-years rule under § 183 is not absolute. All 
it does is shift the presumption. If a profit is not made in three out of five years, the 
losses may still be allowed if the taxpayer can show that they are due to the nature of 
the business. For example, success in artistic or literary endeavors can take a long 
time. Also, depending on the state of the economy, even full-time farmers and 
ranchers are often unable to show a profit. How can one expect a part-time farmer 
or rancher to do sor 

Merely satisfying the three-out-of-five-years rule does not guarantee that a tax- 
payer is automatically home free. If the three years of profits are insignificant relative 
to the losses of other years, or if the profits are not from the ordinary operation of 
the business, the taxpayer is vulnerable. The IRS may still be able to establish that 
the taxpayer is not engaged in an activity for profit. 


Ashley had the following gains and losses in an artistic endeavor: PSeAweTE ee 


2005 ($50,000) 
2006 (65,000) 
2007 400 
2008 200 
2009 125 


Under these circumstances, the IRS might try to overcome the presumption. @ 


If Ashley in Example 42 could show conformity with the factors enumerated in 
the Regulations or could show evidence of business hardships (e.g., injury, death, 
or illness), the government cannot override the presumption. 


On the sale of a sole proprietorship where the sales price exceeds the fair market 
value of the tangible assets and stated intangible assets, a planning opportunity may 
exist for both the seller and the buyer. The seller’s preference is for the excess 
amount to be allocated to goodwill. Goodwill is a capital asset, whereas a covenant 
not to compete produces ordinary income treatment (see Chapter 16). 

Because both a covenant and goodwill are amortized over a statutory 15-year 
period, the tax results of a covenant and goodwill are the same for the buyer. How- 
ever, the buyer should recognize that an allocation to goodwill rather than a cove- 
nant may provide a tax benefit to the seller. Therefore, the seller and buyer, in 
negotiating the sales price, should factor in the tax benefit to the seller of having the 
excess amount labeled goodwill rather than a covenant not to compete. Of course, if 
the noncompetition aspects of a covenant are important to the buyer, part of the 
excess amount can be assigned to a covenant. 


© Faulconer, Sr. v. Comm., 84-2 USTC §9955, 55 AFTR2d 85-302, 748 F.2d 890 
(CA-4, 1984), rev’ 45 TCM 1084, T.C.Memo. 1983-165. 
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REFOCUS ON THE BIG PICTURE 


CALCULATION 
OF DEDUCTIBLE 
BUSINESS 
EXPENSES AND 
TAX PLANNING 


Accounting method, 6-8 


Deductions for adjusted gross 


income, 6-3 


Deductions from adjusted gross 


income, 6-3 


Using the accrual method of accounting, Dr. Payne has correctly calculated the de- 
ductible business expenses of his dental practice except for the $60,000 deduction 
he shows for his monthly $5,000 draw for living expenses. Since the dental practice is 
operated as a sole proprietorship, Dr. Payne will report the net income (gross 
income — deductible business expenses) of the practice on his Form 1040. So a 
deduction for his monthly draw is not permitted. The $227,500 ($287,500 — $60,000) 
amount will be reported by Dr. Payne on Schedule C of Form 1040. 

Several of the items included in Dr. Payne’s calculation of deductible business 
expenses require clarification. Political contributions ($1,000 + $2,600) cannot be 
deducted. The dental supplies expense and the office supplies expense must be 
reduced by the amount of the ending inventory (i.e., $3,000 and $500, respectively) 
since Dr. Payne is using the accrual method of accounting. 


What If? 


From a tax planning perspective, should Dr. Payne calculate his deductible business 
expenses using the accrual method of accounting or the cash method? 

In Chapter 4, we concluded that Dr. Payne could minimize his Federal income tax 
liability if he used the cash method of accounting. If the cash method is used for 
reporting the gross income of a Schedule C business, then the cash method must be 
used for reporting the deductible business expenses that will appear on Schedule C 
of Form 1040. So the correct amount of deductible business expenses for his dental 
practice using the cash method of accounting is calculated as follows: 


Salaries including FICA $120,000 
Building rent 24,000 
Depreciation of dental equipment and office furnishings and 

equipment 52,000 
Insurance (malpractice and of dental equipment and office 

furnishings and equipment) 22,000 
Dental supplies 12,000 
Office supplies 2,000 
Contribution to presidential campaign fund of John McCain -0- 
Contribution to presidential campaign fund of Hillary Clinton -0- 
Legal expenses associated with patient lawsuit (jury decision for 

defendant) 4,000 
Draw by Dr. Payne for living expenses —0- 

$236,000 


Hobby losses, 6-18 Related-party transactions, 6-27 
Ordinary and necessary, 6-6 Vacation homes, 6-21 
Reasonableness, 6-7 
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DISCUSSION QUESTIONS 


1. LO.1 “All income must be reported and all deductions are allowed unless specifically 
disallowed in the Code.” Discuss. 


2. L0.1 Discuss the difference in the tax treatment of deductions for and deductions from 
AGI. 


3. L0.1 Does an expenditure that is classified as a deduction from AGI produce the same tax 
benefit as an expenditure that is classified as a deduction for AGI? Explain. 


4. L0.1 Classify each of the following expenditures as a deduction for AGI, a deduction from 
AGI, or not deductible: 


a. Allison pays qualified moving expenses. 

b. Emalie gives cash to the Girl Scouts. 

c. Amos pays monthly alimony to his former spouse. 

d. Arnold pays real estate taxes levied by the county on his personal residence. 
e. April pays the premiums for insurance on her personal residence. 


5. L0.1 Classify each of the following expenditures as a deduction for AGI, a deduction from 

AGI, or not deductible: 

a. Amos contributes to his H.R. 10 plan (i.e., a retirement plan for a self-employed indi- 
vidual). 

b. Keith pays child support to his former wife, Renee, for the support of their son, 
Chris. 

c. Judy pays professional dues that are reimbursed by her employer. 

d. Ted pays $500 as the monthly mortgage payment on his personal residence. Of this 
amount, $100 represents a payment on principal, and $400 represents an interest 
payment. 

e. Lynn pays a moving company for moving her household goods to Detroit where she 
is starting a new job. She is not reimbursed by her employer. 

f. Ralph pays property taxes on his personal residence. 


6. LO.1 Larry and Susan each invest $10,000 in separate investment activities. They each 
incur deductible expenses of $800 associated with their respective investments. Explain 
why Larry’s expenses might be properly classified as deductions from AGI (itemized 
deductions) and Susan’s expenses might be appropriately classified as deductions for AGI. 


7. LO.1 Polly incurred and paid for the following expenses during the year. 


® Contribution to a traditional IRA of $5,000. 

® Interest of $1,500 paid on her student loan. 

® Contribution of $1,000 to the School of Business at State University. 
© Mortgage interest of $4,000 on her personal residence. 

® Utilities of $2,800 on her personal residence. 


a. Which of these expenses can be deducted by Polly? 
b. Classify the deductions as for AGI or from AGI. 


8. LO.1 Mabel, a machinist employed by Silver Airlines, owns 100 shares of Silver Airlines 
stock. Silver has 900,000 shares of stock outstanding. Mabel spends $1,500 to travel to 
Denver for Silver’s annual meeting. Her expenses would have been $750 more, but she 
was permitted to fly free on Silver. She attended both days of the shareholders’ meeting 
and actively participated. What are the tax consequences of the trip for Mabel? 


9, LO.1 What is the significance of the concept of reasonableness with respect to closely 
held corporations? How does the usual treatment of excessive payments affect corporate 
taxable income? 


10. LO.1 Which of the following losses are deductible? 

Loss on the sale of an office building used in a trade or business. 

Loss on the sale of an SUV held for personal use. 

Loss from the destruction by a hurricane of a warehouse used in a trade or business. 
Loss on the destruction by fire of the taxpayer’s residence. 

Loss on the sale of Lavender Corporation bonds held as an investment. 


B&O p 
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L0.1 Mary Kate owns a building that she leases to an individual who operates a grocery 
store. Rent income is $10,000 and rental expenses are $6,000. On what Form 1040 
schedule or schedules are the income and expenses reported? 


L0.2 Distinguish between the timing for the recording of a deduction under the cash 
method versus the accrual method. Discuss any exceptions. 


L0.2 Aubry, a cash basis and calendar year taxpayer, decides to reduce his taxable 

income for 2009 by buying $30,000 worth of supplies on December 24, 2009. The 

supplies will be used up in 2010. 

a. Can Aubry deduct the expenditure for 2009? 

b. Would your answer in part (a) change if Aubry bought the supplies because the 
seller was going out of business and offered a significant discount on the price? 


L0.2 What is the significance of the all events and economic performance tests? 


L0.2 Pelican, an accrual method taxpayer, provides a one-year warranty on the vacuum 
cleaners it manufactures. Claims under the warranty typically amount to 2% of sales. Can 
Pelican use the reserve method to account for the warranty expense? 


LO.3 Explain why certain deductions are disallowed as violations of public policy. 


LO.3 Ted is an agent for an airline manufacturer and is negotiating a sale with a 
representative of the U.S. government and with a representative of a developing country. 
Ted’s company has sufficient capacity to handle only one of the orders. Both orders will 
have the same contract price. Ted believes that if his employer will authorize a $500,000 
payment to the representative of the foreign country, he can guarantee the sale. He is not 
sure that he can obtain the same result with the U.S. government. Identify the relevant 
tax issues for Ted. 


LO.3 Stuart, an insurance salesman, is arrested for allegedly robbing a convenience 
store. He hires an attorney who is successful in getting the charges dropped. Is the 
attorney's fee deductible? 


LO.3 Linda operates a drug-running operation. Which of the following expenses she 
incurs can reduce taxable income? 

Bribes paid to border guards. 

Salaries to employees. 

Price paid for drugs purchased for resale. 

Kickbacks to police. 

Rent on an office. 

Depreciation on office furniture and equipment. 

Tenant’s casualty insurance. 


RMWmereanesp 


L0.3 Gordon anticipates that being positively perceived by the individual who is elected 
mayor will be beneficial for his business. Therefore, he contributes to the campaigns of 
both the Democratic and the Republican candidates. The Republican candidate is 
elected mayor. Can Gordon deduct any of the political contributions he made? 


LO.3 Carmine, Inc., a tobacco manufacturer, incurs certain expenditures associated with 
political contributions and lobbying activities. Which of these expenditures can be 
deducted? 


Payments to Washington, D.C. law firm to lobby members of Congress $800,000 
Payments to Washington, D.C. law firm to lobby the head of the FDA 25,000 
Payments to Richmond law firm to lobby members of the state 

legislature 50,000 
Payments to Lexington law firm to lobby members of the Lexington 

City Council 5,000 
Political contribution to Committee to Reelect the Mayor of Lexington 6,000 


. LO.3 Agnes, an executive of a large corporation, receives a salary of $1.5 million. Taylor, 


who is an executive of another large corporation, receives a salary of $1.3 million. Agnes’s 
corporation is permitted to deduct all of her salary while Taylor’s corporation is permitted 
to deduct only part of his. Assuming both salaries are reasonable, explain the result. 


LO.3 Ralph is the owner of a restaurant in Worcester and is considering expanding to 
Cambridge. He can purchase either an existing restaurant or an economy hotel (that 


Lih<= 
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does not offer food services). What are the tax consequences to Ralph as to the costs 
incurred in investigating each of these businesses? 


24. L0.3 Emma conducts an activity that is a hobby. Her expenses associated with the hobby 
exceed the income. Explain why the hobby, even though operated at a loss, results in an 
increase in Emma’s taxable income. 


25. L0.3 Discuss the tax treatment of the rental of a vacation home if during the year it is: 
a. Rented 10 days; used personally for 100 days. 
b. Rented 130 days; used personally for 12 days. 
c. Rented 250 days; used personally for 40 days. 


26. LO.3 Under what circumstances may a taxpayer deduct a rental loss associated with a 
vacation home? 


27. L0.3 Karen and Andy own a beach house. They have an agreement with a rental agent to 


rent it up to 200 days per year. For the past three years, the agent has been successful in 
renting it for 200 days. Karen and Andy use the beach house for one week during the 
summer and one week during Thanksgiving. Their daughter, Sarah, a college student, 
has asked if she and some friends can use the beach house for the week of spring break. 
Advise Karen and Andy how they should respond and identify any relevant tax issues. 


28. LO.3 Hank was transferred from Phoenix to North Dakota on March 1 of the current 
year. He immediately put his home in Phoenix up for rent. The home was rented May 1 
to November 30 and was vacant during the month of December. It was rented again on 
January | for six months. What expenses, if any, can Hank deduct on his return? Which 
deductions are forAGI and which ones are from AGI? 


29. LO.3 Erika would like to help Hillary and James, her daughter and son-in-law, with their 


short-term financial problems. To help them avoid foreclosure, she proposes to make the 
monthly mortgage payments on their home for the past six months. Erika’s preference is 
to make the payments directly to the mortgage company. However, she is willing to give 
the money to Hillary and James who would then make the payments. Advise Erika on 
which option, if either, offers preferential tax treatment to her. 


30. LO.3 Edna incurs various legal fees in obtaining a divorce. Which types of expenses 
associated with the divorce are deductible by Edna, and which are not? 


31. LO0.3 a. Which of the following are related parties under § 267? 


Father 

Brother 

Niece 

Sister-in-law 

Cousin 

Grandson 

Corporation and a shareholder who owns 59% of the stock 


b. What negative tax consequences can result from being classified as a related party? 


32. LO.3 Jake owns City of Charleston bonds with an adjusted basis of $100,000. During the 
year, he receives interest payments of $4,000. Jake partially financed the purchase of the 
bonds by borrowing $70,000 at 6% interest. Jake’s interest payments on the loan this year 
are $4,100, and his principal payments are $1,000. 

a. Should Jake report any interest income this year? 
b. Can Jake deduct any interest expense this year? 


PROBLEMS _ ; | : _ = 


33. LO.1 Sandra is an attorney. She incurs the following expenses when she and her 
employee, Fred, attend the American Bar Association convention in San Francisco: 


Conference registration: 
Sandra $800 — 
Fred 800 
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Airline tickets from Pittsburgh to San Francisco: 


Sandra $900 

Fred 400 
Lodging in San Francisco: 

Sandra 650 

Fred 350 
Rental car in San Francisco: 

Sandra 325 

Fred -0- 


Calculate the effect of these expenses on Sandra’s AGI. 


L0.1 Daniel is single and has the following income and expenses in 2009: 


Salary income $60,000 _ CHEST 
Net rent income 6,000 ~ ~ \, SO 
Dividend income 3,500 

Payment of alimony 12,000 + 

Mortgage interest on residence 4,900 ¥ 

Property tax on residence 1,200 i ere 
Contribution to traditional IRA 5000 4h ee r 
Contribution to United Church 2,100 eee % 
Loss on the sale of real estate (held for investment) 2,000 “ 

Medical expenses 3,250 ; 

State income tax 300 v 

Federal income tax 7,000 


a. Calculate Daniel’s AGI. 
b. Should Daniel itemize his deductions from AGI or take the standard deduction? 


L0.1 Julie is a student and earns $9,000 working part-time at the college ice cream shop 
in 2009. She has no other income. Her medical expenses for the year totaled $2,700. 
During the year, she suffered a casualty loss of $3,500 when her apartment burned. Julie 
contributed $1,950 to her church. On the advice of her parents, Julie is trying to decide 
whether to contribute $1,000 to the traditional IRA her parents have set up for her. What 
effect would the IRA contribution have on Julie’s itemized deductions? 


LO.1 Drew and his wife Cassie own all of the stock of Thrush. Cassie is the president and 
Drew is the vice president. Cassie and Drew are paid salaries of $400,000 and $300,000, 
respectively, each year. They consider the salaries to be reasonable based on a 
comparison with salaries paid for comparable positions in comparable companies. They 
project Thrush’s taxable income for next year, before their salaries, to be $800,000. They 
decide to place their four teenage children on the payroll and to pay them total salaries 
of $100,000. The children will each work about five hours per week for Thrush. 

a. What are Drew and Cassie trying to achieve by hiring the children? 

b. Calculate the tax consequences of hiring the children on Thrush, and on Drew and 

Cassie’s family. 


L0.1 Mary incurs the following losses during the current tax year: 


Sale of bedroom suite $ 1,200 - 

Sale of personal use car 9,000; ».,,| 
Sale of personal residence 14,000 ) | 
Sale of Green Corporation stock 3,000 | 

Sale of City of York bonds 4,500 

Theft of uninsured business use notebook computer 2,000 


Calculate Mary’s deductible losses. 


LO.2 The income statement for Monroe’s business shows the following revenues and 
expenses for 2009, the initial year of operations: 


Sales revenue (including $19,000 credit sales uncollected at year-end) $95,000 
Wage expenses (including $3,000 unpaid at year-end) 29,000 
Office expenses (supplies, copying, etc.) 2,000 


ae). 
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Bad debt expense (of the $4,000 reserve established, $500 was 


written off as being currently uncollectible) $4,000 
Utilities and telephone expense* 5,400 
Insurance expense* 4,000 
Rent expense (January 1, 2009-January 31, 2010) 9,750 


*Amount incurred is the same as the amount paid. 


a. Calculate Monroe’s AGI using the accrual method. 
b. Calculate Monroe’s AGI using the cash method. 


LO.2 Doris, a calendar year taxpayer, is the owner of a sole proprietorship that uses the 


cash method. On November 1, 2009, she leases an office building to use in her business q O 
for $90,000 for an 18-month period. In order to obtain this favorable lease rate, she pays aw 
the $90,000 at the inception of the lease. How much rent expense may Doris deduct on bY 


her 2009 tax return? 


L0.2 Duck, an accrual basis corporation, sponsored a rock concert on December 29, 
2009. Gross receipts were $300,000. The following expenses were incurred and paid as 
indicated: / 


Expense Payment Date 
Rental of coliseum 4 $ 25,000 - December 21, 2009 
Costofgoodssold: ; 
Food 30,000 - December 30, 2009 | 
Souvenirs 60,000 December 30, 2009 
Performers 100,000 ~- January 5, 2010 - 
Cleaning of coliseum 10,000 ~~ February 1, 2010 


Since the coliseum was not scheduled to be used again until January 15, the 
company with which Duck had contracted did not actually perform the cleanup until 
January 8-10, 2010. 

Calculate Duck’s net income from the concert for tax purposes for 2009. 


LO.3 Doug incurred and paid the following expenses during the year: 


© $50 for a ticket for running a red light while he was commuting to work. 

® $100 for a ticket for parking in a handicapped parking space. 

® $200 to an attorney to represent him in traffic court as to the two tickets. 

e $500 to an attorney to draft an agreement with a tenant for a one-year lease on an 
apartment that Doug owns. 

© $1,000 to an attorney to negotiate a reduction in his child support payments. 


Calculate the amount of Doug’s deductible expenses. 


L0.3 Darby runs an illegal numbers racket. His gross revenues are $550,000, and he 
incurs the following expenses: 


Illegal kickbacks $20,000 x 
Salaries 80,000 / 
Rent 24,000 
Utilities and telephone 9,000 ~ 
Bribes to police 25,000% 
Interest 6,000 
Medical insurance premiums for employees 4,000 
Depreciation on equipment 12,000 


a. What is Darby’s net income from this business that is includible in taxable income? 
b. If the business was an illegal drug operation and cost of goods sold was $100,000, 
how would your answer in part (a) differ? 


LO.3 Edward, an attorney, is hired by a major accounting firm to represent it and clients 
in dealing with members of the U.S. Congress. The accounting firm is supporting liability 
reform that would limit the “joint and several” liability of professionals such as attorneys 
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and CPAs. Edward is paid a retainer of $40,000, $50,000 for chargeable time, and 
reimbursement of $12,500 for meal and entertainment expenses incurred in meeting 
with members of Congress and their staffs. Which of these payments to Edward can the 
firm deduct? 


L0.3, 4 Amber, a publicly held corporation, currently pays its president an annual salary 
of $900,000. In addition, it contributes $20,000 annually to a defined contribution 
pension plan for him. As a means of increasing company profitability, the board of 
directors decides to increase the president’s compensation. Two proposals are being 
considered. Under the first proposal, the salary and pension contribution for the 
president would be increased by 30%. Under the second proposal, Amber would 
implement a performance-based compensation program that is projected to provide 
about the same amount of additional compensation and pension contribution for the 
president. 
a. Evaluate the alternatives from the perspective of Amber, Inc. 
b. Prepare a letter to Amber’s board of directors that contains your recommendations. 
Address the letter to the board chairperson, Agnes Riddle, whose address is 100 
James Tower, Cleveland, OH 44106. 


L0.3 Vermillion, Inc., a publicly held corporation, pays the following salaries to its 
executives: 


Retirement Plan 


Salary Bonus Contribution 
CEO $2,000,000 $100,000 $80,000 
Executive vice president 1,800,000 90,000 72,000 
Treasurer 1,600,000 -0- 64,000 
Marketing vice president 1,500,000 75,000 60,000 
Operations vice president 1,400,000 70,000 56,000 
Distribution vice president 1,200,000 60,000 48,000 
Research vice president 1,100,000 -0- 44,000 


Controller 800,000 -0- 32,000 


Vermillion normally does not pay bonuses, but after reviewing the results of operations 
for the year, the board of directors decided to pay a 5% bonus to selected executives. 
What is the amount of these payments that Vermillion may deduct? 


L0.3 Joanne, the owner of a very successful restaurant chain, is exploring the possibility 
of expanding the chain into a city in the neighboring state. She incurs $32,000 of 
expenses associated with this investigation. Based on the regulatory environment for 
restaurants in the city, she decides not to expand. During the year, she also investigates 
opening a hotel that will be part of a national hotel chain. Her expenses for this are 
$54,000. The hotel begins operations on November 1. Determine the amount that 
Joanne can deduct in the current year for investigating these two businesses. 


L0.3 Tim traveled to a neighboring state to investigate the purchase of two restaurants. 

His expenses included travel, legal, accounting, and miscellaneous expenses. The total 

was $30,000. He incurred the expenses in June and July 2009. Under the following 

circumstances, what can Tim deduct in 2009? 

a. Tim was in the restaurant business and did not acquire the two restaurants. 

b. Tim was in the restaurant business and acquired the two restaurants and began oper- 
ating them on October 1, 2009. 

c. Tim did not acquire the two restaurants and was not in the restaurant business. 

d. Tim acquired the two restaurants, but was not in the restaurant business when he 
acquired them. Operations began on September 1, 2009. 


LO.3 Louis makes macramé animals in his spare time. He sold $9,000 worth of animals 
during the year and incurred expenses as follows: 


Supplies $6,000 
Depreciation on business property 4,000 
Advertising 2,000 
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His AGI, without considering the effect of the sales of the macramé animals, is $100,000. 
Calculate Louis’s AGI if the activity is: 

a. Ahobby. 

b. A business. 


49. LO.3 Sandra, an orthodontist, is single and has net earnings of $90,000 from her 
practice. In addition, she collects antique books that she buys and sells at antique shows. 


She participates in six to eight weekend shows per year. Her income and expenses for the 
current year are as follows: 


Revenue from sale of antique books $22,000 

Expenses 
Cost of goods sold 12,000 
Show registration costs 3,000 
Advertising 1,000 
Dealer's license—annual fee 500 
Insurance 900 
Depreciation of display cases 1,200 


Sandra has no other items that would affect her AGI. Itemized deductions consisting of 
taxes, interest, and charitable contributions are $19,000. Calculate Sandra’s taxable 
income if the antique book activity is classified as: 

a. Ahobby. 

b. A business. 


50. LO.3 Adelene, who lives in a winter resort area, rented her personal residence for 14 days 
while she was visiting Brussels. Rent income was $5,000. Related expenses for the year 
were as follows: 


Real property taxes $ 3,800 
Mortgage interest 7,500 
Utilities 3,700 
Insurance 2,500 
Repairs 2,100 
Depreciation 15,000 


Determine the effect on Adelene’s AGI. 


51. LO.3 During the year (not a leap year), Anna rented her vacation home for 45 days, used 
it personally for 20 days, and left it vacant for 300 days. She had the following income and 


Expenses: 

Rent income $ 7,000 

Expenses 
Real estate taxes 2,500 
Interest on mortgage 9,000 
Utilities 2,400 
Repairs 1,000 
Roof replacement (a capital expenditure) 12,000 
Depreciation 7,000 


a. Compute Anna’s net rent income or loss and the amounts she can itemize on 
her tax return, using the court’s approach to allocating property taxes and 


interest. 
b. How would your answer in part (a) differ using the IRS’s method of allocating prop- 


erty taxes and interest? 


52. LO.3 How would your answer in Problem 51 differ if Anna had rented the house for 
87 days and had used it personally for 13 days? 


53. LO.1, 3 Chee, single, age 40, had the following income and expenses during the year 
(not a leap year): 
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Income 
Salary $43,000 
Rental of vacation home (rented 60 days, used 
personally 60 days, vacant 245 days) 4,000 
Municipal bond interest 2,000 
Dividend from General Electric 400 
Expenses 
Interest 
On home mortgage 8,400 
On vacation home 4,758 
On loan used to buy municipal bonds 3,100 
Taxes 
Property tax on home $2,200 
Property tax on vacation home 1,098 
State income tax 3,300 
State sales tax 900 
Charitable contributions 1,100 
Tax return preparation fee 300 
Utilities and maintenance on vacation home 2,600 
Depreciation on rental 50% of vacation home 3,500 


Calculate Chee’s taxable income for the year before personal exemptions. 


54. L0.1, 3, 4 Velma and Clyde operate a retail sports memorabilia shop. For the current 


year, sales revenue is $50,000 and expenses are as follows: 


Cost of goods sold $19,000 
Advertising 1,000 
Utilities 2,000 
Rent 4,000 
Insurance 1,500 
Wages to Boyd 7,000 


Velma and Clyde pay $7,000 in wages to Boyd, a part-time employee. Since this amount is 
$1,000 below the minimum wage, Boyd threatens to file a complaint with the appropriate 
Federal agency. Although Velma and Clyde pay no attention to Boyd’s threat, Chelsie 
(Velma’s mother) gives Boyd a check for $1,000 for the disputed wages. Both Velma and 
Clyde ridicule Chelsie for wasting money when they learn what she has done. The retail 
shop is the only source of income for Velma and Clyde. 

a. Calculate Velma and Clyde’s AGI. 

b. Can Chelsie deduct the $1,000 payment on her tax return? 

c. Howcould the tax position of the parties be improved? 


55. L0.3, 4 Amos is purchasing a business from Amanda. The amount being paid exceeds 
the fair market value of the identifiable assets of the business by $750,000. Advise Amos 
on the tax consequences of the $750,000 being allocated to goodwill versus it being 
allocated to a 12-year covenant not to compete. 


o S : 56. L0.3, 4 Jay’s sole proprietorship has the following assets: 


Fair 
Market 

Basis Value 
Cash $ 10,000 $ 10,000 
Accounts receivable 18,000 18,000 
Inventory 25,000 30,000 
Patent 22,000 40,000 
Land 50,000 75,000 
$125,000 $173,000 


ee 
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The building in which Jay’s business is located is leased. The lease expires at the end 
of the year. 

Jay is age 70 and would like to retire. He expects to be in the 35% tax bracket. Jay is 
negotiating the sale of the business with Lois, a key employee. They have agreed on the 
fair market value of the assets, as indicated above, and agree the total purchase price 
should be about $200,000. 

a. Advise Jay regarding how the sale should be structured. 
b. Advise Lois regarding how the purchase should be structured. 
c.. What might they do to achieve an acceptable compromise? 


LO.3, 4 Eleanor Saxon sold stock (basis of $65,000) to her brother, Ridge, for $60,000, 
the fair market value. 


a. Whatare the tax consequences to Eleanor? 

b. What are the tax consequences to Ridge if he later sells the stock for $75,000? For 
$52,000? For $64,000? 

c. Write a letter to Eleanor in which you inform her of the tax consequences if she sells 
the stock to Ridge for $60,000 and explain how a sales transaction could be struc- 
tured that would produce better tax consequences for her. Eleanor’s address is 32 
Country Lane, Lawrence, KS 66045. 


LO.3 The Robin Corporation is owned as follows: 


Isabelle 26% 
Peter, Isabelle’s husband 19% 
Sonya, lsabelle’s mother 15% 
Reggie, Isabelle’s father 25% 
Quinn, an unrelated party 15% 


Robin is on the accrual basis, and Isabelle and Peter are on the cash basis. Isabelle and Pe- 
ter each loaned the Robin Corporation $40,000 out of their separate funds. On Decem- 
ber 31,2009, Robin accrued interest at 7% on both loans. The interest was paid on 
February 4, 2010. What is the tax treatment of this interest expense/income to Isabelle, 
Peter, and Robin? 


L0.3 What is Karla’s constructive ownership of Wren Corporation if the 3,100 shares of 
Wren are held as follows? 


Karla 800 
Samantha, Karla’s aunt 500 
Barbara, Karla’s partner 130 
Vera, Karla’s granddaughter 670 
Unrelated parties 1,000 


LO.3 Chris has a brokerage account and buys on the margin, which resulted in an 
interest expense of $15,000 during the year. Income generated through the brokerage 
account was as follows: 


Municipal interest $ 40,000 
Taxable dividends and interest 160,000 


How much investment interest can Chris deduct? 


L0.1 Lee incurred the following expenses in the current tax year. Indicate, in the spaces 
provided, whether each expenditure is deductible for AGI, from AGI, or not deductible. 


Deductibl 
eductible Not 
Expense Item For AGI FromAGI Deductible 
Lee’s personal medical expenses 
Lee’s dependent daughter's medical expenses 
\ 


Real estate taxes on Lee’s rental property 
Real estate taxes on Lee’s personal residence \ 


Real estate taxes on daughter's personal 3 
residence ea see aN 
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Deductible Not 
Expense Item For AGI FromAGI Deductible 
f.  Lee’s state income taxes pata ett iy es 
g. Interest on Lee’s rental property mortgage elles as 
h. Interest on Lee’s personal residence mortgage ____ v ——— 
i. Interest on daughter's personal residence a 
mortgage eres a 
j Interest on Lee’s business loans eo ee = dibs 
k. __Lee’s charitable contributions C ete | RNY eww 
1. | Depreciation on Lee’s rental property V th eS a 
Depreciation on auto used in Lee’s business Vv ae heirs. 
n. Depreciation on Lee’s personal use auto sages Maal pie des 
o. Depreciation on daughter’s personal use auto toe: ire 
CUMULATIVE PROBLEMS 
62. Helen Archer, age 38, is single and lives at 120 Sanborne Avenue, Springfield, IL 60740. 


Her Social Security number is 123-45-6789. Helen has been divorced from her former 

H&R BLOCK husband, Albert, for three years. She has a son, Jason, who is age 17, and a daughter, 

axCut June, who is age 18. Jason’s Social Security number is 111—11-1111 and June’s is 123—45— 
6788. Helen does not wish to contribute $3 to the Presidential Election Campaign Fund. 

Helen, an advertising executive, earned a salary of $66,000 in 2008. Her employer 
withheld $7,700 in Federal income tax, $3,100 in state income tax, and the appropriate 
amount of FICA tax: $4,092 for Social Security tax and $957 for Medicare tax. 

Helen has legal custody of Jason and June. The divorce decree provides that Helen 
is to receive the dependency deductions for the children. Jason lives with his father 
during summer vacation. Albert indicates that his expenses for Jason are $11,000. Helen 
can document that she spent $5,500 for Jason’s support during 2008. In prior years, 
Helen gave a signed Form 8332 to Albert regarding Jason. For 2008, she has decided not 
to do so. Helen provides all of June’s support. 

Helen’s mother died on January 7, 2008. Helen inherited assets worth $400,000 
from her mother. As the sole beneficiary of her mother’s life insurance policy, Helen 
received insurance proceeds of $250,000. Her mother’s cost basis for the life insurance 
policy was $70,000. Helen’s favorite aunt gave her $12,000 for her birthday in October. 

On November 8, 2008, Helen sells for $19,000 Amber stock that she had purchased for 
$23,000 from her first cousin, Walt, on December 5, 2003. Walt’s cost basis for the stock was 
$26,000, and the stock was worth $23,000 on December 5, 2003. On December 1, 2008, 
Helen sold Falcon stock for $12,000. She had acquired the stock on July 2, 2006, for $7,000. 

An examination of Helen’s records reveals that she received the following: 


® Interest income of $1,800 from First Savings Bank. 

° Groceries valued at $500 from a local grocery store for being the 100,000th customer. 
® Qualified dividend income of $600 from Amber. 

® Interest income of $3,500 on City of Springfield school bonds. 

® Alimony of $12,000 from Albert. 


® Distribution of $4,200 from ST Partnership. Her distributive share of the partnership 
passive taxable income was $4,800. 


From her checkbook records, she determines that she made the following payments dur- 
ing 2008: 


® Charitable contributions of $2,100 to First Presbyterian Church and $1,000 to the 
American Red Cross (proper receipts obtained). 

® Mortgage interest on her residence of $6,500. 

© Property taxes of $3,100 on her residence and $900 on her car. 

° Estimated Federal income taxes of $3,300 and estimated state income taxes of $1,000. 
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* Medical expenses of $5,000 for her and $800 for Jason. In December her medical insur- 
ance policy reimbursed $1,200 of her medical expenses. 

° A $1,000 ticket for parking in a handicapped space. 

® Attorney’s fees of $250 associated with unsuccessfully contesting the parking ticket. 

* Contribution of $200 to the campaign of a candidate for governor. 

e Since she did not maintain records of the sales tax she paid, she calculates the amount 
from the sales tax table to be $994. 


Calculate Helen’s net tax payable or refund due for 2008. If you use tax forms, you will 
need Form 1040 and Schedules A, B, D, and E. Suggested software: TaxCut. 


63. John and Mary Jane Sanders are married, filing jointly. Their address is 204 Shoe Lane, 
Blacksburg, VA 24061. They are expecting their first child in early 2010. John’s salary in 


2009 was $90,000, from which $20,200 of Federal income tax and $4,700 of state income 
tax were withheld. Mary Jane made $50,000 and had $3,000 of Federal income tax and 


$3,100 of state income tax withheld. The appropriate amount of FICA tax was withheld for 
John and for Mary Jane: for John, Social Security tax of $5,580 and Medicare tax of $1,305; 

for Mary Jane, Social Security tax of $3,100 and Medicare tax of $725. John’s Social Security 

number is 111—11—1111, and Mary Jane’s Social Security number is 123—45-6789. 

John and Mary Jane are both covered by their employer’s medical insurance policies 
with three-fourths of the premiums being paid by the employers. The total premiums 
were $6,000 for John and $4,200 for Mary Jane. Mary Jane received medical benefits of 
$6,200 under the plan. John was not ill during 2009. 

John makes child support payments of $12,000 for his son, Rod, who lives with June, 
John’s former spouse, except for two months in the summer when he visits John and 
Mary Jane. At the time of the divorce, John worked for a Fortune 500 company and 
received a salary of $250,000. As a result of corporate downsizing, he lost his job. 

Mary Jane’s father lived with them until his death in November. His only sources of 
income were salary of $1,900, unemployment compensation benefits of $3,500, and 
Social Security benefits of $3,200. Of this amount, he deposited $4,800 in a savings 
account. The remainder of his support of $9,000, which included funeral expenses of 
$5,100, was provided by John and Mary Jane. 

Other income received by the Sanderses was as follows: 


Interest on certificates of deposit $3,500 
Share of S corporation taxable income (distributions from 

the S corporation to Mary Jane were $600) 1,200 
Award received by Mary Jane from employer for 

outstanding suggestion for cutting costs 1,500 


John has always wanted to operate his own business. In October 2009, he incurred 
expenses of $10,000 in investigating the establishment of a retail computer franchise. 
With the birth of their child expected next year, however, he decides to forgo self 
employment for at least a couple of years. 

John and Mary Jane made charitable contributions of $4,000 during the year and paid 
an additional $1,200 in state income taxes in 2009 upon filing their 2008 state income tax 
return. Their deductible home mortgage interest was $7,500, and their property taxes 
came to $4,500. They paid sales taxes of $1,700 for which they have receipts. 


Part 1—Tax Computation 
Calculate John and Mary Jane’s tax (or refund) due for 2009. 


Part 2—Tax Planning 

Assume that the Sanderses come to you for advice in December 2009. John has learned 
that he will receive a $30,000 bonus. He wants to know if he should take it in December 
2009 or in January 2010. Mary Jane will quit work on December 31 to stay home with the 
baby. Their itemized deductions will decrease by $3,100 because Mary Jane will not have 
state income taxes withheld. Mary Jane will not receive the employee award in 2010. She 
expects the medical benefits received to be $9,000. The Sanderses expect all of their 
other income items to remain the same in 2010. Write a letter to John and Mary Jane that 
contains your advice and prepare a memo for the tax files. 
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RESEARCH PROBLEMS 


i} THOMSON REUTERS Note: Solutions to Research Problems can be prepared by using the Checkpoint” 

Checkpoint® Student Edition Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. Robin, Inc., acquired all the assets of Sparrow, Inc. In addition, Robin 
assumed certain liabilities of Sparrow. Robin agreed that it would be legally responsible for 
any judgment in a patent infringement claim being litigated against Sparrow. Experts’ 
opinions indicated that the likelihood that a contingent liability would result was remote 
(i.e., between 0% and 5%). 

After a trial, a jury concluded that patent infringement had occurred and awarded a 
judgment of $5 million. Robin paid the $5 million and deducted it as an ordinary and 
necessary business expense. Upon audit, the IRS reclassified the $5 million payment and 
treated it as a capital expenditure under § 263. Evaluate the positions taken by Robin 
and by the IRS. 


COMMUNICATIONS Research Problem 2. Gray Chemical Company manufactured pesticides that were toxic. Over 
the course of several years, the toxic waste contaminated the air and water around the 


company’s plant. Several employees suffered toxic poisoning, and the Environmental 
Protection Agency cited the company for violations. In court, the judge found Gray guilty 
and imposed fines of $15 million. The company voluntarily set up a charitable fund for the 
purpose of bettering the environment and funded it with $8 million. The company 
incurred legal expenses in setting up the foundation and defending itself in court. The 
court reduced the fine from $15 million to $7 million. 

Gray Chemical Company deducted the $8 million paid to the foundation and the 
legal expenses incurred. The IRS disallowed both deductions on the grounds that the 
payment was, in fact, a fine and in violation of public policy. 

Gray’s president, Ted Jones, has contacted you regarding the deductibility of the 
$7 million fine, the $8 million payment to the foundation, and the legal fees. Write a letter 
to Mr. Jones that contains your advice and prepare a memo for the tax files. Gray’s address 
is 200 Lincoln Center, Omaha, NE 68182. 


Partial list of research aids: 
§§ 162(a) and (f). 
Reg. § 1.162-21(b). 


Research Problem 3. Rex and Agnes Harrell purchased a beach house at Duck, North 
Carolina, in early 2007. Although they intended to use the beach house occasionally for 
recreational purposes, they also planned to rent it through the realty agency that had 
handled the purchase in order to help pay the mortgage payments, property taxes, and 
maintenance costs. Rex is a surgeon, and Agnes is a counselor. 

The beach house was in need of substantial repairs. Rather than hiring a contractor, 
Rex and Agnes decided they would make the repairs themselves. During both high school 
and college, Rex had worked summers in construction. In addition, he had taken an 
advanced course in woodworking and related subjects from a local community college 
several years ago. 

During 2007, according to a log maintained by the Harrells, they occupied the beach 
house 38 days and rented it 49 days. The log also indicated that on 24 of the 38 days that 
they occupied the beach house, one or both of them were engaged in work on the beach 
house. Their two teenage children were with them on all of these days, but did not help 
with the work being done. On their 2007 income tax return, Rex and Agnes, who filed a 
joint return, treated the beach house as a rental property and deducted a pro rata share of 
the property taxes, mortgage interest, utilities, maintenance and repairs, and depreciation 
in determining their net loss from the beach home. An IRS agent has limited the 
deductions to the rent income. He contends that the 14day personal use provision was 
exceeded and that many of the alleged repairs were capital expenditures. Advise the 
Harrells on how they should respond to the IRS. 


Research Problem 4. As a result of a bitter divorce, Arlene found herself with no visible means 


of support. Drawing on her talents as an equestrian, she established a business (an LLC) 
that integrated equestrian activities with a home and barn design activity. 


aa 


— 


CHAPTER 6 Deductions and Losses: In General 


Arlene was an accomplished equestrian and competed frequently and successfully in 
horse shows. These shows enabled her to be recognized in the equestrian community as a 
skilled competitor and to make contact with potential clients. Since she felt direct contact 
and satisfied clients provided the necessary marketing for her business, she chose not to 
advertise in trade publications. All of her client relationships were developed in this manner. 

Her barn designs factored in her knowledge of the idiosyncrasies of each of her 


client’s horses. Because her clients are wealthy “horse people,” the interior design of a 


client’s home often required knowledge related to horses. 

During a seven-year period, Arlene’s equestrian activity produced annual losses, while 
the horse barn and home design activity produced profits. The loss on the equestrian 
activity would have been larger except for recognized gain on the occasional sale of one of 
her horses. On a combined basis, the two activities produced substantial profits in six of the 
seven years. For the loss year, the amount of the loss was small. 

Arlene reported the revenue and expenses of the two activities on a single Schedule 
C. An IRS agent contends that the activities are separate. Although the horse barn and 
home design activity is a trade or business, the equestrian activity is a hobby. Thus, the 
losses from the equestrian activity cannot be used to offset the gains from the design 
activity. Which position is correct? 


Research Problem 5. Professor Shelia Crane is a drama professor at Municipal University with 


an annual salary of $75,000. In addition, Professor Crane is a playwright. She normally writes 
two plays each year. Her revenues and expenses from the playwright activity are as follows: 


Revenues Expenses 
2004 $ -0- $ 9,000 
2005 —0- 7,000 
2006 500 10,000 
2007 4,000 8,500 


2008 —0-— 6,000 


Professor Crane works diligently to get her plays produced. One of her plays has been 
read at Lincoln Center, and two have been performed by local theater groups. In 2004, she 
was awarded a sabbatical, and in 2007, she received a $2,000 summer research grant from 
the university. 

The IRS audited Professor Crane’s 2006 return and classified her playwright activity as 
a hobby. Professor Crane comes to you for advice. 


Research Problem 6. Medical Benefits, Inc., was established pursuant to the California Public 


Benefit Corporation Law. Its articles of incorporation provided that it was “organized and 
operated exclusively for charitable, educational, and scientific purposes.” According to Medical 
Benefits, it operated with a dual purpose. Its primary purpose was to provide caregiving services 
to its members. Its secondary purpose was to furnish its members with medical marijuana and 
instructions for using it to benefit their health pursuant to the California Compassionate Use 
Act of 1996. Recipients paid Medical Benefits a membership fee in consideration of the right to 
receive caregiving services and the right to receive medical marijuana. 

Medical Benefits was tax-exempt in California but not for Federal purposes. Medical 
Benefits’ annual revenues and expenses were approximately the same amount (ie., a 
break-even result). Consequently, any Federal tax liability was either $0 or minimal. 

According to the IRS, all of Medical Benefits’ deductions should be disallowed. Therefore, 
its Federal tax liability should be calculated based solely on its revenues. The basis for the 
disallowance is § 280E (Expenditures in Connection with the Illegal Sale of Drugs). Since 
Medical Benefits was “trafficking in controlled substances,” no deductions are permitted. 

Evaluate the positions taken by Medical Benefits and the IRS. 
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Deductions and Losses: 


Certain Business Expenses 
and Losses 


LEARNING OBJECTIVES 
After completing Chapter 7, you should be able to: 


L0.1 L0.5 


Determine the amount, classification, Recognize and apply the alternative 
and timing of the bad debt tax treatments for research and 
deduction. experimental expenditures. 


LO.2 L0.6 


Understand the tax treatment of Calculate the domestic production 
worthless securities including § 1244 activities deduction. 
stock. 

LO.7 
L0.3 Determine the amount of the net 
Distinguish between deductible operating loss and recognize the 
and nondeductible losses of impact of the carryback and carryover 
individuals. provisions. 
L0.4 L0.8 
Identify a casualty and determine the Identify tax planning opportunities in 
amount, classification, and timing of deducting certain business expenses, 
casualty and theft losses. business losses, and personal losses. 


7-2 PARTIIL Deductions 


FRAMEWORK: 
_ Tax Formula 


for Individuals 


This framework for individual 
taxation is based onthe ~ 


Income Tax Formula in 
Figure 3.1. The portions 
of the formula that are 


boldfaced are covered in — 


this chapter. Below those 
portions are shown the 
sections of Form 1040 
where the results are 
reported. 
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Income (broadly conceived ) 

Less: Exclusions . 

GiOSS'IICONMNG cs, en. Seria det. APL ee ee a i PR id. $XX,XXX 
Less: Deductions for adjusted gross income 


12 Business income or (loss). Attach Schedule C or C-EZ . 
35 Domestic production activities deduction. Attach Form 8903 


Adjusted gross income 
Less: The greater of total itemized deductions or the standard deduction 


FORM 1040 (p. 2) 


Itemized deductions (from Schedule A) or your standard deduction (see left margin) i 


Personal and dependency exemptions 
Taxable income 
Tax on taxable income (see tax Tables or Tax Rate Schedules ) 
Less: Tax credits (including income taxes withheld and prepaid ) 
Tax due (or refund ) 


THE BIG PICTURE 


LOSSES 


Martha is nearing the end of a year that she would like to forget. Several years ago 
she loaned a friend $25,000 to enable him to start a business. The friend had made 
scheduled payments of $7,000 ($1,000 of this was interest) when he unexpectedly 
died in January. At the time of his death, he was insolvent. Martha’s attempts to col- 
lect on the debt were fruitless. 

Last October Martha invested $50,000 in the stock of a pharmaceutical company 
that previously had been profitable. However, as a result of losing a patent infringe- 
ment suit, the company declared bankruptcy in May of this year. Martha is notified 
by the bankruptcy trustee that she can expect to receive nothing from the company. 

Martha has owned and operated a bookstore as a sole proprietorship for the past 
10 years. The bookstore previously has produced annual profits of about $75,000. 
Due to a chain bookstore opening down the street, Martha’s bookstore sustained a 
net loss of $180,000 this year. 

In September, Hurricane Gustav caused a large oak tree to blow over onto 
Martha’s house. The cost of removing the tree and making repairs was $32,000. 
Martha received a check for $25,000 from her insurance company in final settlement 
of the claim. Her adjusted basis for the house was $280,000. 

Can you help to relieve Martha’s feeling of hopelessness by making her aware of 
beneficial loss provisions in the tax law? 


eae 
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orking with the tax formula for individuals requires the proper classifica- 

tion of items that are deductible for adjusted gross income (AGI) and 

items that are deductions from AGI (itemized deductions). Business 
expenses and losses, discussed in this chapter, are reductions of gross income to 
arrive at the taxpayer’s AGI. Expenses and losses incurred in connection with a trans- 
action entered into for profit and attributable to rents and royalties are deducted for 
AGI. All other expenses and losses incurred in connection with a transaction 
entered into for profit are deducted from AGI. 

The situation of Robert P. Groetzinger provides an interesting insight into the im- 
portance of the proper classification for the individual taxpayer. Groetzinger termi- 
nated his employment with a private company and devoted virtually all of his 
working time to pari-mutuel wagering on dog races. He had no other profession or 
employment, and his only sources of income, apart from his gambling winnings, 
were interest, dividends, and sales from investments. During the tax year in question, 
he went to the track six days a week and devoted 60 to 80 hours per week to prepar- 
ing and making wagers on his own account. 

The tax question that this case presents is whether Groetzinger’s gambling activ- 
ities constitute a trade or business. If the gambling is a trade or business, his gam- 
bling losses are deductions for AGI. If the gambling activity is not a trade or business, 
the losses are itemized deductions, and Groetzinger’s taxes increase by $2,142." 

Deductible losses on personal use property are deducted as an itemized deduc- 
tion. Itemized deductions are deductions from AGI. While the general coverage of 
itemized deductions is in Chapter 10, casualty and theft losses on personal use prop- 
erty are discussed in this chapter. 

In determining the amount and timing of the deduction for bad debts, proper 
classification is again important. A business bad debt is classified as a deduction for 
AGI, and a nonbusiness bad debt is classified as a short-term capital loss. 

Other topics discussed in Chapter 7 are research and experimental expenditures, 
the domestic production activities deduction, and the net operating loss deduction. 


7.1 Bap DEBTS 


If a taxpayer sells goods or provides services on credit and the account receivable 
subsequently becomes worthless, a bad debt deduction is permitted only if income 
arising from the creation of the account receivable was previously included in 
income.” No deduction is allowed, for example, for a bad debt arising from the sale 
of a product or service when the taxpayer is on the cash basis because no income is 
reported until the cash has been collected. Permitting a bad debt deduction for a 
cash basis taxpayer would amount to a double deduction because the expenses of 
the product or service rendered are deducted when payments are made to suppliers 
and to employees, or at the time of the sale. 


SO MRE SESE RISES, FS I OES 


Ree 


LO.1 


Determine the amount, 


classification, and timing of the 
bad debt deduction. 


Tracy, an individual engaged in the practice of accounting, performed accounting WS EXAMPLE 10” 


ices for Pat for which she charged $8,000. Pat never paid the bill, and his whereabouts 
are unknown. 

If Tracy is an accrual basis taxpayer, she includes the $8,000 in income when the ser- 
vices are performed. When she determines that Pat’s account will not be collected, she 
deducts the $8,000 as a bad debt expense. 

If Tracy is a cash basis taxpayer, she does not include the $8,000 in income until pay- 
ment is received. When she determines that Pat's account will not be collected, she cannot 
deduct the $8,000 as a bad debt expense because it was never recognized as income. @ 


A bad debt can also result from the nonrepayment of a loan made by the taxpayer 
or from purchased debt instruments. 


1 Groetzinger v. Comm., 85-2 USTC 49622, 56 AFTR2d 85-5683, 771 F.2d 269 "Reg. § 1.166-1(e). 
(CA~7, 1985). 
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A Bap Dest DEDUCTION? Pur are er es 


TSX 


Jake and Mary Snow are residents of the state of New York. performing plumbing services. Jake received : a Form W-2 _ 
They are cash basis taxpayers and file a joint return for the that reported $50,000 for wages paid. He also maintains that — 
calendar year. Jake is a licensed master plumber. Two years _ the city has not paid him $35,000 for work he performed. 
ago, Jake entered into a contract with New York City to per- Jake is considering claiming a $35,000 business bad debt on 
form plumbing services. During the current year, Jake was his tax return. Evaluate Jake’s plan. 
declared to be in breach of the contract, and he ceased 


*§ 166(a) and Reg. § 1.166. 


SPECIFIC CHARGE-OFF METHOD 


Taxpayers (other than certain financial institutions) may use only the specific charge- 
off method in accounting for bad debts. Certain financial institutions are allowed to 
use the reserve method for computing deductions for bad debts. 

A taxpayer using the specific charge-off method may claim a deduction when a 
specific business debt becomes either partially or wholly worthless or when a specific 
nonbusiness debt becomes wholly worthless.’ For the business debt, the taxpayer 
must satisfy the IRS that the debt is partially worthless and must demonstrate the 
amount of worthlessness. 

If a business debt previously deducted as partially worthless becomes totally worth- 
less in a future year, only the remainder not previously deducted can be deducted in 
the future year. 

In the case of total worthlessness, a deduction is allowed for the entire amount in 
the year the debt becomes worthless. The amount of the deduction depends on the 
taxpayer’s basis in the bad debt. If the debt arose from the sale of services or prod- 
ucts and the face amount was previously included in income, that amount is deduct- 
ible. If the taxpayer purchased the debt, the deduction is equal to the amount the 
taxpayer paid for the debt instrument. 

One of the more difficult tasks is determining if and when a bad debt is worthless. 
The loss is deductible only in the year of partial or total worthlessness for business 
debts and only in the year of total worthlessness for nonbusiness debts. Legal pro- 
ceedings need not be initiated against the debtor when the surrounding facts indi- 
cate that such action will not result in collection. 


In 2007, Ross loaned $1,000 to Kay, who agreed to repay the loan in two years. In 2009, 
Kay disappeared after the note became delinquent. If a reasonable investigation by 
Ross indicates that he cannot find Kay or that a suit against Kay would not result in col- 
lection, Ross can deduct the $1,000 in 2009. = 


Bankruptcy is generally an indication of at least partial worthlessness of a debt. 
Bankruptcy may create worthlessness before the settlement date. If this is the case, 
the deduction may be taken in the year of worthlessness. 


In Example 2, assume that Kay filed for personal bankruptcy in 2008 and that the debt 
is a business debt. At that time, Ross learned that unsecured creditors (including Ross) 
were ultimately expected to receive 20 cents on the dollar. In 2009, settlement is made 
and Ross receives only $150. He should deduct $800 ($1,000 loan — $200 expected set- 
tlement) in 2008 and $50 in 2009($200 balance — $150 proceeds). m 
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-_— f Specific Charge-Off Method 


Expense deduction and account write-off _ The expense arises and the write-off takes place when a specific business 
account becomes either partially or wholly worthless or when a specific 
nonbusiness account becomes wholly worthless. 

Recovery of accounts previously written off If the account recovered was written off during the current taxable year, 

the write-off entry is reversed. If the account recovered was written off 
during a previous taxable year, income is created subject to the tax 
benefit rule. 


If a receivable has been written off as uncollectible during the current tax year 
and is subsequently collected during the current tax year, the write-off entry is 
reversed. If a receivable has been written off as uncollectible, the collection of the re- 
ceivable in a later tax year may result in income being recognized. Income will result 
if the deduction yielded a tax benefit in the year it was taken. See Examples 40 and 
41 in Chapter 5. 


BUSINESS VERSUS NONBUSINESS BAD DEBTS 


A nonbusiness bad debt is a debt unrelated to the taxpayer’s trade or business either 
when it was created or when it became worthless. The nature of a debt depends on 
whether the lender was engaged in the business of lending money or whether there 
is a proximate relationship between the creation of the debt and the lender’s trade 
or business. The use to which the borrowed funds are put by the debtor is of no con- 
sequence. Loans to relatives or friends are the most common type of nonbusiness 
bad debt. 


Jamil loaned his friend, Esther, $1,500. Esther used the money to start a business, which | EXAMPLE 4S 


subsequently failed. Even though the proceeds of the loan were used in a business, the 
loan is anonbusiness bad debt because the business was Esther’s, not Jamil’s. @ 


The distinction between a business bad debt and a nonbusiness bad debt is impor- 
tant. A business bad debt is deductible as an ordinary loss_in_ the yearincurred, 
whereas a nonbusiness bad debt is always treated as a short-term capital loss. Thus, 
regardless of the age of a nonbusiness bad debt, the deduction may be of limited 
benefit due to the limitations on capital loss deductibility in any one year. The maxi- 
mum amount of a net short-term capital loss that an individual can deduct against 
ordinary income in any one year is $3,000 (see Chapter 16 for a detailed discussion). 
Although no deduction is allowed when a nonbusiness bad debt is partially 
worthless, the taxpayer is entitled to deduct the net amount of the loss upon final 
settlement. 

The following example is an illustration of business bad debts adapted from the 


Regulations.* 


In 2008, Leif sold his business but retained a claim (note or account receivable) against 
Bob. The claim became worthless in 2009. Leif’s loss is treated as a business bad debt 
because the debt was created in the conduct of his former trade or business. Leif is 
accorded business bad debt treatment even though he was holding the note as an in- 
vestor and was no longer in a trade or business when the claim became worthless. @ 


‘Reg. en 166-5(d). 
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The nonbusiness bad debt provisions are not applicable to corporations. It is 
assumed that any loans made by a corporation are related to its trade or business. 
Therefore, any bad debts of a corporation are business bad debts. 


LOANS BETWEEN RELATED PARTIES 


Loans between related parties (especially family members) raise the issue of whether 
the transaction was a bona fide loan or a gift. The Regulations state that a bona fide 
debt arises from a debtor-creditor relationship based on a valid and enforceable obli- 
gation to pay a fixed or determinable sum of money. Thus, individual circumstances 
must be examined to determine whether advances between related parties are gifts 
or loans. Some considerations are these: 


e Wasa note properly executed? 

e Was there a reasonable rate of interest? 
e Was collateral provided? 

e What collection efforts were made? 

e What was the intent of the parties? 


EXAMPLE 6 : Lana loans $2,000 to her widowed mother for an operation. Lana’s mother owns no 


property and is not employed, and her only income consists of Social Security benefits. 
No note is issued for the loan, no provision for interest is made, and no repayment date 
is mentioned. In the current year, Lana’s mother dies, leaving no estate. Assuming the 
loan is not repaid, Lana cannot take a deduction for a nonbusiness bad debt because 
the facts indicate that no debtor-creditor relationship existed. ™ 


7.2, WORTHLESS SECURITIES 


EP SRI SESE SRE Eee SSP I SR SE REAR PSE ET I ES RR AAP 


L0.2 A loss is allowed for securities that become completely worthless during the year 
Upcerceahaithetactreammientot (worthless securities) .° Such securities are shares of stock, bonds, notes, or other evi- 
worthless securities including dence of indebtedness issued by a corporation or government. The losses generated 
§ 1244 stock. are treated as capital losses deemed to have occurred on the last day of the taxable 


year. By treating the loss as having occurred on the last day of the taxable year, a loss 
that would otherwise have been classified as short term (if the date of worthlessness 
was used) may be classified as a long-term capital loss. Capital losses may be of lim- 
ited benefit due to the $3,000 capital loss limitation.® 


PRAM ERE 7 Ali, a calendar year taxpayer, owns stock in Owl Corporation (a publicly held company). 
The stock was acquired as an investment on May 31, 2008, at a cost of $5,000. On April 
1, 2009, the stock became worthless. Since the stock is deemed to have become worth- 
less as of December 31, 2009, Ali has a capital loss from an asset held for 19 months 


(a long-term capital loss). @ 


SMALL BUSINESS STOCK 


The general rule is that shareholders receive capital gain or loss treatment upon the 
sale or exchange of stock. However, it is possible to receive an ordinary loss deduc- 
tion if the loss is sustained on small business stock (§ 1244 stock). This loss could arise 
from a sale of the stock or from the stock becoming worthless. Only individuals’ who 
acquired the stock from the corporation are eligible to receive ordinary loss treat- 
ment under § 1244. The ordinary loss treatment is limited to $50,000 ($100,000 for 


65(g). "The term “individuals” for this purpose includes a partnership but not a 
211(b). trust or an estate. 
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_- 4 Bad Debt Dediictons 3 ae) Sees ; Q Noe eae 


Re ee ian MEAGRE SIRE TEN SS OST 


KR No fees a valid debt eee 2 
tA —— 
4. ) (a debtor-creditor relationship)? 


nA) | worthless? 


See § 165(g) dealing 
with worthless 
securities (discussed 
on page 7-6) 


Is the debt evidenced 
by a security? 


Is the creditor a 
corporation? 


Is the debt created or incurred 
in connection with the creditor’s 
trade or business? 


Legend to 
Tax Treatment 
pier trndenryae hy 
No deduction — Nonbusiness bad | Business bad debt i 
allowed | debt (treated asa (treated as an b 
short-term capital loss) | ordinary deduction) 


i 


married individuals filing jointly) per year. Losses on § 1244 stock in excess of the 
statutory limits receive capital loss treatment. 

The corporation must meet certain requirements for the loss on § 1244 stock to 
be treated as an ordinary—rather than a capital—loss. The major requirement is that 
the total amount of money and other property received by the corporation for stock 
as a contribution to capital (or paid-in surplus) does not exceed $1 million. The 
$1 million test is made at the time the stock is issued. Section 1244 stock can be com- 
mon or preferred stock. Section 1244 applies only to losses. If § 1244 stock is sold ata 
gain, the Section is not applicable, and the gain is capital gain. 


On July 1, 2007, Iris, a single individual, purchased 100 shares of Eagle Corporation 
common stock for $100,000. The Eagle stock qualifies as § 1244 stock. On June 20, 2009, 
Iris sells all of the Eagle stock for $20,000. Because the Eagle stock is § 1244 stock, Iris 
has $50,000 of ordinary loss and $30,000 of long-term capital loss. ™ 
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LO.3 


Distinguish between deductible 
and nondeductible losses of 
individuals. 


LO.4 


Identify a casualty and 
determine the amount, 
classification, and timing of 
casualty and theft losses. 


*Rev.Rul. 72-592, 1972-2 C.B. 101. 
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7.3, LOSSES OF INDIVIDUALS 


An individual may deduct the following losses under § 165(c): 


e Losses incurred in a trade or business. 
e Losses incurred in a transaction entered into for profit. 
° Losses caused by fire, storm, shipwreck, or other casualty or by theft. 


An individual taxpayer may deduct losses to property used in the taxpayer’s trade 
or business or losses to property used in a transaction entered into for profit. Exam- 
ples include a loss on property used in a proprietorship, a loss on property held for 
rent, or a loss on stolen bearer bonds. Note that an individual’s losses on property 
used in a trade or business or on transactions entered into for profit are not limited 
to losses caused by fire, storm, shipwreck, or other casualty or by theft. 

An individual taxpayer suffering losses from damage to nonbusiness property can 
deduct only those losses attributable to fire, storm, shipwreck, or other casualty or 
theft. Although the meaning of the terms five, storm, shipwreck, and theft is relatively 
free from dispute, the term other casualty needs further clarification. It means casual- 
ties analogous to fire, storm, or shipwreck. The term also includes accidental loss of 
property provided the loss qualifies under the same rules as any other casualty. 
These rules are that the loss must result from_an event that is (1) identifiable; 
(2) damaging t to property; and (3) sudden, unexpected, , and unusual in nature. 

A sudden event is one that is swift and precipitous and not gradual or progressive. 
An unexpected event is an event that is ordinarily unanticipated and occurs without the 
intent of the individual who suffers the loss. An unusual event is one that is extraordi- 
nary and nonrecurring and does not commonly occur during the activity in which 
the taxpayer was engaged when the destruction occurred.® Examples include hurri- 
canes, tornadoes, floods, storms, shipwrecks, fires, auto accidents, mine cave-ins, 
sonic booms, and vandalism. Weather that causes damage (drought, for example) 
must be unusual and severe for the particular region. Damage must be to the tax- 
payer’s property to qualify as a casualty loss. 

A taxpayer can take a deduction for a casualty loss from an automobile accident 
only if the damage was not caused by the taxpayer’s willful act or willful negligence. 


Ted parks his car on a hill and fails to set the brake properly and to curb the wheels. As 
a result of Ted’s negligence, the car rolls down the hill and is damaged. The repairs to 
Ted’s car should qualify for casualty loss treatment since Ted's act of negligence 
appears to be simple rather than willful. @ 


EVENTS THAT ARE NOT CASUALTIES 


Not all acts of God are treated as casualty losses for income tax purposes. Because a 
casualty must be sudden, unexpected, and unusual, progressive deterioration (such 
as erosion due to wind or rain) is not a casualty because it does not meet the sudden- 
ness test. 

Examples of nonsudden events that generally do not qualify as casualties include 
disease and insect damage. When the damage was caused by termites over a period 
of several years, some courts have disallowed a casualty loss deduction.” On the other 
hand, some courts have held that termite damage over periods of up to 15 months 
after infestation constituted a sudden event and was, therefore, deductible as a casu- 
alty loss.'® Despite the existence of some Judicial support for the deductibility of ter- 


mite damage as a casualty loss, the current position of the IRS is that termite damage 
is not deductible."! 


Rosenberg v. Comm., 52-2 USTC 49377, 42 AFTR 303, 198 F.2d 46 (CA-8, 


°Fay v. Helvering, 41-2 USTC 99494, 27 AFTR 432, 120 F.2d 253 (CA-2, 1941); 1952); Shopmaker v. U.S., 54-1 USTC 99195, 45 AFTR 758, 119 F. Supp. 705 
U.S. v. Rogers, 41-1 USTC 99442, 27 AFTR 423, 120 F.2d 244 (CA-9, 1941). (D.Ct. Mo., 1953). 


"Rey.Rul. 63-232, 1963-2 C.B. 97. 
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Other examples of events that are not casualties are losses resulting from a 
decline in value rather than an actual loss of the property. No loss was allowed where 
the taxpayer’s home declined in value as a result of a landslide that destroyed neigh- 
boring homes but did no actual damage to the taxpayer’s home.!” Similarly, a tax- 
payer was allowed a loss for the actual flood damage to his property but not for the 
decline in market value due to the property’s being flood-prone.'® 


THEFT LOSSES 


Theft includes, but is not necessarily limited to, larceny, embezzlement, and rob- 
bery.'* Theft does not include misplaced items.'° 

Theft losses are computed like other casualty losses (discussed in the following sec- 
tion), but the t2ming for recognition of the loss differs. A theft loss is deducted in the 
year of discovery, not the year of the theft (unless, of course, the discovery occurs in 
the same year as the theft). If, in the year of the discovery, a claim exists (e.g., against 
an insurance company) and there is a reasonable expectation of recovering the 
adjusted basis of the asset from the insurance company, no deduction is permitted.'® 
If, in the year of settlement, the recovery is less than the asset’s adjusted basis, a par- 
tial deduction may be available. If the recovery is greater than the asset’s adjusted ba- 
sis, gain may be recognized. 


EXAMPLE 10 


Keith’s new sailboat, which he uses for personal purposes, was stolen from the storage 
marina in December 2008. He discovered the loss on June 3, 2009, and filed a claim with 
his insurance company that was settled on January 30, 2010. Assuming there is a rea- 
sonable expectation of full recovery, no deduction is allowed in 2009. A partial deduc- 
tion may be available in 2010 if the actual insurance proceeds are less than the lower of 
the fair market value or the adjusted basis of the asset. (Loss measurement rules are dis- 
cussed later in this chapter.) @ 


WHEN TO DEDUCT CASUALTY LOSSES 
General Rule 


Generally, a casualty loss is deducted in the year the loss occurs. However, no casu- 
alty loss is permitted if a reimbursement claim with a reasonable prospect of full recovery 
exists.'” If the taxpayer has a partial claim, only part of the loss can be claimed in the 
year of the casualty, and the remainder is deducted in the year the claim is settled. 


Brian’s new sailboat was completely destroyed by fire in 2009. Its cost and fair market 
value were $10,000. Brian’s only claim against the insurance company was on a $7,000 
policy and was not settled by year-end. The following year, 2010, Brian settled with the 
insurance company for $6,000. He is entitled to a $3,000 deduction in 2009 and a 
$1,000 deduction in 2010. If Brian held the sailboat for personal use, the $3,000 deduc- 
tion in 2009 is reduced first by $500 and then by 10% of his 2009 AGI. The $1,000 deduc- 
tion in 2010 is reduced by 10% of his 2010 AGI (see the following discussion on the 
$500 (or $100) and 10% floors). @ 


If a taxpayer receives reimbursement for a casualty loss sustained and deducted in 
a previous year, an amended return is not filed for that year. Instead, the taxpayer 
must include the reimbursement in gross income on the return for the year in which 
it is received to the extent that the previous deduction resulted in a tax benefit. 


FL Pulwers v. Comm., 69-1 USTC 9222, 23 AFTR2d 69-678, 407 F.2d 888 Mary Francis Allen, 16 T.C. 163 (1951). 
(CA-9, 1969). Reg, §§ 1.165-1(d) (2) and 1.165-8(a) (2). 
18§ L.. Solomon, 39 TCM 1282, T.C.Memo. 1980-87. “Reg. § 1.165-1(d) (2) (i). 


“Reg. § 1.165-8(d). 
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CBA MER 18 oe Fran had a deductible casualty loss of $5,000 on her 2008 tax return. Fran’s taxable 


income for 2008 was $60,000. In June 2009, Fran is reimbursed $3,000 for the prior 
year’s casualty loss. Fran includes the entire $3,000 in gross income for 2009 because 
the deduction in 2008 produced a tax benefit. = 


Disaster Area Losses 


An exception to the general rule for the time of deduction is allowed for disaster area 
losses, which are casualties sustained in an area designated as a disaster area by the 
President of the United States.'® In such cases, the taxpayer may elect to treat the loss 
as having occurred in the taxable year immediately preceding the taxable year in 
which the disaster actually occurred. The rationale for this exception is to provide 
immediate relief to disaster victims in the form of accelerated tax benefits. 

If the due date, plus extensions, for the prior year’s return has not passed, a tax- 
payer makes the election to claim the disaster area loss on the prior year’s tax return. 
If the disaster occurs after the prior year’s return has been filed, it is necessary to file 
either an amended return or a refund claim. In any case, the taxpayer must show 
clearly that such an election is being made. 

Disaster loss treatment also applies in the case of a personal residence that has 
been rendered unsafe for use as a residence because of a disaster. This provision 
applies when, within 120 days after the President designates the area as a disaster 
area, the state or local government where the residence is located orders the tax- 
payer to demolish or relocate the residence.'? 


| EXAMPLE 12 0 | Janice owns a personal residence in Louisiana. On September 28, 2009, a hurricane 


severely damaged Janice’s home. The amount of her uninsured loss was $50,000. 
Because of the extent of the damage in the area, the President of the United States des- 
ignated the area a disaster area. Because Janice’s loss is a disaster area loss, she may 
elect to file an amended return for 2008 and take the loss in that year. If Janice elects 
this course of action, the amount of the loss will be reduced first by $100 (the material- 
ity amount in 2008) and then by 10% of her 2008 AGI. If Janice forgoes the election, she 
may take the loss on her 2009 income tax return. The amount of the loss will be reduced 
first by $500 (the materiality amount in 2009) and then by 10% of her 2009 AGI. = 


MEASURING THE AMOUNT OF LOSS 
Amount of Loss 


The rules for determining the amount of a loss depend in part on whether business 
use, income-producing use, or personal use property was involved. Another factor 
that must be considered is whether the property was partially or completely 
destroyed. 

If business property or property held for the production of income (e.g., rental 
property) is completely destroyed, the loss is equal to the adjusted basis of the property 
at the time of destruction. 


Vicki's automobile, which was used only for business purposes, was destroyed by fire. 
Vicki had unintentionally allowed her insurance coverage to expire. The fair market 
value of the automobile was $9,000 at the time of the fire, and its adjusted basis was 
$10,000. Vicki is allowed a loss deduction of $10,000 (the basis of the automobile). The 
$10,000 loss is a deduction for AGI. @ 


A different measurement rule applies for partial destruction of business property 
and income-producing property and for partial or complete destruction of personal use 
property. In these situations, the loss is the lesser of the following: 


'8§ 165(h). § 165(k). 
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ace FROM TYPHOON Pai 


When Typhoon Frank hit the Philippines in June 2008, it wreaked massive destruction 
to property and left hundreds of people dead. Under Philippine tax law, affected tax- 
payers are able to take a tax deduction for the losses sustained. However, the losses are 
limited to assets connected with the business or profession of the taxpayer. For a loss to 
be deductible, a declaration of the loss must be submitted within 90 days but not earlier 
than 30 days from the date of discovery of the casualty giving rise to the loss. 


GLOBAL 
Tax Issues 


ee Adapted from Wendell D. Ganhinhin, “Let’s Talk Tax,” Business World (Manila), July 29, 


© The adjusted basis of the property. 
e The difference between the fair market value of the property before the 
event and the fair market value immediately after the event. 


Kelly's uninsured automobile, which was used only for business purposes, was dam- PERE PIE 15 


aged in an accident. At the date of the accident, the fair market value of the automo- 
bile was $12,000, and its adjusted basis was $9,000. After the accident, the automobile 
was appraised at $4,000. Kelly’s loss deduction is $8,000 (the lesser of the adjusted basis 
or the decrease in fair market value). The $8,000 loss is a deduction for AGI. = 


The deduction for the loss of property that is part business and part personal must 
be computed separately for the business portion and the personal portion. 

Any insurance recovery reduces the loss for business, production of income, and 
personal use losses. In fact, a taxpayer may realize a gain if the insurance proceeds 
exceed the amount of the loss. Chapter 17 discusses the treatment of net gains and 
losses on business property and income-producing property. 

A taxpayer is not permitted to deduct a casualty loss for damage to insured per- 
sonal use property unless a timely insurance claim is filed with respect to the damage to 
the property. This rule applies to the en that any insurance policy provides for 
full or partial reimbursement for the loss.”° 

Generally, an appraisal before and after the casualty is needed to measure the 
amount of the loss. However, the cost of repairs to the damaged property is acceptable 
as a method of establishing the loss in value provided the following criteria are met: 


e The repairs are necessary to restore the property to its condition immedi- 
ately before the casualty. 

e The amount spent for such repairs is not excessive. 

e The repairs do not extend beyond the damage suffered. 

e The value of the property after the repairs does not, as a result of 
the repairs, exceed the value of the property immediately before the 
casualty." 


Reduction for $100 ($500) and 10 Percent-of-AGI Floors 


The amount of the loss for personal use property must be further Pegged by a $100 
($500 for 2009) per event floor and a 10 percent-of-AGI aggregate floor.”? The $100 
($500) floor applies separately to each casualty and applies to the entire loss from 
each casualty (e.g., if a storm damages both a taxpayer’s residence and automobile, 
only $100 ($500) is subtracted from the total amount of the loss). The losses are then 


20g 165(h)(4)(E).. 2§ 165(c)(3). 
Reg. § 1.165-7 (a) (2) (ii). 


7-12 PARTIIL Deductions www.cengage.com/taxation/swft 


On July 24, 2008, Senate Finance Committee Chairman Max 
Baucus introduced legislation aimed at promoting Ameri- 
can jobs, developing clean energy, and providing families 
with targeted tax relief and incentives. Under the proposal, 
the 10 percent-of-AGI rule for casualty losses would be 


A PROPOSAL FOR CHANGING THE CASUALTY Loss Limits” 


waived, and the $100 floor would be permanently raised to 
$500. The bill would also allow nonitemizers to take the loss 
as an addition to the standard deduction. 


Source: Adapted from U.S. Senate Documents. 


added together, and the total is reduced by 10 percent of the taxpayer’s AGI. The 
resulting loss is the taxpayer’s itemized deduction for casualty and theft losses. 


EXAMPLE 16 


Rocky, who had AGI of $30,000, was involved in a motorcycle accident in 2009. His 


motorcycle, which was used only for personal use and had a fair market value of $12,000 
and an adjusted basis of $9,000, was completely destroyed. He received $5,000 from 
his insurance company. Rocky's casualty loss deduction is $500 [$9,000 basis — $5,000 
insurance — $500 floor — $3,000 (.10 x $30,000 AGI)]. The $500 casualty loss is an 


When a nonbusiness casualty loss is spread between two taxable years because of 
the reasonable prospect of recovery doctrine, the loss in the second year is not reduced by 
the $100 ($500 in 2009) floor. This result occurs because this floor is imposed per 
event and has already reduced the amount of the loss in the first year. However, the 
loss in the second year is still subject to the 10 percent floor based on the taxpayer’s 
second-year AGI (refer to Example 11). 

Taxpayers who suffer qualified disaster area losses can elect to deduct the losses 
in the year preceding the year of occurrence. The disaster loss is treated as having 
occurred in the preceding taxable year. Hence, the 10 percent-of-AGI floor is deter- 
mined by using the AGI of the year for which the deduction is claimed.”* 


itemized deduction (from AGI). @ 
| 
| 
: 


Multiple Losses 


The rules for computing loss deductions where multiple losses have occurred are 
explained in Examples 17 and 18. 


During the year, Tim had the following casualty losses: 


Fair Market Value of Asset 


Adjusted Before the After the Insurance 

Asset Basis Casualty Casualty Recovery 
A $900 $600 $-0- $400 
B 300 800 250 100 


Assets A and B were used in Tim’s business at the time of the casualty. The following 


losses are allowed: 


Asset A: $500. The complete destruction of a business asset results in a deduction of 
the adjusted basis of the property (reduced by any insurance recovery) 
regardless of the asset’s fair market value. 

Asset B: $200. The partial destruction of a business (or personal use) asset results in a 
deduction equal to the lesser of the adjusted basis ($300) or the decline in 
value ($550), reduced by any insurance recovery ($100). 
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Both the Asset A and Asset B losses are deductions for AGI. The $100($500 in 2009) floor 
and the 10%-of-AGI floor do not apply because the assets are business assets. m 


In 2009, Emily had AGI of $20,000 and the following casualty losses: m Pea MELE 18 


Fair Market Value of Asset 


Adjusted Before the After the Insurance 
Asset Basis Casualty Casualty Recovery 
SS ee NS Tae seg eee par rake fed it eS Bed betel ee ie ne AAS 
A $1,900 $1,400 $ -0- $200 
B 2,500 4,000 1,000 -0- 
G 800 400 100 250 


Assets A, B, and C were held for personal use, and the losses to these three assets are 
from three different casualties. The loss for each asset is computed as follows: 


Asset A: $700. The lesser of the adjusted basis of $1,900 or the $1,400 decline in value, 
reduced by the insurance recovery of $200, minus the $500 floor. 


Asset B: $2,000. The lesser of the adjusted basis of $2,500 or the $3,000 decline in value, 
minus the $500 floor. 


AssetC: $0. The lesser of the adjusted basis of $800 or the $300 decline in value, 
reduced by the insurance recovery of $250, minus the $500 floor. 


Emily’s itemized casualty loss deduction for the year is $700: 


Asset A loss $ 700 
Asset B loss 2,000 
Asset C loss -0- 
Total loss $ 2,700 
Less: 10% of AGI (10% x $20,000) (2,000) 
Itemized casualty loss deduction $ 700 


STATUTORY FRAMEWORK FOR DEDUCTING 
LOSSES OF INDIVIDUALS 


Casualty and theft losses incurred by an individual in connection with a trade or busi- 
ness are deductible for AGI.*4 These losses are not subject to the $100 ($500 in 2009) 
per event and the 10 percent-of-AGI limitations. 

Casualty and theft losses incurred by an individual in a transaction entered into 
for profit are not subject to the $100 ($500 in 2009) per event and the 10 percent-of- 
AGI limitations. If these losses are attributable to rents or royalties, the deduction is 
for AGI.”” However, if these losses are not connected with property held for the pro- 
duction of rents and royalties, they are deductions from AGI. More specifically, these 
losses are classified as other miscellaneous itemized deductions. An example of this 
type of loss would be the theft of a security. However, theft losses of investment prop- 
erty are not subject to the 2 percent-of-AGI floor on certain miscellaneous itemized 
deductions (explained in Chapter 9). 

Casualty and theft losses attributable to personal use property are subject to the 
$100 ($500 in 2009) per event and the 10 percent-of-AGI limitations. These losses 
are itemized deductions, but they are not subject to the 2 percent-of-AGI floor.*° 


PERSONAL CASUALTY GAINS AND LOSSES 


If a taxpayer has personal casualty and theft gains as well as losses, a special set of 
rules applies for determining the tax consequences. A personal casualty gain is the 


sgez(ay(l). ye): 
8 62(a) (4). 
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recognized gain from a casualty or theft of personal use property. A personal casualty 
loss for this purpose is a casualty or theft loss of personal use property after the appli- 
cation of the $100 ($500 in 2009) floor. A taxpayer who has both gains and losses for 
the taxable year must first net (offset) the personal casualty gains and personal casu- 
alty losses. If the gains exceed the losses, the gains and losses are treated as gains and 
losses from the sale of capital assets. The capital gains and losses are short term or 
long term, depending on the period the taxpayer held each of the assets. In the net- 
ting process, personal casualty and theft gains and losses are not netted with the 
gains and losses on business and income-producing property. . 


ERR MRUE 29 During the year, Cliff had the following personal casualty gains and losses [after 


deducting the $100 ($500) floor]: 


Asset Holding Period Gain or (Loss) 


A Three months ($ 300) 
B Three years (2,400) 4 
G Two years 3,200 £;} 


Cliff computes the tax consequences as follows: | 


Personal casualty gain “$ 3,200 | 
Personal casualty loss ($300 + $2,400) (2,700) bs 
Net personal casualty gain $ 500 


Cliff treats all of the gains and losses as capital gains and losses and has the following: 


Short-term capital loss (Asset A) $ 300 
Long-term capital loss (Asset B) 2,400 
Long-term capital gain (Asset C) 3,200 a 
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If personal casualty losses exceed personal casualty gains, all gains and losses are 
treated as ordinary items. The gains—and the losses to the extent of gains—are 
treated as ordinary income and ordinary loss in computing AGI. Losses in excess of 


gains ae deducted as itemized deductions to the extent the losses exceed 10 percent 
of AGI. 


During the year, Hazel had AGI of $20,000 and the following personal casualty gain PEXAMPLE 2000 | 


and loss [after deducting the $100 ($500) floor]: 


Asset Holding Period Gain or (Loss) 
A Three years ($2,700) 
B Four months 200 


Hazel computes the tax consequences as follows: 


Personal casualty loss ($2,700) 
Personal casualty gain 200 
Net personal casualty loss ($2,500) 


Hazel treats the gain and the loss as ordinary items. The $200 gain and $200 of the loss 
are included in computing AGI. Hazel’s itemized deduction for casualty losses is com- 
puted as follows: 


$ 2,500 


Casualty loss in excess of gain ($2,700 — $200) 
Less: 10% of AGI (10% x $20,000) (2,000) 
Itemized deduction $ 500 r 


THE AMOUNT OF A CASGALTY Loss 


”§ 165(h). 


In the case of a casualty loss to personal use property, the 
loss is allowed only to the extent that it exceeds $100 ($500 
in 2009) and the net casualty loss for the tax year exceeds 
10 percent of AGI. The amount of the loss allowed is the 
lesser of (1) the decline in the fair market value of the prop- 
erty as a result of the casualty or (2) the adjusted basis of the 
property. 

George and Mabel purchased their house 60 years ago 
for $100,000. Shortly after they moved in, they purchased an 
oak tree for $10 and planted it in front of their new home. 


7.4 RESEARCH AND EXPERIMENTAL 


EXPENDITURES 


Section 174 covers the treatment of research and experimental expenditures. The 
Regulations define research and experimental expenditures as follows: 


all such costs incident to the development of an experimental or pilot model, 
a plant process, a product, a formula, an invention, or similar property, and 
the improvement of already existing property of the type mentioned. The 


Earlier this year, a severe windstorm passed through their 
neighborhood and uprooted the oak tree. No damage was 
done to their house. After the storm, George had the prop- 
erty appraised. The appraiser told George that the value of 
the property had declined by $10,000 because of the loss of 
the oak tree. George also contacted a nursery and was told 
that it would cost at least $20,000 to replace the oak with a 
tree much smaller than the one that was destroyed. George 
is considering claiming a loss deduction of at least $20,000 
for the destroyed oak tree. Evaluate George’s plan. 


LO.5 


Recognize and apply the 
alternative tax treatments for 
research and experimental 
expenditures. 
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*Reg. § 1.174-2(a)(1). 
*§ 41. See the information in Chapter 13 on the termination date for the (USSC, 1974). 


research activities credit. 
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term does not include expenditures such as those for the ordinary testing or 

inspection of materials or products for quality control or those for efficiency 
: oe - 28 

surveys, management studies, consumer surveys, advertising, or promotions. 


Expenses in connection with the acquisition or improvement of land or depreci- 
able property are not research and experimental expenditures. Rather, they 
increase the basis of the land or depreciableproperty. However, depreciation on a 
building used for research may be a research and experimental expense. Only the 
depreciation that is a research and experimental expense (not the cost of the asset) 
is subject to the three alternatives discussed below. 

The law permits the following three alternatives for the handling of research and ex- 
perimental expenditures: 


e Expensed in the year paid or incurred. 
e Deferred and amortized. 
e Capitalized. 


If the costs are capitalized, a deduction is not available until the research project is 
abandoned or is deemed worthless. Since many products resulting from research 
projects do not have a definite and limited useful life, a taxpayer should ordinarily 
elect to write off the expenditures immediately or to defer and amortize them. It is 
generally preferable to elect an immediate write-off of the research expenditures 
because of the time value of the tax deduction. 

The law also provides for a research activities credit. The credit amounts to 20 per- 
cent of certain research and experimental expenditures.” (The credit is discussed 
more fully in Chapter 13.) 


EXPENSE METHOD 


A taxpayer can elect to expense all of the research and experimental expenditures 
incurred in the current year and all subsequent years. The consent of the IRS is not 
required if the method is adopted for the first taxable year in which such expendi- 
tures were paid or incurred. Once the election is made, the taxpayer must continue 
to expense all qualifying expenditures unless a request for a change is made to, and 
approved by, the IRS. In certain instances, a taxpayer may incur research and experi- 
mental expenditures before actually engaging in any trade or business activity. In 
such instances, the Supreme Court has applied a liberal standard of deductibility 
and permitted a deduction in the year of incurrence.*” 


DEFERRAL AND AMORTIZATION METHOD 


Alternatively, research and experimental expenditures may be deferred and amor- 
tized if the taxpayer makes an election.’ Under the election, research and experi- 
mental expenditures are amortized ratably over a period of not less than 60 months. 
A deduction is allowed beginning with the month in which the taxpayer first realizes 
benefits from the experimental expenditure. The election is binding, and a change 
requires permission from the IRS. 


Gold Corporation decides to develop a new line of adhesives. The project begins in 
2009. Gold incurs the following expenses in 2009 in connection with the project: 


Salaries $25,000 
Materials 8,000 
Depreciation on machinery 6,500 


Snow v. Comm., 74-1 USTC $9432, 33 AFTR2d 74-1251, 94 S.Ct. 1876 


518 174(b) (2). 


—_————s - 
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Gold incurs the following expenses in 2010 in connection with the project: 


Salaries $18,000 
Materials 2,000 
Depreciation on machinery 5,700 


The benefits from the project will be realized starting in March 2011. If Gold Corpora- 
tion elects a 60-month deferral and amortization period, there is no deduction prior to 
March 2011, the month benefits from the project begin to be realized. The deduction 
for 2011 is $10,867, computed as follows: 


Salaries ($25,000 + $18,000) $43,000 

Materials ($8,000 + $2,000) 10,000 

Depreciation ($6,500 + $5,700) 12,200 mtp 

Total $65,200 sp bY) 79 0 
$65,200 x (10 months/60 months) = $10,867 ——— ¥ ( 


60 

The option to treat research and experimental expenditures as deferred expense 
is usually employed when a company does not have sufficient income to offset the 
research and experimental expenses. Rather than create net operating loss carry- 
overs that might not be utilized because of the 20-year limitation on such carryovers, 
the deferral and amortization method may be used. The deferral of research and ex- 
perimental expenditures should also be considered if the taxpayer expects higher 
tax rates in the future. 


7.5 DOMESTIC PRODUCTION ACTIVITIES 
DEDUCTION 


Be RP ET BLES RSENS SF ASAIN DLP PME CE EEO RE. CDEP SIRE EEE OIA EEE TERNS EEO DE LES 


The American Jobs Creation Act of 2004 was enacted to replace certain tax provi- 
sions that our world trading partners regarded as allowing unfair advantage to U.S. 
exports. Among other changes, the Act created a deduction based on the income 
from manufacturing activities (designated as production activities) °° The domestic 
production activities deduction (DPAD) is contained in § 199. 


OPERATIONAL RULES 


Calculation of the Domestic Production Activities Deduction 


For tax years beginning in 2007 to 2009, the DPAD is based on the following 
formula:”” 


Qualified production activities income (QPAT) 
6% x Lesser of eae 

Taxable (or modified adjusted gross) income 

or alternative minimum taxable income 


For tax years beginning in 2005 or 2006, the 6 percent factor was 3 percent. For 
tax years beginning in 2010 and thereafter, the factor is increased to 9 percent. 

Taxable income is determined without regard to the DPAD. In the case of an indi- 
vidual (a sole proprietorship or an owner of a flow-through entity), modified adjusted 
gross income is substituted for taxable income.** 

The taxable income limitation is determined after the application of any net 
operating loss (NOL) deduction for the tax year (NOLs are explained in detail later 
in the chapter). Thus, a company with an NOL carryforward for a tax year is ineli- 
gible for the DPAD if the carryforward eliminates current taxable income. Further, a 


L0.6 


Calculate the domestic 
production activities deduction. 


“Section 101 of the American Jobs Creation Act of 2004, Public Law No. 108-357 ™4§ 199(d) (2). Generally, modified AGI is AGI prior to the effect of § 199. 


(October 22, 2004). 
85§ 199 (a). 
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taxpayer that has an NOL carryback may lose part or all of the DPAD benefit for that 
year. As taxable income is reduced by the NOL carryback, there is a corresponding 
reduction in the DPAD. If qualified production activities income (QPAI) cannot be 
used in a particular year due to the taxable income limitation (see the above formula), 
it is lost forever. (The calculation of QPAI is explained in the next section.) 


EXAMPLE 2200 | Opal, Inc., manufactures and sells costume jewelry. It also sells costume jewelry pur- 


chased from other manufacturers. During 2009, Opal had a profit of $200,000 (QPAI) 
from the sale of its own manufactured jewelry and a /oss of $50,000 from the sale of 
the purchased jewelry. Based on this information, Opal’s QPAI is $200,000, and its tax- 
able income is $150,000 ($200,000 — $50,000). Opal’s DPAD becomes $9,000 [6% of the 
lesser of $200,000(QPAI) or $150,000 (taxable income)]. = 


eT assume the same facts as in Example 22, except that Opal also has an NOL carryover 
from 2008 of $300,000. As taxable income for 2009 is zero ($200,000 — $50,000 — 


$300,000), there isno DPAD. 


Another important limitation is that the amount of the DPAD cannot exceed ¥ 
50 percent of certain W-2 wages paid by the taxpayer during the tax year.*’ The pur- 
pose of this limitation is to preserve U.S. manufacturing jobs and to discourage their 
outsourcing. An employer’s W—2 wages include the sum of the aggregate amount of 
wages and elective deferrals required to be included on the W—2 wage statements for 
certain employees during the employer’s taxable year. Elective deferrals include those 
amounts deferred under § 457 plans and Roth contributions (see Chapter 19). An 
employer previously included wages paid to all workers during a tax year and not just 
the wages of the employees engaged in qualified production activities. However, as a 
result of a recent statutory change, an employer is permitted to include only those 
W-2 wages paid to employees engaged in qualified production activities. 


In 2009, Red, Inc., a calendar year taxpayer, has QPAI of $2 million and taxable income of 
$2.1 million. Since Red outsources much of its work to independent contractors, its W-2 
wage base, which for Red is related entirely to production activities, is $80,000. Although 
Red’s DPAD normally would be $120,000 [6% of the lesser of $2 million (QPAI) or 
$2.1 million (taxable income)], it is limited to $40,000 [50% of $80,000 (W-2 wages)]. = 


Assume the same facts as in Example 24, except that Red also pays salaries of $50,000 
related to its nonproduction activities. Because these wages are not paid to employees 
engaged in production activities, the wage limitation on the DPAD remains at $40,000 
[50% of $80,000 ($80,000 + $0)]. m 


Calculation of Qualified Production Activities Income 


Qualified production activities income (QPAI) is the excess of domestic production gross 
receipts (DPGR) over the sum of: 


° The cost of goods sold allocated to such receipts. 

® Other deductions, expenses, or losses directly allocated to such receipts. 

° The ratable portion of deductions, expenses, and losses not directly 
allocable to such receipts or another class of income.” 


QPAIT is determined on an item-by-item basis—not on a division-by-division or trans- 
action-by-transaction basis. Because all items must be netted in the calculation, the 
final QPAI amount can be either positive or negative. The effect of the netting rule 


is to preclude taxpayers from selecting only profitable product lines or profitable 
transactions when calculating QPAT. 


95§ 199(b). ees 199(c). 
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A taxpayer manufactures pants and shirts with the following QPAI results: $5 for one PEXAMPLE 26 | 


pair of pants and a negative $2 for one shirt. Because the two items are netted, the 
QPAI amount that controls is $3 ($5 — $2). m 


Five specific categories of DPGR qualify for the DPAD:°’ 


° The lease, license, sale, exchange, or other disposition of qualified pro- 
duction property (QPP) that was manufactured, produced, grown, or 
extracted (MPGE) in the United States. 

® Qualified films largely created in the United States. 

° The production of electricity, natural gas, or potable water. 

* Construction (but not selfconstruction) performed in the United States. 

© Engineering and architectural services for domestic construction. 


The sale of food and beverages prepared by a taxpayer at a retail establishment and 
the transmission or distribution of electricity, natural gas, or potable water are specif- 
ically excluded from the definition of DPGR. 


ELIGIBLE TAXPAYERS 


The deduction is available to a variety of taxpayers including individuals, partnerships, 
S corporations, C corporations, cooperatives, estates, and trusts. For a pass-through en- 
tity (e.g., partnerships, S corporations), the deduction flows through to the individual 
owners. In the case of a sole proprietor, a deduction for AGI results and is claimed on 
Form 1040, line 35 on page 1. A Form 8903 must be attached to support the deduction. 

For additional information on the DPAD, see Chapter 3 in South-Western Federal 
Taxation: Corporations, Partnerships, Estates, and Trusts. 


7.6 NET OPERATING LOSSES 


nn ES Ra ES RR SSE ER RR SE EEE ESE TEE OT ESE 


The requirement that every taxpayer file an annual income tax return (whether on a L0.7 

calendar year or a fiscal year) may result in certain inequities for taxpayers who experi: ate Ane HE OUGGr 
ence cyclical patterns of income or expense. Inequities result from the application of the net operating loss and 
a progressive rate structure to taxable income determined on an annual basis. A net recognize the impact of the 


operating loss (NOL) in a particular tax year would produce no tax benefit if the Code carryback and carryover 
did not provide for the carryback and carryforward of such losses to profitable years. a eal ge 


Juanita has a business and realizes the following taxable income or loss over a five-year 


period: Year 1, $50,000; Year 2, ($30,000); Year 3, $100,000; Year 4, ($200,000); and 
Year 5, $380,000. She is married and files a joint return. Hubert also has a business and 
has a taxable income pattern of $60,000 every year. He, too, is married and files a joint 
return. Note that both Juanita and Hubert have total taxable income of $300,000 over 
the five-year period. Assume there is no provision for carryback or carryover of NOLs. 
Juanita and Hubert would have the following five-year tax bills: 


Year Juanita’s Tax Hubert’s Tax 
1 $ 6,665 $ 8,165 
2 —0- 8,165 
3 Ni72375 8,165 
4 —0- 8,165 
5 103,362 8,165 
$127,402 $40,825 


NOTE:The computation of tax is made without regard to any NOL benefit. 
Rates applicable to 2009 are used to compute the tax. 


"§ 199(c)(4). 
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Even though Juanita and Hubert realized the same total taxable income ($300,000) 
over the five-year period, Juanita had to pay taxes of $127,402, while Hubert paid taxes 
of only $40,825. = . 


To provide partial relief from this inequitable tax treatment, a deduction is 
allowed for NOLs.*® This provision permits NOLs for any one year to be offset 
against taxable income of other years. The NOL provision is intended as a form of 
relief for business income and losses. Thus, only losses from the operation of a trade 
or business (or profession), casualty and theft losses, or losses from the confiscation 
of a business by a foreign government can create an NOL. In other words, a salaried 
individual with itemized deductions and personal exemptions in excess of gross 
income is not permitted to deduct the excess amounts as an NOL. On the other 
hand, a personal casualty loss is treated as a business loss and can therefore create 
(or increase) an NOL for an individual. 


CARRYBACK AND CARRYOVER PERIODS 


General Rules 


An NOL must be applied initially to the two taxable years preceding the year of the 
loss (unless an election is made not to carry the loss back at all). It is carried first to 
the second prior year, and then to the immediately preceding tax year (or until used 
up). If the loss is not fully used in the carryback period, it must be carried forward to 
the first year after the loss year, and then forward to the second, third, etc., year after 


the loss year. The carryover period is 20 years. A loss sustained in 2009 is used in this 


order: 2007, 2008, 2010 through 2029. 

A three-year carryback period is available for any portion of an individual’s NOL 
resulting from a casualty or theft loss. The three-year carryback rule also applies to 
NOLs that are attributable to presidentially declared disasters that are incurred by a 
small business. A small business is one whose average annual gross receipts for a 
three-year period are $5 million or less. 

A 5-year carryback period and a 20-year carryover period are allowed for a farm- 
ing loss. A taxpayer may elect to waive the special five-year carryback period. If this 
election is made, the general two-year carryback period applies. A farming loss is the 
amount of the NOL for the taxable year if only income and deductions attributable 
to the farming business are taken into account. However, the amount of the farming 
loss cannot exceed the amount of the taxpayer’s NOL for the taxable year. To deter- 
mine the amount of the carryback and carryover, a farming loss for any taxable year 
is treated as a separate NOL for such year and applied after the remaining portion 
of the NOL for the year is taken into account. 
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| Why would a large real estate developer pay more than 

/ $100 million for land, begin grading it and installing infra- 

| structure such as sewers, and then sell the land at a substantial 

_ loss? Developer D. R. Horton, which is based in Fort Worth, did 

exactly that with a tract of land in California. At the peak of 
the housing boom in 2006, Horton built nearly 52,000 homes. 

! One possible reason for selling at a loss could be the need 


_ SELL AT A Loss WHILE REAL Estate VaLues ARE Down 


back 2 years and forward 20 years. Income in the carryback a 


years is offset by the NOL, resulting in a tax refund (i.e, 


instant cash). Since 2006 was the last profitable full year for : 


most builders, the real estate must be sold by 2008 at the lat- 
est in order to take advantage of the tax refunds. Otherwise, 
the NOLs may be carried forward to offset future income, 
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reducing taxable income and the related tax liability. 
to unload excess inventory during the downturn in the real 
estate market. Another possibility could be to obtain the tax ER er ORE ASE eee : : 
Source: Adapted from Michael Corkery, “Developer Sells Land Dirt 


penetits associated with selling property at a loss and thus Cheap to Reap Tax Benefits,” Wall Street Journal, October 3, 2008, 
generating a net operating loss (NOL). NOLs can be carried p. Bl. 


For the year 2009, the taxpayer and spouse have an NOL of $50,000. The $50,000 NOL PRAM EEE Ee 


includes a $40,000 loss that is attributable to a farming business. Only the $40,000 loss 
attributable to the farming business can be carried back five years. The loss not attrib- 
utable to the farming business can be carried back only two years. @ 


If the loss is being carried to a preceding year, an amended return is filed on 
Form 1040X, or a quick refund claim is filed on Form 1045. In either case, a refund 
of taxes previously paid is requested. Form 1045 is an application for a tentative 
refund. The IRS normally will process Form 1045 and pay the refund within 90 days 
of the date it is filed. When the loss is carried forward, the current return shows an 
NOL deduction for the prior year’s loss. 


Sequence of Use of NOLs 


When the taxpayer has NOLs in two or more years, the rule is always to use the ear- 
liest year’s loss first until it is completely absorbed. The later years’ losses can then be 
used until they also are absorbed or lost. Thus, one year’s return could show NOL 
carryovers from two or more years. Each loss is computed and applied separately. 


Election to Forgo Carryback 


A taxpayer can irrevocably elect not to carry back an NOL to any of the prior years. In that 
case, the loss is available as a carryover for 20 years. The election is made if it is to the tax- 
payer’s tax advantage. For example, a taxpayer might be in a low marginal tax bracket 
in the carryback years but expect to be in a high marginal tax bracket in future years. 
Therefore, it would be to the taxpayer’s advantage to use the NOL to offset income in 
years when the tax rate is high rather than use it when the tax rate is relatively low. 


EXAMPLE 2 


For 2009, taxpayer and spouse have an NOL of $10,000. The NOL may be carried back and 
applied against taxable income first in 2007 and then in 2008. Any remaining NOL is carried 
forward to years 2010 through 2029. If, however, the taxpayer and spouse elect to forgo the 
carryback period, the NOL initially is carried to 2010 and then to years 2011 through 2029. ™ 


COMPUTATION OF THE NET OPERATING LOSS 


Since the NOL provisions apply solely to business-related losses, certain adjustments 
must be made so that the loss more closely resembles the taxpayer’s economic loss. 
The required adjustments for corporate taxpayers are usually insignificant because a 
corporation’s tax loss is generally similar to its economic loss. However, in comput 
ing taxable income, individual taxpayers are allowed deductions for such items as 
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Limitep REUEF CINDER THE STIMULUS BILL FOR CARRYBACKS- 


Under the American Recovery and Reinvestment Tax Act of carryback choice is extended to three, four, or five years. An 
2009, an eligible small business can increase the carryback eligible small business is a taxpayer with average gross 
period for a 2008 NOL from two years to any whole number receipts of $15 million or less. The NOL involved must occur 
of years that is more than two and less than six. Thus, the during a tax year beginning or ending in 2008. 


personal and dependency exemptions and itemized deductions that do not reflect 
actual business-related economic losses. 

To arrive at the NOL for an individual, taxable income must be adjusted by add- 
ing back the following items:*° 


1. No deduction is allowed for personal and dependency exemptions. 
These amounts do not reflect economic, or business, outlays and hence 
must be added back. 

2. The NOL carryover or carryback from another year is not allowed in the 
computation of the current year’s NOL. 

3. Capital losses and nonbusiness deductions are limited in determining 
the current year’s NOL. These limits are as follows: 

a. The excess of nonbusiness capital losses over nonbusiness capital 
gains must be added back. 

b. The excess of nonbusiness deductions over the sum of nonbusiness 
income and net nonbusiness capital gains must be added back. Net non- 
business capital gains are the excess of nonbusiness capital gains over 
nonbusiness capital losses. Nonbusiness income is income which is not 
attributable to, or derived from, a taxpayer’s trade or business. It 
includes items such as dividends, investment interest, alimony received, 
and Social Security income. Nonbusiness deductions are those deductions 
which are not attributable to, or derived from, a taxpayer’s trade or 
business. Examples are individual retirement account (IRA) deduc- 
tions, alimony paid deductions, most itemized deductions except for 
personal casualty and theft losses and losses incurred in a transaction 
entered into for profit, and employee business expense deductions. 

A taxpayer who does not itemize deductions computes the excess 
of nonbusiness deductions over nonbusiness income by substituting 
the standard deduction for total itemized deductions. 

c. The excess of business capital losses over the sum of business capital 
gains and the excess of nonbusiness income and net nonbusiness 
capital gains over nonbusiness deductions must be added back. 

d. The add-back for net nonbusiness capital losses and excess business 
capital losses does not include net capital losses not included in the 
current-year computation of taxable income because of the capital 
loss limitation provisions (discussed in Chapter 16). 


The capital loss and nonbusiness deduction limits are illustrated in Examples 30 
through 33. 


For 2009, taxpayer and spouse have $6,000 of nonbusiness capital losses and $4,000 of 
nonbusiness capital gains. They must add back $2,000 ($6,000 — $4,000) in determining 
the excess of nonbusiness capital losses over nonbusiness capital gains. m 


*°§ 172(d); Reg. § 1.172-3(a). 


So ee oo le all I ,~ + ie | - _ = —_ es 
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For 2009, taxpayer and spouse have $2,600 of nonbusiness capital gains, $1,000 of non- PEXAMPLE 31 | 


business capital losses, $2,000 of interest income, and no itemized deductions. They 
must add back $7,800 {$11,400 standard deduction — [$2,000 interest income + $1,600 
($2,600 — $1,000) net nonbusiness capital gains]}. Note that, in this example, there is no 
excess of nonbusiness capital losses over nonbusiness capital gains. = 


For 2009, taxpayer and spouse have $2,600 of nonbusiness capital gains, $1,000 of nonbus- PEXAMPLE 320 | 


iness capital losses, $12,000 of interest income, $11,500 of itemized deductions (none of 
which are personal casualty and theft losses), $4,000 of business capital losses, and $1,000 
of business capital gains. They must add back $900 {$4,000 business capital losses — [$1,000 
business capital gains + ($12,000 nonbusiness income + $1,600 net nonbusiness capital 
gains — $11,500 nonbusiness deductions)]}. Note that, in this example, there is no excess of 
nonbusiness capital losses over nonbusiness capital gains, nor is there an excess of nonbusi- 
ness deductions over the sum of nonbusiness income and net nonbusiness capital gains. = 


For 2009, taxpayer and spouse have $2,600 of nonbusiness capital gains, $3,000 of non- ;SXAMELE GR 


business capital losses, $13,000 of interest income, $15,000 of itemized deductions 
(none of which are personal casualty and theft losses), $8,000 of business capital losses, 
and $4,000 of business capital gains. They must add back $2,000 ($15,000 — $13,000), 
the excess of nonbusiness deductions over nonbusiness income, and $3,000, the excess 
of combined capital losses. Because of the capital loss limitations, only $3,000 of the 
loss would have been used in computing taxable income for the year. @ 


= 


Example 34 illustrates the computation of an NOL. 


James opened a retail store in 2008 and experienced an NOL of $185 for that year. James SEX SMYLE 34 
had no taxable income for 2006 or 2007. James is married, has no dependents, and files a 


joint return. For 2009, James and his wife have the following taxable income: 


Gross income from the business $ 67,000 
Less: Business expenses (71,000) ($ 4,000) 
Salary from a part-time job 875 
Interest on savings account 525 
Nonbusiness long-term capital gain 1,000 
NOL carryover from 2008 (185) 
Net loss on rental property (100) 
Adjusted gross income ($ 1,885) 
Less: Itemized deductions 

Interest expense $ 4,600 

Taxes 5,300 

Casualty loss 2,000 

Total itemized deductions (11,900) 

Exemptions (2 x $3,650) (7,300) 
Taxable income ($21,085) 


James's NOL is computed as follows: 


Taxable income ($21,085) 
Add: 

Net operating loss from 2008 $ 185 

Personal exemptions (2) 7,300 


Excess of nonbusiness deductions over 
nonbusiness income 


Total itemized deductions $11,900 
Less: Casualty loss (2,000) 
$ 9,900 
Less: Interest $ 525 
Less: Long-term capital gain 1,000 (1525) es 57 De; S60 


Net operating loss ($ 5,225) 
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The NOL can be thought of as follows: 


Business loss 
Rental loss 
Casualty loss 
Salary income 

Net operating loss 


RECOMPUTATION OF TAX LIABILITY FOR YEAR TO 
WHICH NET OPERATING LOSS IS CARRIED 


When an NOL is carried back to a nonloss year, the taxable income and income tax 
for the carryback year must be recomputed by including the NOL as a deduction for 
AGI. Several deductions (such as medical expenses and charitable contributions) 
are based on the amount of AGI. When an NOL is carried back, all such deductions 
except the charitable contributions deduction must be recomputed on the basis of 
the new AGI after the NOL has been applied. The deduction for charitable contri- 
butions is determined without regard to any NOL carryback but with regard to any 
other modification affecting AGI. Furthermore, any tax credits limited by or based 


upon the tax must be recomputed, based on the recomputed tax. 


P EXAMEEE 35 | Peggy sustains an NOL of $11,000 in 2009. Because Peggy had no taxable income in 


2007, the loss is carried back to 2008. For 2008, the joint income tax return of Peggy 


and her husband was as follows: 


Salary income 

Dividends (not qualified dividends) 
Net short-term capital gain 
Adjusted gross income 

Itemized deductions 


Charitable contributions $3,700 
Medical [$1,600 — ($20,400 x 7.5%)] 70 
Interest 5,/00 
Taxes 2,420 


Exemptions (2 x $3,500) 
Taxable income 


Tax (married filing jointly) 


Peggy’s new tax liability for the carryback year is computed as follows: 


Adjusted gross income 

Less: Net operating loss 
Recomputed adjusted gross income 
Itemized deductions 


Charitable contributions $3,700 
Medical [$1,600 — ($9,400 x 7.5%)] 895 
Interest 5,700 
Taxes 2,420 


Exemptions (2 x $3,500) 
Recomputed taxable income 
Tax 


Tax originally paid and refund claim 


ee oN) 


($4,000) 
(100) 
- (2,000) 
875 
($5,225) 


$ 15,000 
4,000 
1,400 

$ 20,400 


(11,890) 
(7,000) 

$ 1,510 
Set 151 


$ 20,400 


(11,000) 


$ 9,400 


(12,715) 


(7,000) 

($ 10,315) 

gayeaml 
Sua) 151 
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CALCULATION OF THE REMAINING NET OPERATING LOSS 


After computing the amount of the refund claim for the initial carryback year, it is 
then necessary to determine the extent to which any NOL remains to carry over to 
future years. The amount of this carryover loss is the excess of the NOL over the tax- 
able income of the year to which the loss is being applied. However, the taxable 
income of the year to which the loss is being applied must be determined with the 
following modifications: 


e No deduction is allowed for excess capital losses over capital gains. 

e No deduction is allowed for the NOL that is being carried back. However, 
deductions are allowed for NOLs occurring before the loss year. 

e Any deductions claimed that are based on or limited by AGI must be 
determined after making the preceding adjustments. However, charitable 
contributions do not take into account any NOL carryback. 

e No deduction is allowed for personal and dependency exemptions. 


Referring to the facts in Example 35, the NOL carryover from 2008 available for future ee 


years is ($2,490), computed as follows: 


Salary income $15,000 
Dividends (not qualified dividends) 4,000 
Net short-term capital gain 1,400 
Adjusted gross income $20,400 
Itemized deductions 

Charitable contributions $3,700 

Medical [$1,600 — ($20,400 x 7.5%)] 70 

Interest 5,700 

Taxes 2,420 (11,890) 
Exemptions (not allowed) -0- 
Modified taxable income $ 8,510 
Net operating loss ($11,000) 
Modified taxable income 8,510 
Net operating loss to carry forward ($ 2,490) 


Since the ending figure is negative, it represents the NOL remaining to carry over to 
2010 or later years. @ 


i 


“ig 
. 


7-26 PART III Deductions 


L0.8 


Identify tax planning 
opportunities in deducting 


certain business expenses, 
business losses, and personal 
losses. 
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TAX PLANNING: 


7.7 TAX CONSEQUENCES OF 
THE GROETZINGER CASE 


In the Groetzinger case discussed earlier in the chapter, the court established that the 
appropriate tests for determining if gambling is a trade or business are whether an 
individual engages in gambling full-time in good faith, with regularity, and for the pro- 
duction of income as a livelihood, and not as a mere hobby. The court held that Rob- 
ert Groetzinger satisfied the tests because of his constant and large-scale effort. Skill 
was required and was applied. He did what he did for a livelihood, though with less 
than successful results. His gambling was not a hobby, a passing fancy, or an occasional 
bet for amusement. Therefore, his gambling was a trade or business, and hence, he 
was able to deduct his gambling losses for AGL If the court had ruled that Groetzinger’s 
gambling was not a trade or business, his gambling losses would have been limited to 
his gambling winnings and would have been classified as itemized deductions. 


7.8 DOCUMENTATION OF RELATED- 
TAXPAYER LOANS, CASUALTY LOSSES, 
AND [HEFT LOSSES 


PREIS CRAIN EDD EIS ET ELLE ATA TOS a ASS SD SIS A RPA ERA AOD TE IEP DS ILL ELD OD OCS 


Since non-bona fide loans between related taxpayers may be treated as gifts, adequate 
documentation is needed to substantiate a bad debt deduction if the loan subsequently 
becomes worthless. Documentation should include proper execution of the note 
(legal form) and the establishment of a bona fide purpose for the loan. In addition, it 
is desirable to stipulate a reasonable rate of interest and a fixed maturity date. 

Since a theft loss is not permitted for misplaced items, a loss should be documented 
by a police report and evidence of the value of the property (e.g., appraisals, pictures 
of the property, newspaper clippings). Similar documentation of the value of property 
should be provided to support a casualty loss deduction because the amount of loss is 
measured, in part, by the decline in fair market value of the property. 

Casualty loss deductions must be reported on Form 4684. 


7.9 WORTHLESS SECURITIES _ 


eS ST PP CN ED ESE ENR EI SE RI LEE IIE LE ST 


To be deductible, a security must be completely worthless. To obtain the deduction, 
the taxpayer must prove that the security was not worthless in a prior year and that 
the security was worthless in the year claimed. Because of the subjectivity associated 
with this burden of proof, the only safe practice is to claim a loss for the earliest year 
when it may possibly be allowed and to renew the claim in subsequent years if there 
is any reasonable chance that it will be applicable to the income for those years.” 
Fortunately, the statute of limitations for worthless securities is seven years.*! 


7.10 SMALL BUSINESS STOCK __ 


Because § 1244 limits the amount of loss classified as ordinary loss on a yearly basis, a 
taxpayer might maximize the benefits of § 1244 by selling the stock in more than 
one taxable year. The result could be that the losses in any one taxable year would 
not exceed the § 1244 limits on ordinary loss. 


STEEN PES SERS SERENAORSRRNRNENEESenoonEcEnaEee 


“Young v. Comm., 41-2 USTC 99744, 28 AFTR 365, 123 F.2d 597 (CA-2, 1941). "8 6511(d)(1). 
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‘When Is a Security WorTHLESS? 


: Usually, losses that have not been documented by the mar- _ whether this can happen requires an analysis of the relevant 
| ketplace cannot be deducted (i.e., unrealized losses). An facts and circumstances. Even though a stock may be selling _ 
| exception exists for securities that are completely worthless. for a fraction of a penny (i.e., has some value), some tax _ 
| But proving complete worthlessness can sometimes be diffi- advisers argue that if the stock’s selling price would be less _ 
cult. Just because a company declares bankruptcy does not than the broker's commission for selling the stock, a deduc- 
necessarily prove that its stock is completely worthless tion canbe taken at that time. 
because in some cases the stock can recover. Determining ; 


Mitch, a single individual, purchased small business stock in 2007 for $150,000 (150 PExXAMPLE 37 | 


shares at $1,000 per share). On December 20, 2009, the stock is worth $60,000 (150 
shares at $400 per share). Mitch wants to sell the stock at this time. Mitch earns a salary 
of $80,000 a year, has no other capital transactions, and does not expect any in the 
future. If Mitch sells all of the small business stock in 2009, his recognized loss will be 
$90,000 ($60,000 — $150,000). The loss will be characterized as a $50,000 ordinary loss 
and a $40,000 long-term capital loss. In computing taxable income for 2009, Mitch 
could deduct the $50,000 ordinary loss but could deduct only $3,000 of the capital loss. 
The remainder of the capital loss could be carried over and used in future years subject 
to the $3,000 limitation if Mitch has no capital gains. If Mitch sells 82 shares in 2009, he 
will recognize an ordinary loss of $49,200 [82 x ($1,000 — $400)]. If Mitch then sells the 
remainder of the shares in 2010, he will recognize an ordinary loss of $40,800 [68 x 
($1,000 — $400)]. Mitch could deduct the $49,200 ordinary loss in computing 2009 tax- 
able income and the $40,800 ordinary loss in computing 2010 taxable income. @ 


7.11 Casuacty Losses 


PRE SR RTT ARLE RN PEE SEI EEE ELLIE ENO AI 


A special election is available for taxpayers who sustain casualty losses in an area 
designated by the President as a disaster area. This election affects only the timing, I 
not the calculation, of the deduction. The deduction can be taken in the year before | 
the year in which the loss occurred. Thus, for a loss occurring between January 1 and | 
December 31, 2009, an individual can take the deduction on the 2008 return. The 
benefit, of course, is a faster refund (or reduction in tax). It will also be advantageous i 
to carry the loss back if the taxpayer’s tax rate in the carryback year is higher than 
the tax rate in the year of the loss. 

To find out if an event qualifies as a disaster area loss, one can look in any of the 
major tax services, the Weekly Compilation of Presidential Documents, or the Jnter- 
nal Revenue Bulletin. 


7.12 NET OPERATING LOssES 


In certain instances, it may be advisable for a taxpayer to elect not to carry back an 
NOL. For an individual, the benefits from the loss carryback could be scaled down 
or lost due to the economic adjustments that must be made to taxable income for 
the year to which the loss is carried. For example, a taxpayer should attempt to mini- 
mize the number of taxable years to which an NOL is carried. The more years to 
which the NOL is applied, the more benefits are lost from adjustments for items 
such as personal and dependency exemptions. 

The election not to carry back the loss might also be advantageous if there is a dis- 
parity in marginal tax rates applicable to different tax years. 


' @ ARM 


oer, 
» | 


7 i EXAMPLE 38 Abby sustained an NOL of $10,000 in Year 3. Her marginal tax bracket in Year 1 was 


} 
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15%. In Year 4, however, she expects her bracket to be 35% due to a large profit she 
will make on a business deal. If Abby carries her loss back, her refund will be $1,500 
(15% x $10,000). If she elects not to carry it back to Year 1 but chooses, instead, to carry 
it forward, her savings will be $3,500(35% x $10,000). Even considering the time value 
of an immediate tax refund, Abby appears to be better off using the carryover 
approach. @ 


REFOCUS ON THE BIG PICTURE 


Martha can receive tax benefits associated with her unfortunate occurrences during 
the current tax year. Some of the losses, however, will provide a greater tax benefit 
than others as a result of different tax provisions governing the amount and the clas- 
sification of the loss. 


LOSSES 


Bad Debt 


Based on the facts provided, it appears that Martha’s loan to her friend was a bona 
fide debt. Otherwise, nothing would be deductible. The amount of the deduction is 
the unpaid principal balance of $19,000 ($25,000 — $6,000). Unfortunately, since the 
bad debt is a nonbusiness bad debt, it is classified as a short-term capital loss. 


Loss from Investment 


The $50,000 loss is deductible. However, it appears that the loss should be classified 
as a long-term capital loss rather than as a short-term capital loss. Although the actual 
holding period was not greater than one year (October through May), the disposal 
date for the stock (qualifies as a worthless security) is deemed to be the last day of the 
tax year (October of last year through end of December of the current year). The loss 
does not appear to qualify for ordinary loss treatment under § 1244. 


Loss from Bookstore 


The $180,000 loss from the bookstore is reported on Schedule C of Form 1040. It is 
an ordinary loss, and it qualifies for NOL treatment. Therefore, Martha can carry the 
$180,000 net loss back and offset it against the net income of the bookstore for the 
past two years. Any amount not offset (probably about $30,000) can be carried for- 
ward for the next 20 years. The carryback will produce a claim for refund. 


Casualty Loss 


The loss on the damage to Martha’s personal residence is classified as a personal cas- 
ualty loss. Using the cost of repairs method, the amount of the casualty loss is $7,000 
($32,000 — $25,000). However, this amount must be reduced by the statutory materi- 
ality amounts of $100 ($500 for 2009) and 10 percent of AGI. 

Since the President classified the area in which Martha’s house is located as a disas- 
ter area, Martha has the option of deducting the casualty loss on the prior year’s tax 
return. 
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i KEY TERMS 
Bad debt, 7-3 Net operating loss (NOL), 7-19 Section 1244 stock, 7-6 
Business bad debt, 7-5 Nonbusiness bad debt, 7-5 Small business stock, 7-6 
Casualty loss, 7-8 Personal casualty gain, 7-13 Specific charge-off method, 7-4 
Disaster area losses, 7-10 Personal casualty loss, 7-14 Theft losses, 7-9 
Domestic production activities Qualified production activities income W-2 wages, 7-18 
deduction (DPAD), 7-17 (QPAI), 7-18 Worthless securities*726 
Domestic production gross receipts Research and experimental 
(DPGR), 7-18 expenditures, 7-15 


Modified adjusted gross income, 7-17 _ Reserve method, 7-4 


DISCUSSION QUESTIONS 


1. LO.1 Explain howa purchased debt instrument can give rise to a bad debt deduction. 


2. LO.1 Ron sells his business accounts receivable of $100,000 to Mike for $80,000 (80% of 
the actual accounts receivable). Mike later determines that he will be able to collect only 
$9,000 of a $10,000 receivable. Discuss the amount and classification of Mike’s bad debt 
deduction. 


3. LO.1 Discuss whether legal proceedings are necessary to show that a debt is worthless. 


4. LO.1 During the past tax year, Mark identified $10,000 as a nonbusiness bad debt. In that 
tax year, Mark had $50,000 of taxable income, none of which consisted of capital gains. 
During the current tax year, Mark collected $5,000 of the amount he had previously 
identified as a bad debt. Discuss Mark’s tax treatment of the $5,000 received in the 
current tax year. 


5. LO.1 Bob owns a collection agency. He purchases uncollected accounts receivable from 
other businesses at 60% of their face value and then attempts to collect these accounts. 
Discuss the treatment of any account Bob is unable to collect. 


6. LO.1 Discuss whether a bona fide loan can exist between related parties. 


7. L0.1 Many years ago, Jack purchased 400 shares of Canary stock. During the current 
year, the stock became worthless. It was determined that the company “went under” 
because several corporate officers embezzled a large amount of company funds. Identify 
the relevant tax issues for Jack. 


8. LO.2 Mary is in the business of buying and selling stocks and bonds. She has a bond of 
Velvet Corporation for which she paid $15,000. If the bond becomes worthless, what are the 
tax consequences of the bond being characterized as a worthless security? As a bad debt? 


9. LO.2 Discuss the tax treatment of the sale of § 1244 stock at a gain. 


10. LO.3, 4 Jim discovers that one of his business warehouses has extensive termite damage. 
Discuss whether he may take a deduction for the damage to the building. 


11. LO.3, 4 Janice was involved in an automobile accident, and the police cited her for 
driving under the influence of alcohol. Discuss whether Janice may claim a casualty loss 
deduction for the damage to her car. 


12. LO.4 Discuss at what point in time a theft loss is recognized. 


13. LO.4 Mary’s diamond ring was stolen last year. She originally paid $8,000 for the ring, but 
it was worth considerably more at the time of the theft. Mary filed an insurance claim for 
the stolen ring, but the claim was denied. Because the insurance claim was denied, Mary 
took a casualty loss for the stolen ring on last year’s tax return. Last year, Mary had AGI of 
$32,000. In the current year, the insurance company had a “change of heart” and sent 
Mary a check for $5,000 for the stolen ring. Discuss the proper tax treatment of the 
$5,000 Mary received from the insurance company in the current year. 
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L0.4 Discuss the measurement rule for partial or complete destruction of personal use 
property. 

L0.4 Discuss the tax consequences of not making an insurance claim when insured 
personal use property is subject to a loss. 


L0.4 Discuss the circumstances under which the cost of repairs to the damaged property 
can be used to measure the amount of a casualty loss. 


L0.4 Discuss the treatment of a loss on rental property under the following facts: 


Basis $500,000 
FMV before the loss 400,000 
FMV after the loss -0- 


LO.4 Hazel sustained a loss on the theft of a painting. She had paid $20,000 for the 
painting, but it was worth $25,000 at the time of the theft. Evaluate the tax consequences 
of treating the painting as investment property or as personal use property. 


L0.4 When casualty losses exceed casualty gains, only the amount of the casualty loss in 
excess of casualty gains is subject to the 10%-of-AGI floor. Discuss the significance of 
netting losses against gains in this manner rather than having the entire casualty loss be 
subject to the 10%-of-AGI floor. 


LO.4 Kelly decided to invest in Lime, Inc. common stock after reviewing Lime’s public 
disclosures, including recent financial statements and a number of press releases issued 
by Lime. On August 7, 2007, Kelly purchased 60,000 shares of Lime for $210,000. In May 
2008, Lime entered into a joint venture with Cherry, Inc. In November 2008, the joint 
venture failed, and Lime’s stock began to decline in value. In December 2008, Cherry 
filed a lawsuit against Lime for theft of corporate opportunity and breach of fiduciary 
responsibility. In February 2009, Lime filed a countersuit against Cherry for fraud and 
misappropriation of funds. At the end of December 2009, Kelly’s stock in Lime was worth 
$15,000. Identify the relevant tax issues for Kelly. 


L0.3, 4 Henry owned 1,000 acres of unimproved farmland. During the spring of the 
current year, shortly after Henry had tilled the ground, a storm blew away four inches of 
topsoil from 60% of his acreage. Identify the relevant tax issues for Henry. 


L0.5 Green Corporation made extensive modifications to a portion of a building so that 
it could be used to conduct product research. Discuss whether the modification costs 
would qualify as research and experimental expenditures. 


L0.5 Discuss under what circumstances a company would elect to amortize research and 
experimental expenditures rather than use the expense method. 


LO.6 Amos began a business, Silver, Inc., on July 1, 2006. The business extracts and 
processes silver ore. During 2009, Amos becomes aware of the domestic production 
activities deduction (DPAD) and would like to take advantage of this deduction. Identify 
the relevant tax issues for Silver, Inc. 


L0.6 The DPAD is unlike other deductions and is designed to provide a tax benefit in a 
somewhat unique manner. Explain this statement. 


L0.6 Discuss the definition of W—2 wages for purposes of determining the DPAD for a 
calendar year taxpayer for 2009. 


LO.7 Discuss whether stolen bearer bonds can create an NOL for an individual taxpayer. 


L0.7 Discuss how the carryback period for a loss attributable to a farming business differs 
from the carryback period for a regular NOL. 


L0.7 Discuss whether itemized deductions can create an NOL. 
L0.7 Discuss the recomputation of the tax liability for the year to which an NOL is carried. 


L0.7 Thomas believes that he has an NOL for the current year and wants to carry it back 
to a previous year and receive a tax refund. In determining his NOL, Thomas offset his 
business income by alimony payments he made to his ex-wife, contributions he made to 
his traditional Individual Retirement Account (IRA), and moving expenses he incurred. 
His reason for using these items in the NOL computation is that each item is a deduction 
for AGI. Identify the relevant tax issues for Thomas. 
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PROBLEMS 


LO.1 Several years ago John Johnson, who is not in the lending business, loaned Sara 
$30,000 to purchase an automobile to be used for personal purposes. In August of the 
current year, Sara filed for bankruptcy, and John was notified that he could not expect 
to receive more than $4,000. As of the end of the current year, John has received 
$1,000. John has contacted you about the possibility of taking a bad debt deduction for 
the current year. 

Write a letter to John that contains your advice as to whether he can claim a bad 
debt deduction for the current year. Also, prepare a memo for the tax files. John’s 
address is 100 Tyler Lane, Erie, PA 16563. 


L0.1 Sue loaned her friend John $15,000 four years ago. John signed a note and made 
payments on the loan. Last year, when the remaining balance of the loan was $8,000, 
John filed for bankruptcy and notified Sue that he would be unable to repay the $8,000 
balance remaining on the loan. Sue treated the $8,000 as a bad debt. Last year Sue had 
net long-term capital gains of $1,000 and taxable income of $41,000. Sue did not itemize 
her deductions last year. During the current year, John paid Sue $5,000 in satisfaction of 
the debt. Determine Sue’s tax treatment for the $5,000 received in the current year. 


LO.1 Sally is in the business of purchasing accounts receivable. Last year, Sally purchased 
an account receivable with a face value of $80,000 for $60,000. During the current year, 
Sally settled the account, receiving $65,000. Determine the maximum amount of the bad 
debt deduction for Sally for the current year. 


LO.1, 2 Mable and Jack file a joint return. For the current year, they had the following 
items: 


Salaries $180,000 
Loss on sale of § 1244 stock acquired two years ago 105,000 
Gain on sale of § 1244 stock acquired six months ago 20,000 
Nonbusiness bad debt 19,000 


Determine their AGI for the current year. 


LO.2, 8 Mary, a single taxpayer, purchased 10,000 shares of § 1244 stock several years ago 
at a cost of $20 per share. In November of the current year, Mary received an offer to sell 
the stock for $12 per share. She has the option of either selling all of the stock now or 
selling half of the stock now and half of the stock in January of next year. Mary will receive 
a salary of $80,000 for the current year and $90,000 next year. Mary will have long-term 
capital gains of $8,000 for the current year and $10,000 next year. If Mary’s goal is to 
minimize her AGI for the two years, determine whether she should sell all of her stock 
this year or half of her stock this year and half next year. 


L0.4 During 2009, someone broke into Jacob’s personal residence and took the 
following items: 


Adjusted Insurance 
Asset Basis FMV before FMV after Recovery 
Business computer $15,000 $10,000 a $3,000 
Bearer bonds 30,000 32,000 -0- -0- 
Silverware 7,000 10,000 -0- 2,000 
Cash 8,000 8,000 -0- -0- 
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Jacob’s AGI for the year, before considering any of the above items, is $50,000. Determine 
the total deduction for the stolen items on Jacob’s 2009 tax return. 


L0.3, 4, 8 Olaf owns a 500-acre farm in Minnesota. A tornado hit the area and destroyed 
a farm building and some farm equipment and damaged a barn. Fortunately for Olaf, the 
tornado occurred after he had harvested his corn crop. Applicable information is as 


follows: 
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Adjusted Insurance 
Item Basis FMV before FMV after Proceeds 
il cl un gcc ev el PE ee 
Building $90,000 $ 70,000 $ 6-0- $70,000 
Equipment 40,000 50,000 -0- 25,000 
Barn 90,000 120,000 70,000 25,000 
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Because of the extensive damage caused by the tornado, the President designated the 
area as a disaster area. 

Olaf, who files a joint return with his wife, Anna, had $174,000 of taxable income last 
year. Their taxable income for the current year, excluding the loss from the tornado, is 
$250,000. 

Determine the amount of Olaf and Anna’s loss and the year in which they should 
take the loss. 


L0.3, 4 Heather owns a two-story building. The building is used 60% for business use 
and 40% for personal use. During 2009, a fire caused major damage to the building and 
its contents. Heather purchased the building for $800,000 and has taken depreciation of 
$150,000 on the business portion. At the time of the fire, the building had a fair market 
value of $900,000. Immediately after the fire, the fair market value was $200,000. The 
insurance recovery on the building was $600,000. The contents of the building were 
insured for any loss at fair market value. The business assets had an adjusted basis of 
$220,000 and a fair market value of $175,000. These assets were totally destroyed. The 
personal use assets had an adjusted basis of $50,000 and a fair market value of $65,000. 
These assets were also totally destroyed. If Heather’s AGI is $100,000 before considering 
the effects of the fire, determine her itemized deduction as a result of the fire. Also 
determine Heather’s AGI. 


L0.3, 4 On July 24 of the current year, Sam Smith was involved in an accident with his 
business use automobile. Sam had purchased the car for $30,000. The automobile had a 
fair market value of $20,000 before the accident and $8,000 immediately after the 
accident. Sam has taken $20,000 of depreciation on the car. The car is insured for the fair 
market value of any loss. Because of Sam’s history, he is afraid that if he submits a claim, 
his policy will be canceled. Therefore, he is considering not filing a claim. Sam believes 
that the tax loss deduction will help mitigate the loss of the insurance reimbursement. 
Sam’s current marginal tax rate is 35%. 

Write a letter to Sam that contains your advice with respect to the tax and cash-flow 
consequences of filing versus not filing a claim for the insurance reimbursement for the 
damage to his car. Also, prepare a memo for the tax files. Sam’s address is 450 Colonel’s 
Way, Warrensburg, MO 64093. 


L0.5 Blue Corporation, a manufacturing company, decided to develop a new line of 
merchandise. The project began in 2009. Blue had the following expenses in connection 
with the project: 


2009 2010 
Salaries $400,000 $500,000 
Materials 80,000 90,000 
Insurance 10,000 15,000 
Utilities 7,000 9,000 
Cost of inspection of materials for quality control 5,000 6,000 
Promotion expenses 10,000 12,000 
Advertising —0- 30,000 
Equipment depreciation 10,000 12,000 
Cost of market survey 8,000 -0- 
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The new product will be introduced for sale beginning in July 2011. Determine the 


amount of the deduction for research and experimental expenditures for 2009, 2010, 
and 2011 if: 
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43. 


45. 


46. 


47, 


48. 


49. 


CHAPTER 7 Deductions and Losses: Certain Business Expenses and Losses 7-33 


a. Blue Corporation elects to expense the research and experimental expenditures. 


b. Blue Corporation elects to amortize the research and experimental expenditures 
over 60 months. 


L0.6 Sarah Ham, operating as a sole proprietor, manufactures printers in the United 
States. For the current year, the proprietorship has QPAI of $300,000. Sarah’s modified 
AGI was $180,000. The W-2 wages paid by the proprietorship to employees engaged in 


the qualified domestic production activity were $50,000. Calculate Sarah’s DPAD for the 
current year. 


LO.6 Barbara, a calendar year taxpayer, owns and operates a company that manufactures 
toys. For 2009, she has modified AGI of $500,000 and QPAI of $550,000. Ignoring the 
W-2 wage limitation, calculate Barbara’s DPAD. 


L0.6 Red Corporation manufactures hand tools in the United States. For the current 
year, the QPAI derived from the manufacture of hand tools was $1 million. Red’s taxable 
income for the current year was $1.5 million. Last year, Red had an NOL of $800,000, 
which Red elected to carry forward. Calculate Red’s DPAD for the current year. 


L0O.6 Green, Inc., manufactures skirts and blouses in the United States. The QOPAI 
derived from the manufacture of one skirt is $7, and the QPAI from one blouse is a 
negative $3. What amount of QPAI is available to Green for calculating the DPAD? 


LO.6 In 2009, Rose, Inc., has QPAI of $4 million and taxable income of $3 million. Rose 
pays independent contractors $400,000. Rose’s W-2 wages are $500,000, but only 
$300,000 of the wages are paid to employees engaged in qualified domestic production 
activities. 

a. Calculate the DPAD for Rose, Inc., for 2009. 

b. What suggestions could you make to enable Rose to increase its DPAD? 


LO.7 Sam, age 45, is single. For 2009, he has the following items: 


Business income $70,000 
Business expenses 65,000 
Alimony paid 12,000 
Interest income 3,000 
Itemized deductions 4,000 


a. Determine Sam’s taxable income for 2009. 
b. Determine Sam’s NOL for 2009. 


L0.7 Mary, a single taxpayer with two dependent children, has the following items of 
income and expense during 2009: 


Gross receipts from business a aig 
Business expenses 180,000 
Alimony received 22,000 
Interest income 40,000 
Itemized deductions (no casualty or theft) 28,000 


a. Determine Mary’s taxable income for 2009. 
b. Determine Mary’s NOL for 2009. 


LO.7 Gus, who is married and files a joint return, owns a grocery store. In 2009, his gross 
sales were $276,000, and operating expenses were $320,000. Other items on his 2009 


return were as follows: 


Nonbusiness capital gains (short term) $20,000 
Nonbusiness capital losses (long term) 9,000 
Itemized deductions (no casualty or theft) 18,000 
Ordinary nonbusiness income 8,000 
Salary from part-time job 10,000 


During the year 2007, Gus had no taxable income. In 9008, Gus had taxable income of 
$22,100 computed as follows: 
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Net business income 
Interest income 
Adjusted gross income 
Less: Itemized deductions 
Charitable contributions of $40,000, limited to 50% 
of AGI 


Medical expenses of $6,550, limited to the amount 
in excess of 7.5% of AGI ($6,550 — $4,650) 


Total itemized deductions 
Exemptions (2 x $3,500) 
Taxable income 


a. What is Gus’s 2009 NOL? 


$ 60,000 
2,000 
$ 62,000 


$31,000 


1,900 


b. Determine Gus’s recomputed taxable income for 2008. 
c. Determine the amount of Gus’s 2009 NOL to be carried forward to 2010. 


(32,900) 
(7,000) 
$ 22,100 


50. LO.7 During 2009, Rick and his wife, Sara, had the following items of income and 


expense to report: 


Gross receipts from farming business $400,000 
Farming expenses 525,000 
Interest income from bank savings accounts 8,000 
Sara’s salary 50,000 
Long-term capital gain on stock held as an investment 4,000 
Itemized deductions (no casualty or theft) 15,000 
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a. Assuming Rick and Sara file a joint return, what is their taxable income for 2009? 
b. What is the amount of Rick and Sara’s farming loss for 2009? 


c. Whatis the amount of Rick and Sara’s NOL for 2009? 
d. To what years can Rick and Sara’s NOL be carried? 


51. LO.7 Assume that in addition to the information in Problem 50, Rick and Sara had no 
taxable income for the years 2004, 2005, 2006, and 2007 and $4,700 of taxable income for 


2008 computed as follows: 


Salary 

Capital loss 

Adjusted gross income 
Less: Itemized deductions 


Charitable contributions of $20,000, limited to 50% 
of AGI 


Medical expenses of $2,100, limited to the amount 
in excess of 7.5% of AGI ($2,100 — $1,800) 


Total itemized deductions 
Exemptions (2 x $3,500) 
Taxable income 


$ 25,000 
(1,000) 
$ 24,000 


$12,000 


300 


(12,300) 
(7,000) 
$ 4,700 


a. Determine Rick and Sara’s recomputed taxable income for 2008. 
b. Determine the amount of Rick and Sara’s 2009 NOL to be carried forward to 2010. 


52. L0.7 During 2009, Ron and his wife, Sue, had the following items of income and expense 


to report: 
Farming income $300,000 
Farming expenses 350,000 
Interest income 15,000 
Medical expenses (after 7.5%-of-AGI reduction) 12,000 
Casualty loss (after $500 reduction and 10%-of-AGI 

reduction) 20,000 


Determine Ron and Sue’s taxable income for 2009. 
Determine Ron and Sue’s NOL for 2009. 
Determine Ron and Sue’s farming loss for 2009. 
To what years can Ron and Sue’s NOL be carried? 
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L0.7 Robert and Susan Reid had an NOL of $30,000 in 2009. They had no taxable 
income for the year 2007 and $15,250 of taxable income for 2008 computed as follows: 


Salary $ 50,000 
Capital loss (4,000) 
Adjusted gross income $ 46,000 


Less: Itemized deductions 
Charitable contributions of $24,000, limited to 50% 


of AGI $23,000 
Medical expenses of $4,200, limited to the amount 
in excess of 7.5% of AGI ($4,200 — $3,450) 750 
Total itemized deductions (23,750) 
Exemptions (2 x $3,500) (7,000) 
Taxable income $ 15,250 


Write a letter to Robert and Susan informing them of the amount of the remaining NOL 
to be carried forward if the loss is applied against the 2008 taxable income. Also, prepare 
a memo for the tax files. Their address is 201 Jerdone Avenue, Conway, SC 29526. 


LO.7 Pete and Polly are married and file a joint return. They had the following income 
and deductions for 2009: 


Salary $50,000 
Interest from savings account 5,000 
Itemized deductions (no casualty or theft) 8,000 
2008 NOL carried to 2009 60,000 


a. What is Pete and Polly’s taxable income for 2009? 
b. What is Pete and Polly’s NOL for 2009? 
c. What is Pete and Polly’s NOL to be carried to 2010? 


L0.1, 2, 7 Soong, single and age 32, had the following items for the tax year 2009: 


® Salary of $30,000. 

© Interest income from U.S. government bonds of $2,000. 

© Dividends from a foreign corporation of $500. 

© Sale of small business § 1244 stock on October 20, 2009, for $20,000. The stock had 
been acquired two years earlier for $65,000. 

© Business bad debt of $4,000. 

® Nonbusiness bad debt of $5,000. 

® Sale of small business § 1244 stock on November 12, 2009, for $4,000. The stock had 
been acquired on June 5, 2009, for $800. 

© Sale of preferred stock on December 4, 2009, for $40,000. The stock was acquired four 
years ago for $18,000. 

e Total itemized deductions of $20,000 (no casualty or theft). 


a. Determine Soong’s NOL for 2009. 
b. Assuming Soong has had taxable income for each of the last five years, determine 
the carryback year to which the 2009 NOL should be applied. 


L0.1, 3 Nell, single and age 38, had the following income and expense items in 2009: 


Nonbusiness bad debt $ 6,000 
Business bad debt 2,000 
Nonbusiness long-term capital gain 4,000 
Nonbusiness short-term capital loss 3,000 
Salary 40,000 
Interest income 1,000 


Determine Nell’s AGI for 2009. 


L0.1, 4 Assume that in addition to the information in Problem 56, Nell had the following 
items in 2009: 
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Personal casualty gain on an asset held for four months $10,000 
Personal casualty loss on an asset held for two years 1,000 


Determine Nell’s AGI for 2009. 


58. LO.1, 4, 7 Assume that in addition to the information in Problems 56 and 57, Nell had 
the following items in 2009: 


Personal casualty loss on an asset held for five years $60,000 
Interest expense on home mortgage 15,000 


Determine Nell’s taxable income and NOL for 2009. 


59. LO.1, 2, 3,4, 7 Jed, age 55, is married with no children. During 2009, Jed had the fol- 
lowing income and expense items: 

a. Three years ago, Jed loaned a friend $10,000 to help him purchase a new car. In June 
of the current year, Jed learned that his friend had been declared bankrupt and had 
left the country. There is no possibility that Jed will ever collect any of the $10,000. 

b. In April of last year, Jed purchased some stock for $5,000. In March of the current 
year, the company was declared bankrupt, and Jed was notified that his shares of 
stock were worthless. 

c. Several years ago, Jed purchased some § 1244 stock for $120,000. This year, he sold 
the stock for $30,000. 

d. In July of this year, Jed sold some land that he had held for two years for $60,000. He 
had originally paid $42,000 for the land. 

e. Jed received $40,000 of interest income from State of Minnesota bonds. 

f. In September, Jed’s home was damaged by an earthquake. Jed’s basis in his home was 
$430,000. The value of the home immediately before the quake was $610,000. After 
the quake, the home was worth $540,000. Because earthquake damage was an exclu- 
sion on Jed’s homeowner’s insurance policy, he received no insurance recovery. 

g. Jed received a salary of $80,000. 

h. Jed paid home mortgage interest of $14,000. 


If Jed files a joint return for 2009, determine his NOL for the year. 


CUMULATIVE PROBLEMS 


60. Jane Smith, age 40, is single and has no dependents. She is employed as a legal secretary 


by Legal Services, Inc. She owns and operates Typing Services located near the campus of 


DECISION MAKING Florida Atlantic University at 1986 Campus Drive. Jane is a material participant in the 


business. She is a cash basis taxpayer. Jane lives at 2020 Oakcrest Road, Boca Raton, FL 

COMMUNICATIONS 33431. Jane’s Social Security number is 123—45-6789. Jane indicates that she wishes to 
designate $3 to the Presidential Election Campaign Fund. During 2008, Jane had the 
following income and expense items: 


Taxcut a. $50,000 salary from Legal Services, Inc. 
. b. $20,000 gross receipts from her typing services business. 
c. $700 interest income from Acme National Bank. 
d. $1,000 Christmas bonus from Legal Services, Inc. 
e. $60,000 life insurance proceeds on the death of her sister. 
f. $5,000 check given to her by her wealthy aunt. 
g. $100 won ina bingo game. 
h. Expenses connected with the typing service: 
Office rent $7,000 
Supplies 4,400 
Utilities and telephone 4,680 
Wages to part-time typists 5,000 
Payroll taxes 500 
Equipment rentals 3,000 


i. $8,346 interest expense on a home mortgage (paid to San Jose Savings and Loan). 
j- $5,000 fair market value of silverware stolen from her home by a burglar on October 


12, 2008. Jane had paid $4,000 for the silverware on July 1, 1999. She was reimbursed 
$1,500 by her insurance company. 
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k. Jane had loaned $2,100 to a friend, Joan Jensen, on June 3, 2005. Joan declared 
bankruptcy on August 14, 2008, and was unable to repay the loan. Assume the loan is 
a bona fide debt. 

Legal Services, Inc., withheld Federal income tax of $7,500 and FICA tax of $3,551 
{Social Security tax of $2,878 [ ($51,000 — $4,580) x 6.2%] + Medicare tax of $673 
[ ($51,000 — $4,580) x 1.45%}. 

Alimony of $10,000 received from her former husband, Ted Smith. 

Interest income of $800 on City of Boca Raton bonds. 

Jane made estimated Federal tax payments of $1,000. 

Sales taxes from the sales tax table of $654. 

Charitable contributions of $2,500. 


— 
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Part I—Tax Computation 

Compute Jane Smith’s 2008 Federal income tax payable (or refund due). If you use tax 
forms for your computations, you will need Forms 1040 and 4684 and Schedules A, C, 
and D. Suggested software: TaxCut. 


Part 2—Tax Planning 
In 2009, Jane plans to continue her job with Legal Services, Inc. Therefore, items a, d, 
and | will recur in 2009. Jane plans to continue her typing services business (refer to item 
b) and expects gross receipts of $26,000. She projects that all business expenses (refer to 
item h) will increase by 10%, except for office rent, which, under the terms of her lease, 
will remain the same as in 2008. Items e, f, g, j, and k will not recur in 2009. Items c, i, m, 
n, p, and q will be approximately the same as in 2008. 

Jane would like you to compute the minimum amount of estimated tax she will have 
to pay for 2009 so that she will not have to pay any additional tax upon filing her 2009 
Federal income tax return. Write a letter to Jane that contains your advice and prepare a 
memo for the tax files. 


61. Alan Rice, age 45, and his wife, Ruth, live at 230 Wood Lane, Salt Lake City, UT 84201. TAX COMPUTATION PROBLEM 
Alan’s Social Security number is 111—11—1111. Ruth’s Social Security number is 123—45— 
6789. Alan and Ruth are cash basis taxpayers and had the following items for the year 
2009: 


e Salary of $90,000. 

e Business bad debt of $30,000 from uncollected rent. 

© Sale of § 1244 stock resulting in a loss of $20,000. The stock was acquired nine months 
earlier. 

e Rental income of $50,000. 

e Rental expenses of $28,000. 

e Casualty loss on rental property of $12,000. 

® Personal casualty loss (from one event) of $25,000. 

® Other itemized deductions of $15,000. 

e NOL carryover from 2008 of $18,000. 

e Federal income tax withheld of $5,000. 


Compute Alan and Ruth’s 2009 Federal income tax payable (or refund due). 


RESEARCH PROBLEMS a 


Note: Solutions to Research Problems can be prepared by using the Checkpoint” i} THOMSON REUTERS | 
Student Edition online research product, which is available to accompany this text. Itis — Checkpoint® Student Edition aad 
also possible to prepare solutions to the Research Problems by using tax research mate- | 
rials found in a standard tax library. 


Research Problem 1. During 2009, John was the chief executive officer and a shareholder of 
Maze, Inc. He owned 60% of the outstanding stock of Maze. In 2006, John and Maze, as co- 
borrowers, obtained a $100,000 loan from United National Bank. This loan was secured by 
John’s personal residence. Though Maze was listed as a co-borrower, John repaid the loan | 
in full in 2009. On Maze’s Form 1120 tax returns, no loans from shareholders were : 
reported. Discuss whether John is entitled to a bad debt deduction for the amount of the 


payment on the loan. 
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Partial list of research aids: 

U.S. v. Generes, 405 U.S. 93 (1972). 

Dale H. Sundby, T.C.Memo. 2003-204. 

Arrigoni v. Comm., 73 T.C. 792 (1980). 

Estate of Herbert M. Rapoport, T.C.Memo. 1982-584. 

Clifford L. Brody and Barbara J. DeClerk, T.C. Summary Opinion, 2004-149. 


Research Problem 2. Henry Hansen is a real estate developer. He was successful for many _ 
years. Three years ago, however, the real estate market crashed, and Henry reported losses 
for the two following tax years. The IRS disputed these losses and assessed tax deficiencies 
of $300,000 and $200,000 for the two years in question. In March of the current year, Henry 
offered to resolve all issues relating to those two years by paying the IRS $250,000 or 
$125,000 for each year. In April of the current year, the Commissioner accepted Henry's 
offer without discussion or negotiation. Henry now finds that he has an NOL for last year. If 
he carries the NOL back to the two years for which he has reached a settlement with the 
IRS, the stipulated tax deficiency will be eliminated. Discuss whether Henry will be allowed 
to carry his NOL back to the two prior years for which he has reached a settlement. 


Research Problem 3. Jeb Simmons operated an illegal gambling business out of his home. 
While executing a search warrant, the local sheriff seized gambling paraphernalia and 
$200,000 in cash. Subsequently, Jeb voluntarily consented to forfeit to the state the cash 
that had been seized in connection with the execution of the search warrant. Write a letter 
to Jeb advising him as to whether he can claim a loss under § 165 for the seized cash. Also, 
prepare a memo for the tax files. Jeb’s address is 100 Honey Lane, Macon, GA 62108. 


Research Problem 4. Bob Morgan was employed by Green Corporation for 20 years. During the 
course of Bob’s employment, he received options to purchase shares of Green Corporation 
stock that he exercised. He also acquired shares of Green stock on the open market and 
through Green’s employee stock purchase plan. Unfortunately for Bob, Green filed a 
Chapter 11 bankruptcy petition. Fraudulent accounting practices by certain Green officers 
contributed to the company’s bankruptcy filing. Green’s chief executive officer was convicted 
of several violations of the securities laws including fraud, conspiracy, and filing false financial 
statements with the Securities and Exchange Commission. Two other Green officials pleaded 
guilty to fraud and conspiracy. The bankruptcy filing and the fraudulent accounting practices 
caused the value of Green’s stock to decline significantly. Later, the bankruptcy court 
confirmed Green’s plan of reorganization, and Green emerged from bankruptcy with Bob’s 
shares having only a very minimal value. On June 20, 2008, Bob surrendered and 
relinquished all his rights to his Green Corporation stock. Evaluate the possibility of Bob 
claiming a theft loss or claiming a deductible loss for the Green stock as a worthless security. 


Research Problem 5. Rocky Sole, Inc., is in the business of designing, developing, 
manufacturing, and selling hiking boots. The company’s design department activities 
relate to the design, development, modification, and improvement of Rocky Sole’s hiking 
boots. The department produces drawings containing ideas for new products or 
improvements on existing products. When agreement is reached on a new design, the 
department evaluates the appropriate manufacturing process. The design department 
does no internal testing to determine how the hiking boots will perform. Evaluate the 
possibility of Rocky Sole, Inc., claiming all of the costs incurred by the design department 
as research and experimental expenditures under § 174. 


Use the tax resources of the Internet to address the following questions. Do not restrict 
your search to the World Wide Web, but include a review of newsgroups and general 
reference materials, practitioner sites and resources, primary sources of the tax law, 
chat rooms and discussion groups, and other opportunities. 


Research Problem 6. Find a newspaper article that discusses tax planning for casualty losses 
when a disaster area designation is made. Does the article convey the pertinent tax rules 
correctly? Then list all of the locations identified by the President as Federal disaster areas 
in the last two years. 


Research Problem 7. Scan several publications that are read by owners of small businesses. 
Some of the articles in these publications address tax-related issues such as how to structure 
a new business. Do these articles do an adequate job of conveying the benefits of issuing 
§ 1244 small business stock? Prepare a short memo explaining the use of § 1244 stock and 


post it to a newsgroup that is frequented by inventors, engineers, and others involved in 
startup corporations. 


LEARNING OBJECTIVES 


Depreciation, Cost Recovery, 
Amortization, and Depletion 


After completing Chapter 8, you should be able to: 


LO.1 


Understand the rationale for the cost 
consumption concept and identify the 
relevant time periods for 
depreciation, ACRS, and MACRS. 


L0.2 


Determine the amount of cost 
recovery under MACRS. 


LO.3 


Recognize when and how to make the 
§ 179 expensing election, calculate 
the amount of the deduction, and 
apply the effect of the election in 
making the MACRS calculation. 


L0.4 


Identify listed property and apply the 
deduction limitations on listed 
property and on luxury automobiles. 


LO.5 


Determine when and how to use the 
alternative depreciation system (ADS). 


LO.6 


Be aware of the major characteristics 
of ACRS. 


LO.7 


Identify intangible assets that are 
eligible for amortization and 
calculate the amount of the 
deduction. 


L0.8 


Determine the amount of depletion 
expense including being able to apply 
the alternative tax treatments for 
intangible drilling and development 
costs. 


LO.9 


Perform the reporting procedures for 
cost recovery. 


LO.10 


Identify tax planning opportunities 
for cost recovery, amortization, and 
depletion. 
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Income (broadly conceived ) 

Less: Exclusions 

Gross income 

Less: Deductions for adjusted gross income 


Adjusted gross income 
Less: The greater of total itemized deductions or the standard deduction 


Personal and dependency exemptions 
Taxable income 
Tax on taxable income (see Tax Tables or Tax Rate Schedules ) 
Less: Tax credits (including income taxes withheld and prepaid ) 
Tax due (or refund ) 


THE BIG PICTURE 


CALCULATION OF Dr. Cliff Payne purchases and places in service in his dental practice the following 


fixed assets during the current year: 
| DEPRECIATION eae ped ie 
EXPENSE AND TAX Office furniture and fixtures 7 $ 70,000 
Computers and peripheral equipment 67,085 q 
PLANNING Dental equipment 200,000 3 q 


Using his financial reporting system, he concludes that the depreciation expense 4 
on Schedule C of Form 1040 is $52,000. 


PEED L ERE DA ELE EDIE ILE A LOIN 


Office furniture and fixtures ($70,000 x 14.29%) $10,003 

Computers and peripheral equipment ($67,085 x 20%) 13,417 
i Dental equipment ($200,000 x 14.29%) 28,580 
$52,000 


LES PP ey Pye wey 


Has Dr. Payne correctly calculated the depreciation expense for his dental 
practice? ; 
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8.1 OVERVIEW 


GENERAL 


The Internal Revenue Code provides for a deduction for the consumption of the 
cost of an asset through depreciation, cost recovery, amortization, or depletion. 
These deductions are applications of the recovery of capital doctrine (discussed in 
Chapter 4). The concept of depreciation is based on the premise that the asset 
acquired (or improvement made) benefits more than one accounting period. Oth- 
erwise, the expenditure is deducted in the year incurred—see Chapter 6 and the dis- 
cussion of capitalization versus expense. 

Congress completely overhauled the depreciation rules in 1981 tax legislation by 
creating the accelefated cost recovery system (ACRS). Substantial modifications were 
made to ACRS in 1986 tax legislation (MACRS). These changes to the depreciation 
rules and the time frames involved are noted in Concept Summary 8.1. A knowledge 
of all of the depreciation and cost recovery rules may be needed as Example 1 illus- 
trates for cost recovery. 


The Brown Company owns a building purchased in 1986 that has a 19-year cost recov- 
ery life. In 2009, the business purchased a computer. To compute the cost recovery for 
2009, Brown used the ACRS rules for the building and the MACRS rules for the com- 
puter. For 2009, there would be no additional cost recovery for the building because 
the basis of the building at the beginning of 2009 would be $0. @ 

l wad 

The statutory changes that have taken place since 1980 have widened the gap that 
exists between the accounting and tax versions of depreciation. The tax rules that 
existed prior to 1981 were much more compatible with generally accepted account- 
ing principles. 

This chapter initially focuses on the MACRS rules.' Because they cover more 
recent property acquisitions (i.e., after 1986), their use is more widespread. The 
ACRS rules, however, are reviewed in Concept Summary 8.5 and briefly discussed on 
page 8-22. The pre-1981 rules are covered in Appendix G. The chapter concludes 
with a discussion of the amortization of intangible property and startup expendi- 
tures and the depletion of natural resources. 

Taxpayers may write off the cost of certain assets that are used in a trade or busi- 
ness or held for the production of income. A write-off may take the form of deprecia- 
tion (or cost recovery), depletion, or amortization. Tangible assets, other than 
natural resources, are depreciated. Natural resources, such as oil, gas, coal, and timber, 
are depleted. Intangible assets, such as copyrights and patents, are amortized. Gener- 
ally, no write-off is allowed for an asset that does not have a determinable useful life. 


CONCEPTS RELATING TO DEPRECIATION 


Nature of Property . 
Property includes both realty (real property) and personalty (personal property). 
Realty generally includes land and buildings permanently affixed to the land. Person- 
alty is defined as any asset that is not realty.” Personalty includes furniture, machinery, 
equipment, and many other types of assets. Do not confuse personalty (or personal 
property) with personal use property. Personal use property is any property (realty or 
personalty) that is held for personal use rather than for use in a trade or business or 
an income-producing activity. Write-offs are not allowed for personal use assets. 

In summary, both realty and personalty can be either business use/income- 
producing property or personal use property. Examples include a residence (realty 


LO.1 


Understand the rationale for the 
cost consumption concept and 


identify the relevant time 
periods for depreciation, ACRS, 
and MACRS. 


EXAMPLE 1 


'§ 168. The terms “depreciation” and “cost recovery” are used interchange- *Refer to Chapter 1 for a further discussion. 


ably in the text and in § 168. 
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CONCEPT SUMMARY 


rm 4 Depreciation and Cost Recovery: Relevant Time Periods Recs hein wt 


System ~ Date Property Is Placed in Service 


Pre-1981 depreciation Before January 1, 1981, and certain nienenty raced inservice after tele 
December 31, 1980. <i) 
Original accelerated cost recovery system (ACRS) After December 31, 1980, and before January 1, 1987. 


Modified accelerated cost recovery system (MACRS) After December 31, 1986. 


that is personal use), an office building (realty that is business use), a dump truck 
(personalty that is business use), and regular wearing apparel (personalty that is 
personal use). It is imperative that this distinction between the classification of an 
asset (realty or personalty) and the use to which the asset is put (business or personal) 
be understood. 

Assets used in a trade or business or for the production of income are eligible for 
cost recovery if they are subject to wear and tear, decay or decline from natural 
causes, or obsolescence. Assets that do not decline in value on a predictable basis or 
that do not have a determinable useful life (e.g., land, stock, antiques) are not eligi- 
ble for cost recovery. 


Placed in Service Requirement 


The key date for the commencement of depreciation is the date an asset is placed in 
service. This date, and not the purchase date of an asset, is the relevant date. This dis- 
tinction is particularly important for an asset that is purchased near the end of the 
tax year, but not placed in service until after the beginning of the following tax year. 


Cost Recovery Allowed or Allowable 


The basis of cost recovery property must be reduced by the cost recovery allowed 
and by not less than the allowable amount. The allowed cost recovery is the cost recoy- 
ery actually taken, whereas the allowable cost recovery is the amount that could have 
been taken under the applicable cost recovery method. If the taxpayer does not 
claim any cost recovery on property during a particular year, the basis of the prop- 
erty must still be reduced by the amount of cost recovery that should have been 
deducted (the allowable cost recovery). 


On March 15, Jack paid $10,000 for a copier to be used in his business. The copier is 
five-year property. Jack elected to use the straight-line method of cost recovery, but 
did not take cost recovery in years 3 or 4. Therefore, the allowed cost recovery (cost 
recovery actually deducted) and the allowable cost recovery are as follows: 


Cost Recovery Allowed Cost Recovery Allowable 
Year 1 $1,000 $1,000 
Year 2 2,000 2,000 
Year 3 —0- 2,000 
Year 4 —0- 2,000 
Year 5 2,000 2,000 
Year 6 1,000 1,000 


If Jack sold the copier for $800 in year 7, he would recognize an $800 gain ($800 
amount realized — $0 adjusted basis) because the adjusted basis of the copier is zero. ™ 
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New ACccELERATED DEPRECIATION RULES FOR ISRAEL 


Israel has new accelerated depreciation rules for assets purchased in the prescribed pe- 
riod from June 1, 2008, to May 31, 2009. The assets must be placed in service within six 
months after the date of purchase or by May 31, 2009, whichever is later. Under this 
change, depreciation can be claimed at a rate of 50 percent of the original purchase 
price. The new rules are limited to assets used in a qualifying activity, which is defined 
as a productive activity in Israel in industry, software production and development, 
agriculture, construction, or a hotel operation. 


Source: Adapted from Leon Harris, “Accelerated Depreciation,” Jerusalem Post (Jerusalem, Israel), 
August 13, 2008, p. 18. 5 


Cost Recovery Basis for Personal Use Assets Converted to Business 
or Income-Producing Use 


If personal use assets are converted to business or income-producing use, the basis 
for cost recovery and for loss is the lower of the adjusted basis or the fair market value 
at the time the property was converted. As a result of this lower-of-basis rule, losses 
that occurred while the property was personal use property will not be recognized 
for tax purposes through the cost recovery of the property. 


ae 


Hans acquires a personal residence for $120,000. Four years later, when the fair market 
value is only $100,000, he converts the property to rental use. The basis for cost recov- 
ery is $100,000, since the fair market value is less than the adjusted basis. The $20,000 
decline in value is deemed to be personal (since it occurred while the property was held 
for personal use) and therefore nondeductible. = 


8.2 MopIFIED ACCELERATED Cost RECOVERY 
__SystEM (MACRS) _ 


Under the modified accelerated cost recovery system (MACRS), the cost of an asset is 
recovered over a predetermined period that is generally shorter than the useful life 
of the asset or the period the asset is used to produce income. The MACRS rules 
were designed to encourage investment, improve productivity, and simplify the law 
and its administration. 

MACRS provides separate cost recovery tables for realty (real property) and 
personalty (personal property). Write-offs are not available for land because it 
does not have a determinable useful life. Cost recovery allowances for real 
property, other than land, are based on recovery lives specified in the law. The 
IRS provides tables that specify cost recovery allowances for personalty and for 


realty. 


PERSONALTY: RECOVERY PERIODS AND METHODS 
Classification of Property 


The general effect of TRA of 1986 was to lengthen asset lives compared to those used 
under ACRS. MACRS provides that the cost recovery basis of eligible personalty 


GLOBAL 
Tax Issues 


LO.2 


Determine the amount of cost 
recovery under MACRS. 
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EXHIBIT 8.1 Cost Recovery Periods: MACRS Personalty 


a oS ee eee 
Class of 
Property Examples 


: 3-year Tractor units for use over-the-road. 


Any horse that is not a racehorse and is more than 12 years old at the 
time it is placed in service. 


Any racehorse that is more than 2 years old at the time it is placed in 
service. 


Breeding hogs. 


Special tools used in the manufacturing of motor vehicles such as 
dies, fixtures, molds, and patterns. 


Automobiles and taxis. 

Light and heavy general-purpose trucks. 
Buses. 

Trailers and trailer-mounted containers. 
Typewriters, calculators, and copiers. 
Computers and peripheral equipment. 
Breeding and dairy cattle. 

Rental appliances, furniture, carpets, etc. 
Office furniture, fixtures, and equipment. 
Breeding and work horses. 

Agricultural machinery and equipment. 
Railroad track. 

Vessels, barges, tugs, and similar water transportation equipment. 


Assets used for petroleum refining or for the manufacture of grain 
and grain mill products, sugar and sugar products, or vegetable 
oils and vegetable oil products. 


Single-purpose agricultural or horticultural structures. 


Land improvements. 


Assets used for industrial steam and electric generation and/or 
distribution systems. 


Assets used in the manufacture of cement. 
Assets used in pipeline transportation. 


Electric utility nuclear production plant. 
Municipal wastewater treatment plant. 


Farm buildings except single-purpose agricultural and horticultural 
structures. 


Gas utility distribution facilities. 
Water utilities. 
Municipal sewer. 


(and certain realty) is recovered over 3, 5, 7, 10, 15, or 20 years. Property is classified 
by recovery period under MACRS as follows (see Exhibit 8.1 for examples) 3 


3-year 200% class....... ADR midpoints of 4 years and less.* Excludes automobiles 
and light trucks. Includes racehorses more than 2 years 
old and other horses more than 12 years old. 


*§ 168(e). *Rev.Proc. 87-56, 1987-2 C.B. 674 is the source for the ADR midpoint lives. 
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TAXin 
thie WEIS = 


‘expected to disallow 50 percent bonus depreciation i in com- 


_ Maine Consipers DEcoupLinc 


i tate of Maine is struggling with a projected 
t shortfall of $200 million, the state legislature is 


If Maine decouples, i 
are expected 
pling from the Federal depre 


puting the state income taxes in 2008. The legislature esti- 
| mates that allowing Maine taxpayers to take the same 
| depreciation that is permitted on their Federal income tax 
| returns would cost the state $2.5 million this fiscal year and 
$20 million in the next fiscal year. 7 


Sources Adapted from Edward D. ‘ 
Write Off; Facing a Budget Sh 

Say Maine Can’t Afford to Mai 
Investments,” Portland Press Heral 
2008, p. Al. 


5-year 200% class....... ADR midpoints of more than 4 years and less than 10 years, 
adding automobiles, light trucks, qualified 
technological equipment, renewable energy and 
biomass properties that are small power production 
facilities, research and experimentation property, 
semiconductor manufacturing equipment, and 
computer-based central office switching equipment. 


7-year 200% class....... ADR midpoints of 10 years and more and less than 16 
years, adding property with no ADR midpoint not 
classified elsewhere. Includes railroad track and office 
furniture, fixtures, and equipment. 


10-year 200% class...... ADR midpoints of 16 years and more and less than 20 
years, adding single-purpose agricultural or 
horticultural structures, any tree or vine bearing fruits 
or nuts. 


15-year 150% class...... ADR midpoints of 20 years and more and less than 25 
years, including sewage treatment plants, and 
telephone distribution plants and comparable 
equipment used for the two-way exchange of voice 
and data communications. 


20-year 150% class...... ADR midpoints of 25 years and more, other than real 
property with an ADR midpoint of 27.5 years and more, 
and including sewer pipes. 


Accelerated depreciation is allowed for these six MACRS classes of property. Two 
hundred percent declining-balance is used for the 3-, 5-, 7-, and 10-year classes, with 
a switchover to straight-line depreciation when it yields a larger amount. One hun- 
dred and fifty percent declining-balance is SUCHE for the 15- and 20-year classes, 
with an appropriate straight-line switchover.’ The appropriate computation meth- 
ods and conventions are built into the tables, so it is not necessary to calculate the 
appropriate percentages. To determine the amount of the cost recovery allowances, 
simply identify the asset by class and go to the appropriate table for the percentage. 
The MACRS percentages for personalty appear in Table 8.1 (all tables are located at the 
end of the chapter prior to the problem materials). 
| Taxpayers may elect the straight-line method to compute cost recovery allow- 
| ances for each of these classes of property. Certain property is not eligible for 
: accelerated cost recovery and must be depreciated under an alternative deprecia- 
tion system (ADS). Both the straight-line election and ADS are discussed later in 


the chapter. 


5§ 168(b). 
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MACRS views property as placed in service in the middle of the first year (the half- 
year convention).° Thus, for example, the statutory recovery period for three-year 
property begins in the middle of the year an asset is placed in service and ends three 
years later. In practical terms, this means that taxpayers must wait an extra year to 
recover the cost of depreciable assets. That is, the actual write-off periods are 4, 6, 8, 
11, 16, and 21 years. MACRS also allows for a half-year of cost recovery in the year of 
disposition or retirement. 


WER AMP ER Kareem acquires a five-year class asset on April 10, 2009, for $30,000 and elects not to 


take additional first-year depreciation (see subsequent discussion). Kareem’s cost 
recovery deduction for 2009 is $6,000, computed as follows: 


MACRS cost recovery 
[$30,000 x .20 (Table 8.1)] $6,000 - 


EXAMPLE S Oi Assume the same facts as in Example 4 and that Kareem disposes of the asset on March 


5, 2011. Kareem’s cost recovery deduction for 2011 is $2,880 [$30,000 x ¥2 x .192 
(Table 8.1)]. @ 


Additional First-Year Depreciation 


The Economic Stimulus Act of 2008 provided for additional first-year depreciation on 
qualified property acquired after December 31, 2007, and before January 1, 2009, 
and placed in service before January 1, 2009. The American Recovery and Reinvest- 
ment Tax Act of 2009 extends additional first-year depreciation for an additional 
year (qualified property acquired and placed in service before January 1, 2010). The 
provision allows for an additional 50 percent cost recovery in the year the asset is 
placed in service. The term qualified property includes most types of new property 
other than buildings. The term new means original or first use of the property. Prop- 
erty that is used but new to the taxpayer does not qualify.’ 

The additional first-year depreciation is taken in the year in which the qualifying 
property is placed in service and may be claimed in addition to the otherwise avail- 
able depreciation deduction. After calculating the additional first-year depreciation, 
the standard cost recovery allowance under MACRS is calculated by multiplying the 
cost recovery basis (original cost recovery basis less additional first-year deprecia- 
tion) by the percentage that reflects the applicable cost recovery method and the ap- 
plicable cost recovery convention. 

Examples 6, 7, and 8 reflect the tax treatment for 2009. 


Morgan acquires a five-year class asset on March 20, 2009, for $50,000. Morgan’s cost 
recovery deduction for 2009 is $30,000, computed as follows: 


50% additional first-year depreciation ($50,000 x .50) $25,000 
MACRS cost recovery [($50,000 — $25,000) x .20 (Table 8.1)] 5,000 
Total cost recovery $30,000 


Assume the same facts as in Example 6 and that Morgan disposes of the asset on October 
17, 2011. Morgan's cost recovery deduction for 2011 is $2,400 [$25,000 x % x .192 
(Table 8.1)]. = 


A taxpayer may make an election to not take additional first-year depreciation. 
Electing out of taking additional first-year depreciation is an affirmative election, 


°§ 168(d)(4)(A). 7§ 168(k). 
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and it is made separately for each class of property that qualifies for the 50 percent 
rate. The likely position of the IRS is that taxpayers who fail to claim additional 
first-year depreciation without electing out will have to treat the forgone additional 
first-year depreciation as if it had been deducted before computing the regular 
MACRS cost recovery deduction. 

Hence, in the absence of an election out, the forgone additional first-year depre- 
ciation will be “allowable” depreciation and will reduce the basis of the property. 
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Andrew acquired the following new assets on June 4, 2009: EXAMPLE 8 


Class Amount 


5-year $40,000 
10-year 70,000 


Andrew made an election to take no additional first-year depreciation on the five- 
year class assets. He made no election with respect to the 10-year class assets. Andrew’s 
total cost recovery with respect to these assets, for the 2009 taxable year, is $46,500, 
computed as follows: 


5-year class 

MACRS cost recovery [$40,000 x .20 (Table 8.1)] $ 8,000 
10-year class 

50% additional first-year depreciation ($70,000 x .50) 35,000 

MACRS cost recovery [($70,000 — $35,000) x .10 (Table 8.1)] 3,500 
Total cost recovery $46,500 


Mid-Quarter Convention 


If more than 40 percent of the value of property other than eligible real estate (see 
Realty: Recovery Periods and Methods for a discussion of eligible real estate) is 
placed in service during the last quarter of the year, a mid-quarter convention 
applies.* Under this convention, property acquisitions are grouped by the quarter 
they were acquired for cost recovery purposes. Acquisitions during the first quarter 
are allowed 10.5 months of cost recovery; the second quarter, 7.5 months; the third 
quarter, 4.5 months; and the fourth quarter, 1.5 months. The percentages are shown 
in Table 8.2. 


Silver Corporation acquires the following new five-year class property in 2009 and 
elects not to take additional first-year depreciation. 


Property 

Acquisition Dates Cost 

February 15 $ 200,000 

July 10 400,000 

December 5 600,000 
Total $1,200,000 


lf Silver Corporation uses the statutory percentage method, the cost recovery allow- 
ances for the first two years are computed as indicated below. Since more than 40% 
($600,000/$1,200,000 = 50%) of the acquisitions are in the last quarter, the mid-quarter 
convention applies. 


°§ 168(d)(3). 


EXAMPLE 9 
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S cp CONCEPT SUMMARY 


2009 
Mid-Quarter Convention Total 
Depreciation iy Depreciation 
February 15 $200,000 x .35 (Table 8.2) $ 70,000 
July 10 $400,000 x .15 60,000 7 
December 5 $600,000 x .05 30,000 
$160,000 
2010 
Mid-Quarter Convention Total 
Depreciation Depreciation 
February 15 $200,000 x .26 (Table 8.2) $ 52,000 
July 10 $400,000 x .34 136,000 
December 5 $600,000 x .38 228,000 
$416,000 


When property to which the mid-quarter convention applies is disposed of, the 
property is treated as though it were disposed of at the midpoint of the quarter. Hence, 
in the quarter of disposition, cost recovery is allowed for one-half of the quarter. 


EXAMPLE 1005 eR Rete Assume the same facts as in Example 9, except that Silver Corporation sells the 


$400,000 asset on November 30 of 2010. The cost recovery allowance for 2010 is com- 
puted as follows: 


February 15 $200,000 x .26 (Table 8.2) $ 52,000 
July 10 $400,000 x .34 x (3.5/4) 119,000 
December 5 $600,000 x .38 228,000 

Total $399,000 


REALTY: RECOVERY PERIODS AND METHODS 


Under MACRS, the cost recovery period for residential rental real estate is 27.5 years, 
and the straight-line method is used for computing the cost recovery allowance. 
Residential rental real estate includes property where 80 percent or more of the gross 
rental revenues are from nontransient dwelling units (e.g., an apartment building). ; 
Hotels, motels, and similar establishments are not residential rental property. Low- 
income housing is classified as residential rental real estate. Nonresidential real 
estate has a recovery period of 39 years (31.5 years for such property placed in ser- 

vice before May 13, 1993) and is also depreciated using the straight-line method. 


ny lt Oe 


°§§ 168(b), (c), and (e). 
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Some items of real property are not treated as real estate for purposes of MACRS. 
For example, single-purpose agricultural structures are in the 10-year MACRS class. 
Land improvements are in the 15-year MACRS class. 

All eligible real estate is depreciated using the mid-month convention. !° Regardless 
of when during the month the property is placed in service, it is deemed to have 
been placed in service at the middle of the month. This allows for one-half month’s 
cost recovery for the month the property is placed in service. If the property is dis- 
posed of before the end of the recovery period, one-half month’s cost recovery is 
permitted for the month of disposition regardless of the specific date of disposition. 


Cost recovery is computed by multiplying the applicable rate (Table 8.6) by the 
cost recovery basis. 


Alec acquired a building on April 1, 1994, for $800,000. If the building is classified as PEXAMPLE 11 | 


residential rental real estate, the cost recovery deduction for 2009 is $29,088 (.03636 x 
$800,000). If the building is sold on October 7, 2009, the cost recovery deduction for 
2009 is $23,028 [.03636 x (9.5/12) x $800,000]. (See Table 8.6 for percentage.) @ 


Jane acquired a building on March 2, 1993, for $1 million. If the building is classified as EXAMPLE 2 


nonresidential real estate, the cost recovery deduction for 2009 is $31,750 (.03175 x 
$1,000,000). If the building is sold on January 5, 2009, the cost recovery deduction for 
2009 is $1,323 [.03175 x (.5/12) x $1,000,000]. (See Table 8.6 for percentage.) = 


Mark acquired a building on November 19, 2009, for $1.2 million. If the building is clas- EXAMPLE 12 | 


sified as nonresidential real estate, the cost recovery deduction for 2009 is $3,852 
[.00321 x $1,200,000 (Table 8.6)]. The cost recovery deduction for 2010 is $30,768 
[.02564 x $1,200,000 (Table 8.6)]. If the building is sold on May 21, 2010, the cost recov- 
ery deduction for 2010 is $11,538 [.02564 x (4.5/12) x $1,200,000 (Table 8.6)]. @ 


STRAIGHT-LINE ELECTION 


Although MACRS requires straight-line depreciation for all eligible real estate as pre- 
viously discussed, the taxpayer may elect to use the straight-line method for personal 
property.'' The property is depreciated using the class life (recovery period) of 
the asset with a half-year convention or a mid-quarter convention, whichever is appli- 
cable. The election is available on a class-by-class and year-by-year basis. The 
percentages for the straight-line election with a half-year convention appear in 
Table 8.3. 


Terry acquires a new 10-year class asset on August 4, 2009, for $100,000 and elects not to oe ee 


take additional first-year depreciation. He elects the straight-line method of cost recov- 
ery. Terry's cost recovery deduction for 2009 is $5,000 ($100,000 x .050). His cost recovery 
deduction for 2010 is $10,000($100,000 x .100). (See Table 8.3 for percentages.) = 


EXAMPLE 16> - 


Assume the same facts as in Example 14, except that Terry sells the asset on November 
21, 2010. His cost recovery deduction for 2010 is $5,000 [$100,000 x .100 x (¥%) 
(Table 8.3)]. = 


FARM PROPERTY 

When tangible personal property is used in a farming business, generally the cost of 
the asset is recovered under MACRS using the 150 percent declining-balance 
method.!2 However, the MACRS straight-line method is required for any tree or vine 


1g 168(d)(1). 2§ 168(b)(2)(B). 
1g 168(b)(5). 
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88 168(b)(3)(E) and 168(e)(3)(D 
'4§ 963A (e)(4). 
§ 263A (d)(3)(A). 


(ii). 
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EXHIBIT 8.2 Cost Recovery Periods for Farming Assets 


Recovery Period in Years 
Assets MACRS ADS 


PASSO a Ge Dh a eee 
Agricultural structures (single purpose) 10 15 
Cattle (dairy or breeding) 5 7 
Farm buildings 25 
Farm machinery and equipment 10 
Fences (agricultural) 10 
Horticultural structures (single purpose) 15 
New farm machinery and equipment under 2008 Act 10 
Trees or vines bearing fruit or nuts 
Truck (heavy duty, unloaded weight 13,000 

pounds or more) 
Truck (actual weight less than 13,000 pounds) 


bearing fruits or nuts.'* The cost of real property used in the farming business is 
recovered over the normal periods (27.5 years and 39 years) using the straight-line 
method. A farming business is defined as the trade or business of farming, which 
includes operating a nursery or sod farm and the raising or harvesting of trees bear- 
ing fruit, nuts, or other crops, or ornamental trees. '4 The applicable cost recovery 
method is also affected if the taxpayer elects to not have the uniform capitalization 
rules apply to the farming business.'” Under the uniform capitalization rules, the 
costs of property produced or acquired for resale must be capitalized. When this 
election is made, the cost recovery method required is the alternative depreciation 
system (ADS) straight-line method (discussed further later in the chapter). This 
method must be applied to all assets placed in service in any taxable year during 
which the election is in effect. Even though this election is made and the straight-line 
method must be used, it does not prevent the taxpayer from electing to expense per- 
sonalty under § 179.'° Exhibit 8.2 shows examples of cost recovery periods for farm- 
ing assets. 

Under the Emergency Economic Stabilization Act of 2008, new machinery or 
equipment, other than a grain bin, cotton ginning asset, fence, or land improve- 
ment, that is placed in service in a farming business in 2009 has a recovery period of 
five years under MACRS. uf 


James purchased new farm equipment on July 10, 2009, for $80,000 and elects not to 
take additional first-year depreciation. If James does not elect to expense any of the 
cost under § 179, his cost recovery deduction for 2009 is $12,000 [(.15 x $80,000) 
(Table 8.4)]. = 


Assume the same facts as in Example 16, except that James has made an election to not 
have the uniform capitalization rules apply. His 2009 cost recovery deduction is $4,000 
[(.05 x $80,000)(Table 8.5)]. = 


LEASEHOLD IMPROVEMENT PROPERTY 


When the lessor is the owner of leasehold improvement property, the cost recovery 
period is the statutorily prescribed life. The recovery period for residential rental 


Reg. § 1.263A—4(d)(4)(ii). 
78168 (e)(3)(B)(vii). 


: 
; 
: 
a 
a 
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real estate is 27.5 years, and the recovery period for nonresidential real estate is 
39 years. For these real property leasehold improvements, the straight-line method 
is used. If the improvement is tangible personal property, the shorter MACRS lives 
and accelerated methods are used. ; 

When lessor-owned leasehold improvements are disposed of or abandoned by 
the lessor because of the termination of the lease, the property will be treated as dis- 
posed of by the lessor, and hence, a loss can be taken for the unrecovered basis. !2 


On April 7, 2009, Mary signed a 10-year lease with John on a building to be used for ERAN EE 48 


her business. The lease period begins on May 1, 2009, and ends on April 30, 2019. Prior 
to the signing of the lease, John paid $300,000 to have a unique storefront added 
to the building. John’s cost recovery deduction for 2009 for the addition is $4,815 
[(.01605 x $300,000) (Table 8.6)]. = 


Assume the same facts as in Example 18. John’s cost recovery deduction for 2019 is PEXAMELE 19). | 


$2,244 {[.02564 x (3.5/12) x $300,000] (Table 8.6)}. At the end of the lease, John has to 
remove the unique storefront, so he can lease the building to other tenants. John’s loss 
as a result of the termination of the lease and the removal of the unique storefront is 
$223,713 computed as follows: 


Cost $300,000 
Less: Cost recovery 
2009 (Example 18) (4,815) 
2010-2018(.02564 x $300,000 x 9 years) (69,228) 
2019 (2,244) 
Loss (unrecovered cost) $223,713 


The costs of leasehold improvements made to leased property and owned by the 
lessee are recovered in accordance with the general cost recovery rules. This means 
that the cost recovery period is determined without regard to the lease term. Any 
unrecovered basis in the leasehold improvement property not retained by the lessee 
is deducted in the year the lease is terminated. 

Under the Emergency Economic Stabilization Act of 2008, qualified leasehold 
improvement property placed in service before January 1, 2010, is allowed a 15-year 
MACRS recovery period. Qualified leasehold improvement property is any 
improvement to an interior portion of nonresidential real property if the follow- 
ing requirements are satisfied: 


e The improvement is made under a lease by the lessee, lessor, or any sub- 
lessee of the interior portion. 

e The improvement is § 1250 property. 

e The lease is not between related persons. 

e The interior portion of the building is to be occupied exclusively by the 
lessee or any sublessee of that interior portion. 

e The improvement is placed in service more than three years after the date | 
the building was first placed in service by any person.'” | 


Mabel has been leasing a building for her business for the last five years. During the EXAMEDE 208 | 


first part of 2009, Mabel made some improvements to the interior of the building. The 
improvements were classified as § 1250 property, and the cost of the improvements | 
was $600,000. The improvements were completed in August, and business was | 
resumed on September 1, 2009. Mabel’s cost recovery with respect to the improve- 
ments for 2009 is $30,000 [$600,000 x .05 (Table 8.1)]. @ : 


#g 163(1(8\(B). °§ 168(k)(3). 
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ELECTION TO EXPENSE ASSETS 


a Section 179 (Election to Expense Certain Depreciable Business Assets) permits the 
Recognize when abe no te taxpayer to elect to write off up to $250,000 in 2009 ($250,000 in 2008) of the acquisi- 
SSeS a le ae tion cost of tangible personal property used in a trade or business. Amounts that are 
eee oy a expensed under § 179 may not be capitalized and depreciated. The § 179 expensing 
effect of the election in making election is an annual election and applies to the acquisition cost of property placed 
the MACRS calculation. in service that year. The immediate expense election D not available for real prop- 


erty or for property used for the production of income. 

In addition, any elected § 179 expense is taken before the 50 percent additional 
first-year depreciation is computed. The base for calculating the standard MACRS 
deduction is net of the § 179 expense and the 50 percent additional first-year 
depreciation. 


SER AMELE 200 Kelly acquires machinery (five-year class asset) on February 1, 2009, at a cost of 


$275,000 and elects to expense $250,000 under § 179. Kelley also takes the 50% addi- 
tional first-year depreciation and the statutory percentage cost recovery (see Table 8.1 
for percentage) for 2009. As a result, the total deduction for the year is calculated as 


follows: 
§ 179 expense $250,000 
50% additional first-year depreciation [($275,000 — $250,000) x .50] 12,500 
Standard MACRS calculation [($275,000 — $250,000 — $12,500) x .20] 2,500 
$265,000 4 
Annual Limitations 


Two additional limitations apply to the amount deductible under § 179. First, the 
ceiling amount on the deduction is reduced dollar-for-dollar when property (other 
than eligible real estate) placed in service during the taxable year exceeds $800,000 
in 2009 ($800,000 in 2008).7’ Second, the amount expensed under § 179 cannot 
exceed the aggregate amount of taxable income derived from the conduct of any 
trade or business by the taxpayer. Taxable income of a trade or business is computed 
without regard to the amount expensed under § 179. Any § 179 expensed amount in 
excess of taxable income is carried forward to future taxable years and added to 
other amounts eligible for expensing. The § 179 amount eligible for expensing in a 
carryforward year is limited to the lesser of (1) the statutory dollar amount ($250,000 
in 2009) reduced by the cost of § 179 property placed in service in excess of 
$800,000 in the carryforward year or (2) the business income limitation in the carry- 
forward year. 


Jill owns a computer service and operates it as a sole proprietorship. In 2009, she will 
net $11,000 before considering any § 179 deduction. If Jill spends $825,000 on new 
equipment, her § 179 expense deduction is computed as follows: 


§ 179 deduction before adjustment $250,000 

Less: Dollar limitation reduction ($825,000 — $800,000) (25,000) 

Remaining § 179 deduction $225,000 

Business income limitation $ 11,000 

§ 179 deduction allowed $ 11,000 

§ 179 deduction carryforward ($225,000 — $11,000) $214,000 x 
"88 179(b) and (d). The § 179 amount allowed is per taxpayer, per year. On a *'The $250,000 and $800,000 amounts apply to tax years beginning in 2008 
joint return, the statutory amount applies to the couple. If the taxpayers are and 2009. 


married and file separate returns, each spouse is eligible for 50% of the stat- 
utory amount. 


CHAPTER 8 Depreciation, Cost Recovery, Amortization, and Depletion 8-15 


2 gp CONCEPT SUMMARY 


a ae Straight-Line Election under MACRS 


Personal Property ; Real Property* 
Convention Half-year or mid-quarter Mid-month 
Cost recovery deduction in the year Half-year for year of disposition or Half-month for month of 
of disposition half-quarter for quarter of disposition disposition 
Elective or mandatory Elective Mandatory 
Breadth of election Class by class 


*Straight-line method must be used. 


Effect on Basis 


The basis of the property for cost recovery purposes is reduced by the § 179 amount 
after it is adjusted for property placed in service in excess of $800,000. This adjusted 
amount does not reflect any business income limitation. 


Assume the same facts as in Example 22 and that the new equipment MR SX AMPLE 23 0 | 


property. Jill elects not to take additional first-year depreciation. After considering the 
§ 179 deduction, Jill’s cost recovery deduction for 2009 (see Table 8.1 for percentage) is 
calculated as follows: 


Standard MACRS calculation 
$825,000 — $225,000)  .20] $120,000 - 


Conversion to Personal Use 


Conversion of the expensed property to personal use at any time results in recapture 
income (see Chapter 17). A property is converted to personal use if it is not used pre- 
dominantly in a trade or business. Regulations provide for the mechanics of the 
recapture. 


22 


SUBSTANTIATION REQUIREMENTS 


John is a sole proprietor. During the year, he purchased a and he has retained the purchase invoices, John is consider- 


computer, a digital camera, a scanner, and office furniture. ing expensing the entire amount under § 179 and just 
The assets cost $35,000, and all are used 100 percent for busi- reporting it on line 13 of his Schedule C. Evaluate the appro- 
ness. John retained the invoices for proof of the purchases. priateness of John’s plan. 


Because the cost of the assets is relatively small in amount 


BUSINESS AND PERSONAL USE OF AUTOMOBILES nr 
AND OTHER LISTED PROPERTY pate 
Identify listed property and 


Limits exist on MACRS deductions for auiOmobics and other listed property that apply the deducdon icneatinn® 

_ are used for both personal and business purposes.” If the listed property 1s predomi- on listed property and on luxury 
v~ nantly used for business, the taxpayer is allowed to use the statutory percentage method to automobiles. 
ia 


Reg. § 1.179-Le). 288 O80F, 
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recover the cost. In cases where the property is not predominantly used for business, 
the cost is recovered using the straight-line method. 
Listed property includes the following: 


Automobiles and Other Listed Property Used Predominantly in Business 


For listed property to be considered as predominantly used in business, its business usage 
must exceed 50 percent.”* The use of listed property for production of income does 
not qualify as business use for purposes of the more-than-50 percent test. However, 
both production of income and business use percentages are used to compute the 
cost recovery deduction. 


Any passenger automobile. 

Any other property used as a means of transportation. 

Any property of a type generally used for purposes of entertainment, 
recreation, or amusement. 

Any computer or peripheral equipment, with the exception of equipment 
used exclusively at a regular business establishment, including a qualify- 
ing home office. 

Any cellular telephone or other similar telecommunications equipment. 
Any other property specified in the Regulations. 


PoEXANELE 24 | On September 1, 2009, Emma places in service listed five-year recovery property. The * 


property cost $10,000. She elects not to take additional first-year depreciation. If Emma 
uses the property 40% for business and 25% for the production of income, the property 
is not considered as predominantly used for business. The cost is recovered using 
straight-line cost recovery. Emma’s cost recovery allowance for the year is $650($10,000 x 
10% x 65%). If, however, Emma uses the property 60% for business and 25% for the 
production of income, the property is considered as used predominantly for business. 
Therefore, she may use the statutory percentage method. Emma’s cost recovery allow- 
ance for the year is $1,700 ($10,000 x .200 x 85%). = 


The method for determining the percentage of business usage for listed property 
is specified in the Regulations. The Regulations provide that for automobiles a 
mileage-based percentage is to be used. Other listed property is to use the most 
appropriate unit of time (e.g., hours) the property is actually used (rather than avail- 
able for use) ae 


Limits on Cost Recovery for Automobiles 


The law places special limitations on the cost recovery deduction for passenger 
automobiles. These statutory dollar limits were imposed on passenger automo- 
biles because of the belief that the tax system was being used to underwrite 
automobiles whose cost and luxury far exceeded what was needed for their busi- 
ness use. 

A passenger automobile is any four-wheeled vehicle manufactured for use on 
public streets, roads, and highways with an unloaded gross vehicle weight (GVW) 
rating of 6,000 pounds or less.*° This definition specifically excludes vehicles 
used directly in the business of transporting people or property for compensation 
such as taxicabs, ambulances, hearses, and trucks and vans as prescribed by the 
Regulations. 

The following limits apply to the cost recovery deductions for passenger automo- 
biles for 2008:7” 


*§ 280F(b)(3).. 
*>Reg. § 1.280F-6T(e). 
*°§ 280F(d)(5). 


*’§ 280F (a)(1). Since the 2009 indexed amounts were not available at the time 
of this writing, the 2008 amounts are used in the examples and in the prob- 
lem materials. 
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Year Recovery Limitation* 
ee ee ee ee 
1 $2,960 
2 4,800 
3 2,850 
Succeeding years until the cost is recovered 77/3} 


* The indexed amounts for 2009 were not available at the time of this writing. 


In the event that a passenger automobile used predominantly for business qualifies 
for the 50 percent additional first-year depreciation (i.e., new property), the first-year 
recovery limitation is increased by $8,000. Therefore, for acquisitions made in 2009, the 
initial-year cost recovery limitation increases from $2,960 to $10,960 ($2,960 + $8,000). 

For an automobile placed in service in 2007, the limitation for subsequent years’ 
cost recovery will be based on the limits for the year the automobile was placed in 
service. Hence, the limit for the third year’s cost recovery for an automobile placed 
in service in 2007 is $2,850 and not a limit published in 2009.”° 

There are also separate cost recovery limitations for trucks and vans and for elec- 
tric automobiles. Because these limitations are applied in the same manner as those 
imposed on passenger automobiles, these additional limitations are not discussed 
further in this chapter. 

The limits are imposed before any percentage reduction for personal use. In 
addition, the limitation in the first year includes any amount the taxpayer elects to 
expense under § 179.*° If the passenger automobile is used partly for personal use, 
the personal use percentage is ignored for the purpose of determining the unrecov- 
ered cost available for deduction in later years. 


On July 1, 2009, Dan places in service a new automobile that cost $40,000. He does not 


elect § 179 expensing. The car is always used 80% for business and 20% for personal. 
Dan chooses the MACRS 200% declining-balance method of cost recovery (see the 5-year 
column in Table 8.1). The depreciation computation for 2009-2014 is summarized below: 


Recovery Depreciation 
Year MACRS Amount Limitation Allowed 
2009 $19,200 $8,768 $8,768 
{[($40,000 x 50%) + ($10,960 x 80%) 
($20,000 x 20%)] x 80%} 
2010 $5,120 $3,840 $3,840 | 
($20,000 x 32% x 80%) ($4,800 x 80%) | 
2011 $3,072 $2,280 $2,280 | 
($20,000 x 19.2% x 80%) ($2,850 x 80%) 
2012 $1,843 $1,420 $1,420 
($20,000 x 11.52% x 80%) ($1,775 x 80%) 
2013 $1,843 $1,420 $1,420 
($20,000 x 11.52% x 80%) ($1,775 x 80%) 
2014 $922 $1,420 $922 
($20,000 x.5.76% x 80%) ($1,775 x 80%) 


The cost recovery allowed is the lesser of the MACRS amount or the recovery limitation. 
If Dan continues to use the car after 2014, his cost recovery is limited to the lesser of the 
recoverable basis or the recovery limitation (i.e., $1,775 x business use percentage). For | 
this purpose, the recoverable basis is computed as if the full recovery limitation was 
allowed even if it was not. Thus, the recoverable basis as of January 1, 2015, is $16,065 
($40,000 — $10,960 — $4,800 — $2,850 — Siyyo— 31775 — $1,775). 


yecover : | 


*Cost recovery funitanons for prior years can be found in IRS Publication 298 280F(d)(1). 
463. 
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The cost recovery limitations are maximum amounts. If the regular calculation 
produces a lesser amount of cost recovery, the lesser amount is used. 


RMAME ER 26 5 | On April 2, 2009, Gail places in service a used automobile that cost $10,000. The car is always 


used 70% for business and 30% for personal use. Therefore, the cost recovery allowance 
for 2009 is $1,400 ($10,000 x 20% x 70%), which is less than $2,072 ($2,960 x 70%). = 


Note that the cost recovery limitations apply only to passenger automobiles and 
not to other listed property. 


Special Limitation 

The American Jobs Creation Act of 2004 (AJCA) placed a limit of $25,000 on the 
§ 179 deduction for certain vehicles not subject to the statutory dollar limits on cost 
recovery deductions that are imposed on passenger automobiles. The limit applies 
to sport utility vehicles (SUVs) with an unloaded GVW rating of more than 6,000 
pounds and not more than 14,000 pounds.*” 


| EXAMPLE 27 2 | During 2009, Jay acquires and places in service an SUV that cost $70,000 and has a GVW 


of 8,000 pounds. Jay uses the vehicle 100% of the time for business use. The total 
deduction for 2009 with respect to the SUV is $52,000, computed as follows: 


§ 179 expense $25,000 
50% additional first-year depreciation [($70,000 — $25,000) x .50] 22,500 

Standard MACRS calculation [($70,000 — $25,000 — $22,500) x .20 
(Table 8.1)] 4,500 
$52,000 


Automobiles and Other Listed Property Not Used Predominantly in Business 


The cost of listed property that does not pass the more-than-50 percent business 
usage test in the year the property is placed in service must be recovered using the 
straight-line method.*! In addition, such property does not qualify for 50 percent 
additional first-year depreciation. The straight-line method to be used is that 
required under the alternative depreciation system (explained later in the chapter). 
This system requires a straight-line recovery period of five years for automobiles. 
However, even though the straight-line method is used, the cost recovery allowance 
for passenger automobiles cannot exceed the dollar limitations. 


On July 27, 2009, Fred places in service an automobile that cost $20,000. The auto is 
used 40% for business and 60% for personal use. The cost recovery allowance for 2009 
is $800 [$20,000 x 10% (Table 8.5) x 40%]. = 


Assume the same facts as in Example 28, except that the automobile cost $50,000. The 
cost recovery allowance for 2009 is $1,184 [$50,000 x 10% (Table 8.5) = $5,000 (limited 
to $2,960) x 40%]. = 


If the listed property fails the more-than-50 percent business usage test, the 
straightline method must be used for the remainder of the property’s life. This 
applies even if at some later date the business usage of the property increases to 
more than 50 percent. Even though the straightline method must continue to be 
used, however, the amount of cost recovery will reflect the increase in business usage. 


Assume the same facts as in Example 28, except that in 2010, Fred uses the automobile 70% 
for business and 30% for personal use. Fred’s cost recovery allowance for 2010 is $2,800 
[$20,000 x 20% (Table 8.5) x 70%], which is less than 70% of the second-year limit. = 


"§ 179(b)(6). *1§ 280F(b)(1). 
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Change from Predominantly Business Use 


If the business use percentage of listed property falls to 50 percent or lower after the 
year the property is placed in service, the property is subject to cost recovery recapture. 
The amount required to be recaptured and included in the taxpayer’s return as 
ordinary income is the excess cost recovery. 

Excess cost recovery is the excess of the cost recovery deduction taken in prior years 
using the statutory percentage method over the amount that would have been allowed 
if the straight-line method had been used since the property was placed in service.*” 


Seth purchased a new car on January 22, 2009, at a cost of $20,000. Business usage was [EXAMPLE St | 


80% in 2009, 70% in 2010, 40% in 2011, and 60% in 2012. Seth’s excess cost recovery to 
be recaptured as ordinary income in 2011 is computed as follows: 


2009 
MACRS {[($20,000 x .50) + ($10,000 x .20)] x .80 

(limited to $10,960) x .80} $ 8,768 
Straight-line [($20,000 x .10 x .80) (limited to $2,960 x .80)] (1,600) 
Excess $ 7,168 
2010 
MACRS [($10,000 x .32 x .70) (limited to $4,800 x .70)] $ 2,240 
Straight-line [($20,000 x .20 x .70) (limited to $4,800 x .70)] (2,800) 
Excess $ (560) 
2011 
2009 excess $ 7,168 
2010 excess (560) 
Ordinary income recapture $ 6,608 


After the business usage of the listed property drops below the more-than-50 per- 
cent level, the straight-line method must be used for the remaining life of the property. 


PEXAMPLE 32 


Assume the same facts as in Example 31. Seth’s cost recovery allowance for the years 
2011 and 2012 would be $1,140 and $1,065, computed as follows: 


2011—$1,140 [($20,000 x 20% x .40) limited to $2,850 x 40%] 
2012—$1,065 [($20,000 x 20% x .60) limited to $1,775 x 60%] ] 
} 
Leased Automobiles | 


A taxpayer who leases a passenger automobile must report an inclusion amount in | 
gross income. The inclusion amount is computed from an IRS table for each taxable | 
year for which the taxpayer leases the automobile. The purpose of this provision is to 
prevent taxpayers from circumventing the cost recovery dollar limitations by leasing, 
instead of purchasing, an automobile. | 

The dollar amount of the inclusion is based on the fair market value of the auto- | 
mobile and is prorated for the number of days the auto is used during the taxable | 
year. The prorated dollar amount is then multiplied by the business and income- 
producing usage percentage to determine the amount to be included in gross 
income.*’ The taxpayer deducts the lease payments, multiplied by the business and 
income-producing usage percentage. The net effect is that the annual deduction for 
the lease payment is reduced by the inclusion amount. 


=§ 980F(b\2). “Reg. § 1.280F-7(a). 


~ 


portion of its value during the first five years through depre- 
ciation than it loses during later years. Depreciation 
accounts for about 35 percent of the ownership costs of a car 
during this five-year period. Leasing a car will not eliminate 
the problem because the monthly lease payments are deter- 
mined, in part, by the value of the car at the end of the lease. 


the-NEWS 
the shorter the lease, the higher the cost of depreciation. ee 


Source: Adapted from Peter Levy, “The Intellichoice Report/ 
Depreciation; A Loss of Value Any Car Buyer Can Appreciate; Study 
Finds That Depreciation Accounts for 35% of Ownership Cost during _ 
First Five Years. Leasing Offers No Break,” Los Angeles Times, June 25, 
2008, p.17.° == Se Be ee 


EX AWE 38 2 On April 1, 2009, Jim leases and places in service a passenger automobile worth 


$40,000. The lease is to be for a period of five years. During the taxable years 2009 and 
2010, Jim uses the automobile 70% for business and 30% for personal use. Assuming 
the dollar amounts from the IRS table for 2009 and 2010 are $166 and $363, Jim must 
include $88 in gross income for 2009 and $254 for 2010, computed as follows: 
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LeAsinG versas BayInG A CAR.) (0 
Studies show that a new car, on average, loses a much larger Because a new car loses its value faster in the earlier ye 
: 


2009 $166 x (275/365) x 70% = $88 
2010 $363 x (365/365) x 70% = $254 


In addition, Jim can deduct 70% of the lease payments each year because this is the 
business use percentage. & 


Substantiation Requirements 


Listed property is now subject to the substantiation requirements of § 274. This means 
that the taxpayer must prove the business usage as to the amount of expense or use, 
the time and place of use, the business purpose for the use, and the business relation- 
ship to the taxpayer of persons using the property. Substantiation requires adequate 
records or sufficient evidence corroborating the taxpayer’s statement. However, these 
substantiation requirements do not apply to vehicles that, by reason of their nature, 
are not likely to be used more than a de minimis amount for personal purposes.”* 


ALTERNATIVE DEPRECIATION SYSTEM (ADS) 


The alternative depreciation system (ADS) must be used for the following:*” 


LO.5 
Determine when and how to use 
e To calculate the portion of depreciation treated as an alternative mini- 
mum tax (AMT) adjustment for purposes of the corporate and individual 
AMT (see Chapters 12 and 20).*° 
e To compute depreciation allowances for property for which any of the 
following is true: 
e Used predominantly outside the United States. 
¢ Leased or otherwise used by a tax-exempt entity. 
e Financed with the proceeds of tax-exempt bonds. 
* Imported from foreign countries that maintain discriminatory trade 
practices or otherwise engage in discriminatory acts. 
> To compute depreciation allowances for earnings and profits purposes 
(see Chapter 20). 


the alternative depreciation 
system (ADS). 


In general, ADS depreciation is computed using straight-line recovery without 
regard to salvage value. However, for purposes of the AMT, depreciation of personal 


“488 974(d) and (i). 


property placed in service after December 31, 1998, if the taxpayer uses the 


§ 168(g). 
“This AMT adjustment applies for real and personal property placed in ser- 
vice before January 1, 1999. However, it will continue to apply for personal 


200% declining-balance method for regular income tax purposes. See 
Chapter 12. 


property is computed using the 150 percent declining-balance method with an 
appropriate switch to the straight-line method. 

_ The taxpayer must use the half-year or the mid-quarter convention, whichever is 
applicable, for all property other than eligible real estate. The mid-month conven- 
tion is used for eligible real estate. The applicable ADS rates are found in Tables 8.4, 
8.5, and 8.7. 

The recovery periods under ADS are as follows:*” 


e The ADR midpoint life for property that does not fall into any of the fol- » 
lowing listed categories. 

e Five years for qualified technological equipment, automobiles, and light- 
duty trucks. 

© Twelve years for personal property with no class life. 

Forty years for all residential rental property and all nonresidential real 


property. 

Taxpayers may elect to use the 150 percent declining-balance method to compute 
the regular income tax rather than the 200 percent declining-balance method that 
is available for personal property. Hence, if the election is made, there will be no dif- 
ference between the cost recovery for computing the regular income tax and the 
_AMT.*® 


puting cost recovery for the regular income tax. The ADS recovery periods 
generally are longer than the regular recovery periods under MACRS. 


"The class life for certain properties described in § 168(e)(3) is specially 
determined under § 168(g)(3)(B). 
*For personal property placed in service before January 1, 1999, taxpayers 
making the election are required to use the ADS recovery periods in com- 
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a, Characteristics of ACRS 


Property Accounting Convention Life . reas Method 


Personalty Half-year or mid-quarter 3,5, 7, 10, 15, or 20 years ’ Accelerated or straight-line 
Realty Mid-month 15, 18, or 19 years Accelerated or straight-line 


RXAMELE S40 | On March 1, 2009, Abby purchases computer-based telephone central office switching 


equipment for $80,000. If Abby uses statutory percentage cost recovery and elects not 
to take additional first-year depreciation (assuming no § 179 election), the cost recovery 
allowance for 2009 is $16,000 [$80,000 x 20% (Table 8.1, five-year class property)]. If 
Abby elects to use ADS 150% declining-balance cost recovery for the regular income 
tax (assuming no § 179 election), the cost recovery allowance for 2009 is $12,000 
[$80,000 x 15% (Table 8.4, five-year class property)]. @ 


If the taxpayer takes the 50 percent additional first-year depreciation, there is no 
AMT adjustment associated with the additional depreciation for the entire recovery 
period of the property. 

In lieu of depreciation under the regular MACRS method, taxpayers may elect 
straight-line under ADS for property that qualifies for the regular MACRS method. 
The election is available on a class-by-class and year-by-year basis for property other 
than eligible real estate. The election for eligible real estate is on a property-by-property 
basis. One reason for making this election is to avoid a difference between deductible 
depreciation and earnings and profits depreciation. 


SS polly acquires an apartment building on March 17, 2009, for $700,000. She takes the 
maximum cost recovery allowance for determining taxable income. Polly's cost recovery 
allowance for computing 2009 taxable income is $20, 153 [$700,000 x .02879 (Table 8.6)]. 
However, Polly’s cost recovery for computing her earnings and profits is only $13,853 
[$700,000 x .01979 (Table 8.7)]. = 


8.3 ACCELERATED Cost RECOVERY 


SSIS = 


L0.6 The major characteristics of the accelerated cost recovery system (ACRS) are listed in 
Be aware of the major Concept Summary 8.5. Note that for personalty, except for 20-year property, the re- 
characteristics of ACRS. covery period expired (all of the cost recovery basis has been recovered) prior to 
2005. For 20-year property, the recovery period expired during 2005. For realty, the 
recovery period also expired during 2005. 


8.4 AMORTIZATION 
LO.7 Taxpayers can claim an amortization deduction on intangible assets called “amor- 
Identify intangible assets that tizable § 197 intangibles.” The amount of the deduction is determined by amortizing 
are eligible for amortization the adjusted basis of such intangibles ratably over a 15-year period beginning in the 
and calculate the amount of month in which the intangible is acquired.” 


the deduction. 


An amortizable § 197 intangible is any § 197 intangible acquired after August 10, 
1993, and held in connection with the conduct of a trade or business or for the pro- 
duction of income. Section 197 intangibles include goodwill and going-concern 


2g 197/(a). 


: 
q 
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value, franchises, trademarks, and trade names. Covenants not to compete, copy- 
rights, and patents are also included if they are acquired in connection with the 
acquisition of a business. Generally, self-created intangibles are not § 197 intangibles. 
The 15-year amortization period applies regardless of the actual useful life of an 
amortizable § 197 intangible. No other depreciation or amortization deduction is 


permitted with respect to any amortizable § 197 intangible except those permitted 
under the 15-year amortization rules. 


On June 1, 2009, Neil purchased and began operating the Falcon Café. Of the purchase PEXAMPLE 36000 | 


price, $90,000 is correctly allocated to goodwill. The deduction for amortization for 
2009 is $3,500 [($90,000/15) x(7/12)]. ™ 


ALLOCATION OF PdRCHASE PRICE TO COVENANT Not To COMPETE 


Red Corporation and Bernie Jones, an officer of the corpora- 
tion, signed an agreement that called for $400,000 to be 
paid to Bernie for the redemption of his stock in Red Corpo- 
ration and for a covenant not to compete. When Bernie and 
the corporation negotiated the agreement, neither side 
called for the $400,000 to be allocated between the stock 
and the covenant not to compete. The agreement itself spe- 


chase of Bernie’s stock. Nothing in the agreement allocated 
a portion of the payment to the covenant not to compete. 
Now that the transaction has been completed, Red Corpora- 
tion is considering unilaterally allocating a portion of the 
payment to the covenant not to compete so that the allo- 
cated amount can be capitalized and amortized under § 197. 
Evaluate the appropriateness of Red Corporation’s plan. 


cifically stated that the amount to be paid was for the pur- 


Startup expenditures are also partially amortizable under § 195. This treatment 
is available only by election.*” A taxpayer must make this election no later than 
the time prescribed by law for filing the return for the taxable year in which the 
trade or business begins.*' If no election is made, the startup expenditures must be 
capitalized.” 

The elective treatment for startup expenditures allows the taxpayer to deduct the 
lesser of (1) the amount of startup expenditures with respect to the trade or business 
or (2) $5,000, reduced, but not below zero, by the amount by which the startup 
expenditures exceed $50,000. Any startup expenditures not deducted may be amor- 
tized ratably over a 180-month period beginning in the month in which the trade or 
business begins.*” 


Green Corporation begins business on August 1, 2009. The corporation has startup 
expenditures of $47,000. If Green Corporation elects § 195, the total amount of startup 
expenditures that Green Corporation may deduct in 2009 is $6,167, computed as 


RXR MPLECGT 


follows: 
Deductible amount $5,000 
Amortizable amount {[($47,000 — $5,000)/180] x 5 months} 1,167 
Total deduction $6,167 


Assume the same facts as in Example 37, except that the startup expenditures are 
$53,000. The total deduction for the year 2009 Is $3,417, computed as follows: 


#28 195(a). 
8 195(b)(1)(A) and (B). 


8 195(b).. 
41g 195(d). 


H 
4 
H 
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Determine the amount of 
depletion expense including 


being able to apply the 
alternative tax treatments for 
intangible drilling and 
development costs. 


“§ 195(c)(1)(A) and (B). 
§ 195(c). 
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Deductible amount [$5,000 — ($53,000 — $50,000)] $2,000 
Amortizable amount {[($53,000 — $2,000)/180] x 5 months} 1,417 
Total deduction $3,417 i 


Expenditures that are subject to capitalization and elective ainorazadon under 
§ 195 as startup expenditures generally must satisfy two requirements.” First, the 
expenditures must be paid or incurred in connection with any one of the following: 


e The creation of an active trade or business. 

° The investigation of the creation or acquisition of an active trade or 
business. 

e Any activity engaged in for profit in anticipation of such activity becoming 
an active trade or business. 


Second, such costs must be the kinds of costs that would be currently deductible if 
paid or incurred in connection with the operation of an existing trade or business in 
the same field as that entered into by the taxpayer. 

The costs of creating a new active trade or business could include advertising; sal- 
aries and wages; travel and other expenses incurred in lining up prospective distribu- 
tors, suppliers, or customers; and salaries and fees for executives, consultants, and 
professional services. Costs that relate to either created or acquired businesses could 
include expenses incurred for the analysis or survey of potential markets, products, 
labor supply, transportation facilities, and the like. Startup expenditures do not 
include any amount with respect to which a deduction is allowable under § 163(a) 
(interest), § 164 (taxes), and § 174 (research and experimental expenditures) ae 

Other assets that could be subject to amortization include research and experi- 
mental expenditures under § 174 (see Chapter 7) and organization expenses under 
§ 248 (see Chapter 20). 


8.5 DEPLETION 


soe se EES SS SARS IRR EA A SE EE MIE SD RIS PE PR EEE SL SDD YELP GALLS NRRL LE 


Natural resources (e.g., oil, gas, coal, gravel, timber) are subject to depletion, which 
is simply a form of depreciation applicable to natural resources. Land generally can- 
not be depleted. 

The owner of an interest in the natural resource is entitled to deduct depletion. 
An owner is one who has an economic interest in the property.*° An economic inter- 
est requires the acquisition of an interest in the resource in place and the receipt of 
income from the extraction or severance of that resource. Like depreciation, deple- 
tion is a deduction foradjusted gross income. 

Although all natural resources are subject to depletion, oil and gas wells are used 
as an example in the following paragraphs to illustrate the related costs and issues. 

In developing an oil or gas well, the producer must make four types of expenditures: 


e Natural resource costs. 

° Intangible drilling and development costs. 
e Tangible asset costs. 

e Operating costs. 


Natural resources are physically limited, and the costs to acquire them (e.g., oil 
under the ground) are, therefore, recovered through depletion. Costs incurred in 
making the property ready for drilling such as the cost of labor in clearing the prop- 
erty, erecting derricks, and drilling the hole are intangible drilling and development 
costs (IDC). These costs generally have no salvage value and are a lost cost if the well is 
dry. Costs for tangible assets such as tools, pipes, and engines are capital in nature. 


“Reg. § 1.611-1(b). 


ee oe eee 
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DEPLETION OF LANDFILL SITES 


Landfill operators are allowed a depletion allowance, which being filled up. The value of the air space is the product of 
is a deduction in computing Federal taxable income. The — some of the goodwill costs, some of the land costs, and all 
depletion deduction is the value of the air space that is of the engineering, siting, and construction costs. 


These costs must be capitalized and recovered through depreciation (cost recovery). 
Costs incurred after the well is producing are operating costs. These costs would 
include expenditures for such items as labor, fuel, and supplies. Operating costs are 
deductible when incurred (on the accrual basis) or when paid (on the cash basis). 

The expenditures for depreciable assets and operating costs pose no unusual 
problems for producers of natural resources. The tax treatment of depletable costs 
and intangible drilling and development costs is quite a different matter. 


INTANGIBLE DRILLING AND DEVELOPMENT COSTS (IDC) 


Intangible drilling and development costs can be handled in one of two ways at the 
option of the taxpayer. They can be either charged off as an expense in the year in 
which they are incurred or capitalized and written off through depletion. The tax- 
payer makes the election in the first year such expenditures are incurred either by 
taking a deduction on the return or by adding them to the depletable basis. No for- 
mal statement of intent is required. Once made, the election is binding on both the 
taxpayer and the IRS for all such expenditures in the future. If the taxpayer fails to 
make the election to expense IDC on the original timely filed return the first year 
such expenditures are incurred, an automatic election to capitalize them has been 
made and is irrevocable. 

As a general rule, it is more advantageous to expense IDC. The obvious benefit of 
an immediate write-off (as opposed to a deferred write-off through depletion) is not 
the only advantage. Since a taxpayer can use percentage depletion, which is calcu- 
lated without reference to basis (see Example 42), the IDC may be completely lost as 
a deduction if they are capitalized. 


DEPLETION METHODS 


There are two methods of calculating depletion: cost and percentage. Cost deple- 
tion can be used on any wasting asset (and is the only method allowed for timber). | 
Percentage depletion is subject to a number of limitations, particularly for oil and 
gas deposits. Depletion should be calculated both ways, and the method that results | 
in the larger deduction should be used. The choice between cost depletion and per- 
centage depletion is an annual decision. Thus, the taxpayer can use cost depletion 
in one year and percentage depletion in the following year. 


Cost Depletion | 
Cost depletion is determined by using the adjusted basis of the asset.*’ The basis is 
divided by the estimated recoverable units of the asset (e.g., barrels, tons) to arrive 
at the depletion per unit. The depletion per unit then is multiplied by the number 
of units sold (not the units produced) during the year to arrive at the cost depletion 
allowed. Cost depletion, therefore, resembles the units-of-production method of 
calculating depreciation. 


"3612. 
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Sample of Percentage Depletion Rates 


EXHIBIT 8.3 


22% Depletion 


22% Depletion a Eee 
Cobalt Sulfur 


Lead Tin 
Nickel Uranium 


Platinum Zinc 
15% Depletion 
Oil and gas 


Oil shale 
Silver 


Copper 
Gold 
Iron 


14% Depletion 


phe eee, Fe eee eee eee 
Magnesium carbonates 
Marble 

Potash 

Slate 


Borax 

Calcium carbonates 
Granite 

Limestone 


10% Depletion 


Perlite 
Sodium chloride 


Coal 
Lignite 
5% Depletion 


Pumice 
Sand 


Gravel 
Peat 


On January 1, 2009, Pablo purchases the rights to a mineral interest for $1 million. At 
that time, the remaining recoverable units in the mineral interest are estimated to be 
200,000. The depletion per unit is $5 [$1,000,000 (adjusted basis) + 200,000 (estimated 
recoverable units)]. If during the year 60,000 units are mined and 25,000 are sold, the 
cost depletion is $125,000 [$5 (depletion per unit) x 25,000 (units sold)]. = 


If the taxpayer later discovers that the original estimate was incorrect, the deple- 
tion per unit for future calculations must be redetermined based on the revised 
estimate.*® 


Assume the same facts as in Example 39. In 2010, Pablo realizes that an incorrect esti- 
mate was made. The remaining recoverable units now are determined to be 400,000. 
Based on this new information, the revised depletion per unit is $2.1875 [$875,000 
(adjusted basis) + 400,000 (estimated recoverable units)]. Note that the adjusted basis is 
the original cost ($1,000,000) reduced by the depletion claimed in 2009 ($125,000). If 
30,000 units are sold in 2010, the depletion for the year is $65,625 [$2.1875 (depletion 
per unit) x 30,000 (units sold)]. = 


Percentage Depletion 


Percentage depletion (also referred to as statutory depletion) is a specified percentage 
provided for in the Code. The percentage varies according to the type of mineral in- 
terest involved. A sample of these percentages is shown in Exhibit 8.3. The rate is 
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~ CHANGING THE 1 872 Mining Law 


| A bipartisan group of U.S. senators is pushing for a reform _ allowance because no payment was made for the minerals 
| of the Mining Law of 1872. The change would require in the first place. — 
the payment of royalties for precious metals (including 
gold and uranium) extracted on Federal lands. The group ‘Source: Adapted from “Bi-Partisan Group of Senators Call for Tax- 


is also calling for repeal of the percentage depletion Eon, 2008 oa ee poet Sk 


applied to the gross income from the property, but in no event may percentage 
depletion exceed 50 Po of the taxable income from the property before the 
allowance for depletion.*® 


Assuming gross income of $100,000, a depletion rate of 22%, and other expenses relat- PexeMeiE ot 


ing to the property of $60,000, the depletion allowance is determined as follows: 


Gross income $100,000 
Less: Other expenses (60,000) 
Taxable income before depletion $ 40,000 
Depletion allowance [the lesser of $22,000 (22% x $100,000) or 

$20,000(50% x $40,000)] (20,000) 
Taxable income after depletion $ 20,000 


The adjusted basis of the property is reduced by $20,000, the depletion allowed. If the 
other expenses had been only $55,000, the full $22,000 could have been deducted, and 
the adjusted basis would have been reduced by $22,000. = 


Note that percentage depletion is based on a percentage of the gross income 
from the property and makes no reference to cost. Thus, when percentage depletion 
is used, it is possible to deduct more than the original cost of the property. If percent- 
age depletion is used, however, the adjusted basis of the property (for computing 
cost depletion) must be reduced by the amount of percentage depletion taken until 
the adjusted basis reaches zero. 


Effect of Intangible Drilling Costs on Depletion 

The treatment of IDC has an effect on the depletion deduction in two ways. If the 
costs are capitalized, the basis for cost depletion is increased. As a consequence, the 
cost depletion is increased. If IDC are expensed, they reduce the taxable income 
from the property. This reduction may result in application of the provision that lim- 
its depletion to 50 percent (100 percent for certain oil and gas wells) of taxable 
income before deducting depletion. 


Iris purchased the rights to an oil interest for $1 million. The recoverable barrels were 
estimated to be 200,000. During the year, 50,000 barrels were sold for $2 million. Regu- 
lar expenses amounted to $800,000, and IDC were $650,000. If the IDC are capitalized, 
the depletion per unit is $8.25 ($1,000,000 + $650,000 + 200,000 barrels), and the 
following taxable income results: 


#g 613(a). ). Special mules apply for certain oil and gas wells under § 613A (e.g., tion may not exceed 65% of the taxpayer’s taxable income from all sources 
before the allowance for depletion). 


the 50% ceiling is replaced with a 100% ceiling, and the percentage deple- 


ee ———————————ee—eeeeEeEeeEeEeeEeEeEeeEeeEe——e—eee——eEeeeeEeEeEeEeEeEeEeEeEeEe—e—eEeEe—e—e—e——————— 


8-28 PARTII Deductions 


LO0.9 


Perform the reporting 
procedures for cost recovery. 


www.cengage.com/taxation/swft 


Gross income $ 2,000,000 
Less: Expenses (800,000) 
Taxable income before depletion $ 1,200,000 


Cost depletion ($8.25 x 50,000) = $412,500 

Percentage depletion (15% x $2,000,000) = $300,000 

Greater of cost or percentage depletion (412,500) 
Taxable income $ 787,500 


If the IDC are expensed, the taxable income is $250,000, calculated as follows: 


Gross income $2,000,000 
Less: Expenses, including IDC (1,450,000) 
Taxable income before depletion $ 550,000 
Cost depletion [($1,000,000 + 200,000 barrels) x 50,000 barrels] = 

$250,000 


Percentage depletion (15% of $2,000,000 = $300,000, limited 
to 100% of $550,000 taxable income before depletion) = 


$300,000 
Greater of cost or percentage depletion (300,000) 
Taxable income $ 250,000 


For further restrictions on the use or availability of the percentage depletion 
method, see § 613. 


8.6 REPORTING PROCEDURES 


ISN AEE EPS A REE SEEN SEE EI EESTI PES LPI SID LLL RAP PIL LE EL ELLIE P I! LLAMA LE AEE ERIE GLI 


Sole proprietors engaged in a business should file a Schedule C, Profit or Loss from 
Business, to accompany Form 1040. Schedule C for 2008 is presented because the 
2009 form was not yet available. : 

The top part of page | requests certain key information about the taxpayer (e.g., 
name, address, Social Security number, principal business activity, and the account- 
ing method used). Part I provides for the reporting of items of income. If the busi- 
ness requires the use of inventories and the computation of cost of goods sold (see 
Chapter 18 for when this is necessary), Part III must be completed and the cost of 
goods sold amount transferred to line 4 of Part I. 

Part II allows for the reporting of deductions. Some of the deductions discussed 
in this chapter and their location on the form are depletion (line 12) and deprecia- 
tion (line 13). Other expenses (line 27) include those items not already covered 
(see lines 8-26). An example would be research and experimental expenditures. 

If depreciation is claimed, it should be supported by completing Form 4562. Form 
4562 for 2008 is presented because the 2009 form was not yet available. The amount 
listed on line 22 of Form 4562 is then transferred to line 13 of Part II of Schedule C. 


Thomas Andrews, Social Security number 111-11-1111, was employed as an account- 
ant until May 2008, when he opened his own practice. His address is 279 Mountain 
View, Ogden, UT 84201. Andrews keeps his books on the cash basis and had the follow- 
ing revenue and business expenses in 2008: 


Revenue from accounting practice, $192,000. 

Insurance, $5,000. 

Office supplies, $4,000. 

Office rent, $16,000. 

Copier lease payments, $3,000. 

Licenses, $2,000. 

New furniture and fixtures were acquired on May 10, for $142,000. Thomas 
elects § 179 expensing and uses the statutory percentage cost recovery method. 


eo 4+o9An TD 


Andrews would report the above information on Schedule C and Form 4562 as illus- 
trated on the following pages. @ 
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Depreciation and Amortization 
(Including Information on Listed Property) 


> See separate instructions. > Attach to your tax return. 


Business or activity to which this form relates 
Thomas Andrews Accounting services 


Election To Expense Certain Property Under Section 179 

Note: /f you have any listed property, complete Part V before you complete Part I. 
Maximum amount. See the instructions for a higher limit for certain businesses . 

Total cost of section 179 property placed in service (see instructions) : 142,000 
Threshold cost of section 179 property before reduction in limitation (see metruction) $800,000 


Reduction in limitation. Subtract line 3 from line 2. If zero or less, enter -O- . . | 4 | “Uz 


OMB No. 1545-0172 


2008 


Attachment 
Sequence No. 67 


Identifying number 


I1l-ll-I1ll 


rom 4962 


Department of the Treasury 
Internal Revenue Service (99) 


Name(s) shown on return 


$250,000 


ahonNdD — 


Dollar limitation for tax year. Subtract line 4 from line 1. If zero or less, enter -O-. If ite ch filing 
separately, see instructions 


(a) Description of ProDery ~o Gast bushess uss om | fe Faced enst 
6 Furniture and Fixtures 142,000 142,000 


7 Listed property. Enter the amount from line 29. . . . ... . fT lent as notes ale 


8 Total elected cost of section 179 property. Add amounts in column (c), lines 6 and 7 . 


142,000 


9 Tentative deduction. Enter the smaller of line 5 or line 8. : Be RN aah x 
10 Carryover of disallowed deduction from line 13 of your 2007 Form iG Sige regre 10 =U; 
11 Business income limitation. Enter the smaller of business income (not less than zero) or line 5 (see instructions) tia 142,000 
12 Section 179 expense deduction. Add lines 9 and 10, but do not enter more than line 11... df 


13 Carryover of disallowed deduction to 2009. Addlines9 and 10,lessline12®/13[ | 


Note: Do not use Part II or Part Ill below for listed property. Instead, use Part V. 
Part Il Special Depreciation Allowance and Other Depreciation (Do not include listed property.) (See instructions. 


14 Special depreciation allowance for qualified DIRonIn Paes than listed eee) ies in service 
during the tax year (see instructions) : 3 : 
15 Property subject to section 168(f)(1) election — 
16 Other depreciation (including ACRS) Cert aE SO Ae Aa 
mlagim MACRS Depreciation (Do not include listed property. See instructions.) __ 
Section A 


17 MACRS deductions for assets placed in service in tax years beginning before 2008 


18 If you are electing to group any assets Pe in service waht? the tax year into one or more 
general asset accounts, check here’ eal : > 


(b) Month and | (c) Basis for depreciation (d) Recove: 
(a) Classification of property | year placed in | (business/investment use period ry (e) Convention (f) Method (g) Depreciation deduction 
only—see instructions) 


service 


19a 3-year property 
b 5-year property 
c 7-year property 
d 10-year property 
e 15-year property 
f 
g 
h 


20-year property 


25-year property Qe ae ; Syl 
Residential rental egere ee = yrs. a 2 : 
property LOM} 
i Nonresidential real | 39 yrs. MM S/L 
property | pag MM S/L 
Section C—Assets Placed in Service During 2008 Tax Year Using the Alternative Depreciation System 


Class life 
b 12-year 
40-year 
Summary (See instructions.) 
21 Listed property. Enter amount from line 28 : Pee wo he 
22 Total. Add amounts from line 12, lines 14 through 17, lines 19 and 20 in n column ), and line 21. 
Enter here and on the appropriate lines of your return. Partnerships and S corporations —see instr. 
23 For assets shown above and placed in service during the current year, 
enter the portion of the basis attributable to section 263A costs 


For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 12906N Form 4562 (2008) 


secs 
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SCHEDULE C Profit or Loss From Business OME No. 1545-0074 


(Form 1040) (Sole Proprietorship) 200 8 


> Partnerships, joint ventures, etc., generally must file Form 1065 or 1065-B. 


Intowal Rovocue Service,” (99) | P Attach to Form 1040, 1040NR, or 1041. > See Instructions for Schedule C (Form 1040). chaplains 
Name of proprietor Social security number (SSN) 
Thomas Andrews 111-111-1111 
A Principal business or profession, including product or service (see page C-3 of the instructions) 
> 
C Business name. If no separate business name, leave blank. D Employer ID number (EIN), if any 


Andrews Accounting Services 
E _ Business address (including suite or room no.) > TD MOURIGIN VICW. oo cy ee Seok ides pec oe 
City, town or post office, state, and ZIP code Ogden, UT 84201 
F Accounting method: (1) Cash (2) L] Accrual (3) L] Other (Specify): =. .oae ee eee eee oe cceceeee 
G__Did you “materially participate” in the operation of this business during 2008? If “No,” see page C-4 for limit on losses Yes [LJNo 
H If you started or acquired this business during 2008, check here. . . . . . ww ee ee ee ee > L) 


Part | Income 


1. Gross receipts or sales. Caution. See page C-4 and check the box if: 


@ This income was reported to you on Form W-2 and the “Statutory employee” box 


on that form was checked, or 
mead Fe 192,000 


e@ You are a member of a qualified joint venture reporting only rental real estate 
income not subject to self-employment tax. Also see page C-4 for limit on losses. 


ReturnstandiallowanCes sib eee eC sar ee a we a te ee te on 

Subtract line 2 from line 1 ay aie RAREST OR NOC Me Ma CUCL PMR MUN paca Sere aero ae 3} 82.000 
Cost of goods sold (from line 42 on page 52) ris Ree ee ag ter Lee ime ob A BEST foe PMB 

Gross profit. Subtract line 4 from line 3. : area reeee 
Other income, including federal and state gasoline or fuel lax credit: or refnid (e5e nage Cc 4), rs Chiba pais Laie SR] 
Gross income. Add lines 5 and6_. : > 
| 18 | 


lamin Expenses. Enter expenses for business use of your home only o on line 30. 


8 Advertising . . .. . 9 —| a reer 


9 Car and truck expenses (see ee 
page|C-5)k i at ee 

10 Commissions and fees Aoi 10 es ee 

11. Contract labor (see page C-5) yp} 


12 Depletion 


NO o f&# WO ND 


4,000 


18 Office expense 3 

19 Pension and profit-sharing plans 

20 Rent or lease (See page C-6): 
a Vehicles, machinery, and equipment 
b Other business property . 

21 Repairs and maintenance 

22 Supplies (not included in Part II!) 

23 Taxes and licenses 

24 Travel, meals, and entertainment: 
a Travel 


3,000 
16,000 


13 Depreciation and section 179 
expense deduction (not 
included in Part III) (see page 
Ce ey 1 eens Sey 
14 Employee benefit programs | 
(other than on line 19) . 
15 Insurance (other than health) . a 
16 = Interest: 
a Mortgage (paid to banks, etc.) . fe 


b Other... 2 eS a SS 
17 ~Legal and professional 
SQIVICOS,  cmece oeerstabel teal eats 17 


28 Total expenses before expenses for business use of home. Add lines 8 through 27 . . . > 
29 __—Tentative profit or (loss). Subtract line 28 from line 7 . 

30 Expenses for business use of your home. Attach Form 8829 

31 Net profit or (loss). Subtract line 30 from line 29. 


@ If a profit, enter on both Form 1040, line 12, and Schedule SE, line 2, or on Form 1040NR, 


2,000 


b Deductible meals and 
entertainment (see page C-7) 
25 Utilities 
26 Wages (less a er ts credits) 


27 Other expenses (from line 48 on 


27 


172,000 
20,000 


line 13 (if you checked the box on line 1, see page C-7). Estates and trusts, enter on Form 1041, 20,000 
line 3. 
© lf a loss, you must go to line 32. 

32 If you have a loss, check the box that describes your investment in this activity (see page C-8). 
© If you checked 32a, enter the loss on both Form 1040, line 12, and Schedule SE, line 2, or on 32a L] All investment is at risk. 
Form 1040NR, line 13 (if you checked the box on line 1, see the line 31 instructions on page C-7). 32b L] Some investment is not 
Estates and trusts, enter on Form 1044, line 3. at risk. 


@ If you checked 32b, you must attach Form 6198. Your loss may be limited. 


For Paperwork Reduction Act Notice, see page C-9 of the instructions. Cat. No. 11334P Schedule C (Form 1040) 2008 


ae ee 


TAX PLANNING: 
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L0.10 
8.7 Cost RECOVERY Identify tax planning 


opportunities for cost recovery, 
Cost recovery schedules should be reviewed annually for possible retirements, aban- amortization, and depletion. 
donments, and obsolescence. 


An examination of the cost recovery schedule of Eagle Company reveals the following: [EXAMPLE 46000 


e Asset A was abandoned when it was discovered that the cost of repairs 
would be in excess of the cost of replacement. Asset A had an adjusted basis 
of $3,000. 

° Asset J became obsolete this year, at which point, its adjusted basis was 
$8,000. 


Assets A and J should be written off for an additional expense of $11,000 ($3,000 + 
$8,000). = 


Because of the deductions for cost recovery, interest, and ad valorem property 
taxes, investments in real estate can be highly attractive. In figuring the economics of 
such investments, one should be sure to take into account any tax savings that result. 


In early January 2008, Vern purchased residential rental property for $170,000 (of EXAMPLE 


which $20,000 was allocated to the land and $150,000 to the building). Vern made a 
down payment of $25,000 and assumed the seller’s mortgage for the balance. Under 
the mortgage agreement, monthly payments of $1,000 are required and are applied 
toward interest, taxes, insurance, and principal. Since the property was already occu- 
pied, Vern continued to receive rent of $1,200 per month from the tenant. Vern 
actively participates in this activity and hence comes under the special rule for a rental 
real estate activity with respect to the limitation on passive activity losses (refer to 
Chapter 11). Vern is in the 33% tax bracket. 
During 2009, Vern’s expenses were as follows: 


Interest $10,000 
Taxes 800 
Insurance 1,000 
Repairs and maintenance 2,200 
Depreciation ($150,000 x .03636) 5,454 
Total $19,454 


The deductible loss from the rental property is computed as follows: 


Rent income ($1,200 x 12 months) $ 14,400 
Less expenses (see above) (19,454) 
Net loss ($ 5,054) 


But what is Vern’s overall position for the year when the tax benefit of the loss is taken 
into account? Considering just the cash intake and outlay, it is summarized below: 


Intake— 
Rent income $14,400 
Tax savings [33% (income tax bracket) x $5,054 
(loss from the property)] 1,668 $ 16,068 
Outlay— 
Mortgage payments ($1,000 x 12 months) $12,000 
Repairs and maintenance 2,200 (14,200) 
Net cash benefit $ 1,868 é 


It should be noted, however, that should Vern cease being an active participant in 
the rental activity, the passive activity loss rules would apply, and Vern could lose the 
current period benefit of the loss. 


8-32 


PART III 


Deductions 


www.cengage.com/taxation/swft 


Another consideration when making decisions with respect to cost recovery is 
whether fast or slow cost recovery will be more beneficial for the taxpayer. If the tax- 
payer’s goal is to recover the cost of fixed assets as quickly as possible, the following 
strategies should be used: 


° When constructing a facility, try to avoid “fixture” classification. Refer to 
the discussion in Chapter 1 on page 1-7. 

e When electing § 179 expensing, choose assets with longer lives. 

© Choose accelerated cost recovery methods where available. 


If a taxpayer has a new business with little income or a business with a net operating 
loss carryover, the taxpayer’s goal may be to slow down cost recovery. In such a situa- 
tion, the taxpayer should: 


° Choose the straight-line cost recovery method. 

e Make no election under § 179. 

° Defer placing assets in service in the current tax year or postpone capital 
outlays until future tax years. 


8.8 AMORTIZATION 


OR EASIER IE SESS RR RCE RITE RATNER 


When a business is purchased, goodwill and covenants not to compete are both sub- 
ject to a statutory amortization period of 15 years. Therefore, the purchaser does not 
derive any tax benefits when part of the purchase price is assigned to a covenant 
rather than to goodwill. 

Thus, from the purchaser’s perspective, bargaining for a covenant should be 
based on legal rather than tax reasons. Note, however, that from the seller’s perspec- 
tive, goodwill is a capital asset and the covenant is an ordinary income asset. 

Since the amortization period for both goodwill and a covenant is 15 years, 
the purchaser may want to attempt to minimize these amounts if the purchase 
price can be assigned to assets with shorter lives (e.g., inventory, receivables, and 
personalty). Conversely, the purchaser may want to attempt to maximize these 
amounts if part of the purchase price will otherwise be assigned to assets with 
longer recovery periods (e.g., realty) or to assets not eligible for cost recovery 
(e.g., land). 


8.9 DEPLETION 


PIP PLIST M R AA NEEL LLL LEE LEI EPS CEB PLE LAE LS ET LOE NI IE LAE IEDR OP ROLLE ERE SENT ELIOT 


While a basis remains in a depletable asset, cost depletion or percentage depletion, 
whichever method produces the larger deduction, will be used. When the basis of 
the asset is exhausted, percentage depletion can still be taken. 


Assume the following facts for Melissa: 


Remaining depletable basis $ 11,000 
Gross income (10,000 units) 100,000 
Expenses (other than depletion) 30,000 


Since cost depletion is limited to the basis of $11,000 and if the percentage depletion is 
$22,000 (assume a 22% rate), Melissa would choose the latter. Her basis is then reduced 
to zero. In future years, however, she can continue to take percentage depletion since 
percentage depletion is taken without reference to the remaining basis. m 


The election to expense intangible drilling and development costs is a onetime 
election. Once the election is made to either expense or capitalize the IDG, it is bind- 
ing on all future expenditures. The permanent nature of the election makes it 
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extremely important for the taxpayer to determine which treatment will provide the 
greater tax advantage. (Refer to Example 39 for an illustration of the effect of using 
the two different alternatives for a given set of facts.) 


8.10 Cost RECovERY TABLES 


Summary of Tables 


Table 8.1 


Table 8.2 


Table 8.3 


Table 8.4 


Table 8.5 


Table 8.6 


Table 8.7 


Modified ACRS statutory percentage table for personalty. 


Applicable depreciation methods: 200 or 150 percent declining-balance 
switching to straight-line. 


Applicable recovery periods: 3, 5, 7, 10, 15, 20 years. 
Applicable convention: half-year. 
Modified ACRS statutory percentage table for personalty. 


Applicable depreciation method: 200 percent declining-balance 
switching to straight-line. 


Applicable recovery periods: 3, 5, 7 years. 

Applicable convention: mid-quarter. 

Modified ACRS optional straight-line table for personalty. 
Applicable depreciation method: straight-line. 

Applicable recovery periods: 3, 5, 7, 10, 15, 20 years. 

Applicable convention: half-year. 

Alternative minimum tax declining-balance table for personalty. 


Applicable depreciation method: 150 percent declining-balance 
switching to straight-line. 


Applicable recovery periods: 3, 5, 7, 9.5, 10, 12 years. 
Applicable convention: half-year. 

Alternative depreciation system straight-line table for personalty. 
Applicable depreciation method: straight-line. 

Applicable recovery periods: 5, 10, 12 years. 

Applicable convention: half-year. 

Modified ACRS straight-line table for realty. 

Applicable depreciation method: straight-line. 

Applicable recovery periods: 27.5, 31.5, 39 years. 

Applicable convention: mid-month. 

Alternative depreciation system straight-line table for realty. 
Applicable depreciation method: straight-line. 

Applicable recovery period: 40 years. 

Applicable convention: mid-month. 
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MACRS Accelerated Depreciation for Personal Property Assuming 
Half-Year Convention 


we 
For Property Placed in Service after December 31, 1986 


Recovery 3-Year 5-Year 7-Year 10-Year 15-Year 20-Year 
Year (200% DB) (200% DB) (200% DB) (200% DB) (150% DB) (150% DB) 
EE oe OSE EONS GS a oe eee a 


1 33.33 20.00 14.29 10.00 5.00 3.750 
2 44.45 32.00 24.49 18.00 9.50 7.219 
3 14.81* 19.20 17.49 14.40 8.55 6.677 
4 7AN 11.52* 12.49 11.52 7.70 6.177 
5 11.52 8.93% 9.22 6.93 5.713 
6 5.76 8.92 7.37 6.23 5.285 
7 8.93 6.55% 5.90* 4.888 
8 4.46 6.55 5.90 4.522 
9 656 5.91 4.462* 
10 6is5 5.90 4.461 
11 3.28 5.91 4.462 : 
12 5.90 4.461 
13 5.91 4.462 
14 5.90 4.461 
15 5.91 4.462 
16 2.95 4.461 
17 4.462 
18 4.461 
19 4.462 
20 4.461 


21 2.231 


*Switchover to straight-line depreciation. 


T ABLE 8.2 MACRS Accelerated Depreciation for Personal Property Assuming 
; Mid-Quarter Convention 


For Property Placed in Service after December 31, 1986 (Partial Table*) 


3-Year 
First Second Third Fourth 
Recovery Year Quarter Quarter Quarter Quarter 
a 1 58.33 41.67 25.00 8.33 
sib 2 27.78 38.89 50.00 61.11 
7 5-Year 
First Second Third Fourth 
Recovery Year Quarter Quarter Quarter Quarter 
if : 1 35.00 25.00 15.00 | 5.00 
J 2 26.00 30.00 34.00 38.00 
7-Year 
First Second Third Fourth 
Recovery Year Quarter Quarter Quarter Quarter 
oe 1 25.00 17.85 10.71 3.57 
| 2 21.43 23.47 25.51 27.55 


*The figures in this table are taken from the official tables that appear in Rev.Proc. 87-57, 1987-2 
C.B. 687. Because of their length, the complete tables are not presented. 
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TABLE 8.3 MACRS Straight-Line Depreciation for Personal Property 
Assuming Half-Year Convention* 


a ee 


For Property Placed in Service after December 31, 1986 


MACRS % First Other Recovery Years Last Recovery Year 
Class Recovery Year Years % Year % 
meses 2 14 ee ieee iit A chant SP Blast ee ies ar Re Se he 


3-year 16.67 2-3 33.33 4 16.67 


5-year 10.00 25 20.00 6 10.00 
7-year 7.14 2-7 14.29 8 7.14 
10-year 5.00 2-10 10.00 11 5.00 
15-year 3.33 2-15 6.67 16 B33 
: 20-year 2.50 2-20 5.00 21 2.50 


*The official table contains a separate row for each year. For ease of presentation, certain years 
are grouped in this table. In some instances, this will produce a difference of .01 for the last digit 
when compared with the official table. 


Alternative Minimum Tax: 150% Declining-Balance Assuming 


TABLE 8.4 


Half-Year Convention 


For Property Placed in Service after December 31, 1986 (Partial Table*) 


Recovery 3-Year 5-Year 7-Year 9.5-Year 10-Year 12-Year 


Year 150% 150% 150% 150% 150% 150% 
1 25.00 15.00 10.71 7.89 7.50 6.25 
2 37.50 25.50 19.13 14.54 13.88 W172 
3 25.00** 17.85 15.03 12.25 11.79 10.25 
4 12.50 16.66** 225 10.31 10.02 8.97 
5 16.66 12:25 9.17% 8,745 7.85 
6 8.33 12.25 9.17 8.74 (Se ibs 
7 12.25 9.17 8.74 7.33 
8 613 9.17 8.74 7333 
9 9.17 8.74 7.33 
10 9.16 8.74 7.33 
11 4.37 eae 
12 733 

13 3.66 


Jo es) | ee ee eee ee Se eee See Se 
*The figures in this table are taken from the official table that appears in Rev.Proc. 87-57, 1987-2 
C.B. 687. Because of its length, the complete table is not presented. 


**Switchover to straight-line depreciation. 
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ADS Straight-Line for Personal Property Assuming Half-Year - = 


TABLE Se Convention 


i — 
For Property Placed in Service after December 31, 1986 (Partial Table)* 


Recovery Year 5-Year Class 10-Year Class 12-Year Class 
phasic athe tare Set clea eA ete nS eee 


10.00 5.00 4.17 
20.00 10.00 8.33 
20.00 10.00 8.33 
20.00 10.00 8.33 
20.00 10.00 8.33 
10.00 10.00 8.33 
10.00 8.34 

10.00 8.33 

10.00 8.34 

10.00 8.33 

5.00 8.34 

8.33 

13 4.17 


1 
2. 
3 
4 
5 
6 
7 
8 


ie) 


seat 
N—- Oo 


*The figures in this table are taken from the official table that appears in Rev.Proc. 87-57, 1987-2 
C.B. 687. Because of its length, the complete table is not presented. The tables for the 
mid-quarter convention also appear in Rev.Proc. 87-57. 


TABLE 8.6 MACRS Straight-Line Depreciation for Real Property Assuming Mid-Month Convention* 


For Property Placed in Service after December 31, 1986: 27.5-Year Residential Real Property 


Recovery The Applicable Percentage Is (Use the Column for the Month in the First Year the Property Is Placed in Service): 


Year(s) 1 2 3 4 5 6 7 8 9 10 11 12 

i 3.485 3.182 2.879 2.576 2.273 1.970 1.667 1.364 1.061 0.758 0.455 0.152 
2-18 3.636 3.636 3.636 3.636 3.636 3.636 3.636 3.636 3.636 3.636 3.636 3.636 
19-27 3.637 3.637 3.637 3.637 3.637 3.637 3.637 3.637 3.637 3.637 3.637 3.637 
28 1.970 2.273 2.576 2.879 3.182 3.485 3.636 3.636 3.636 3.636 3.636 3.636 
29 0.000 0.000 0.000 0.000 0.000 0.000 0.152 0.455 0.758 1.061 1.364 1.667 


For Property Placed in Service after December 31, 1986, and before May 13, 1993: 31.5-Year Nonresidential Real Property 


Recovery The Applicable Percentage Is (Use the Column for the Month in the First Year the Property Is Placed in Service): 


Year(s) 1 2 3 4 5 6 7 8 e) 10 11 12 

1 3.042 2.778 2.513 2.249 1.984 1.720 1.455 1.190 0.926 0.661 0.397 0.132 
2-19 3.175 BAZ B/D 3.175 3.175 3.175 3.175 3.175 Sal Bali75 3.175 SR ITAS, 
20-31 3.174 3.174 3.174 3.174 3.174 3.174 3.174 3.174 3.174 3.174 3.174 3.174 
32 1.720 1.984 2.249 2.513 2.778 3.042 Seil7/5) SHS S75) S175 3.175 SHUTS 
33 0.000 0.000 0.000 0.000 0.000 0.000 0.132 0.397 0.661 0.926 1e190 1.455 


For Property Placed in Service after May 12, 1993: 39-Year Nonresidential Real Property 


Recovery The Applicable Percentage Is (Use the Column for the Month in the First Year the Property Is Placed in Service): 


Year(s) 1 2 3 4 5 6 i 8 9 10 11 12 

ee eee 
1 2.461 2.247 2.033 1.819 1.605 1.391 1.177 0.963 0.749 0.535 0.321 0.107 
2539 2.564 2.564 2.564 2.564 2.564 2.564 2.564 2.564 2.564 2.564 2.564 2.564 
40 0.107 0.321 0.535 0.749 0.963 Usd77 1.391 1.605 1.819 2.033 2.247 2.461 


*The official tables contain a separate row for each year. For ease of presentation, certain years are grouped in these tables. In some 
instances, this will produce a difference of .001 for the last digit when compared with the official tables. 
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TABLE 8.7 ADS Straight-Line for Real Property Assuming Mid-Month Convention 


ee ee ee en ee ee eee 
For Property Placed in Service after December 31, 1986 


Recovery Month Placed in Service 
Year 1 2 3 4 5 6 7 8 9 10 11 12 


2.396 2.188 1.979 1.771 1.563 1.354. ..1.146 0.938 0.729 ° 0.521 0.313 0.104 


2-40 2.500 2.500 2.500 2.500 2.500 2.500 2.500 2.500 2.500 2.500 2.500 2.500 
41 0.104 0.312 0.521 0.729 0.937 1.146 1.354 1.562 1.771 1:979 25187 eso 
Ee Oa er Om saratiniiesadrs US 0 eee 


REFOCUS ON THE BIG PICTURE 


Regardless of whether the accrual method or the cash method of accounting is used, CAI 

MACRS must be used in calculating the depreciation expense for fixed assets for tax CE 

neler Evidently, Dr. Payne’s financial reporting system uses MACRS because DEPRECIATION 
52,000 is the correct amount of depreciation expense. The computers and periph- 

eral equipment are five-year property. The office furniture and fixtures and the den- EXPENSE AND 

tal equipment are seven-year property. Based on the IRS cost recovery tables, the TAX PLANNING 


following percentages are used in calculating depreciation expense for the first year 
of each asset’s life: 


5-year property 20.00% 
7-year property 14.29% 
What If? 


From a tax planning perspective, what can Dr. Payne do to increase the amount of 
depreciation expense associated with the purchase of these fixed assets and thereby 
reduce the amount of business net income reported on Schedule C of Form 1040 
for his dental practice? 

In addition to the standard MACRS deduction using the aforementioned percen- 
tages for 2009, Dr. Payne’s business also is eligible for additional first-year deprecia- 
tion at a 50 percent rate. This provision will apply unless he makes an election to 
forgo it. 

Code § 179 provides for the limited expensing of fixed assets. This provision 
applies to personalty, but does not apply to realty (e.g., buildings). The maximum 
amount that can be deducted under this limited expensing provision is subject to sev- 
eral overall limits. First, the total amount deducted cannot exceed $250,000. Second, 
the $250,000 amount is reduced dollar-for-dollar for § 179 asset purchases placed in 
service during the tax year once such purchases exceed $800,000. Finally, the § 179 
deduction for a tax year cannot exceed the taxable income from the trade or business. 

If Dr. Payne elects § 179 treatment for some of the fixed asset purchases of his 
dental practice, he could reduce the Schedule C net income of his dental practice to 
$0. The remaining amount of the $337,085 purchases of § 179 assets not deducted 
in the current year would be eligible for MACRS depreciation in future years. 

For future reference associated with similar fixed asset purchases for his business, 
the sequence of calculating the deduction is as follows: 


© § 179 limited expensing. 
° § 168(k) additional first-year depreciation. 
e Standard MACRS cost recovery. 
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KEY TERMS 


Accelerated cost recovery system 
(ACRS), 8-22 


Additional first-year depreciation, 
8-8 


Alternative depreciation system 
(ADS), 8-20 


Amortization, 8-22 
Cost depletion, 8-25 
Cost recovery, 8-3 
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Modified accelerated cost recovery 
system (MACRS), 8-5 


Percentage depletion, 8-26 


Depletion, 8-24 
Depreciation, 8-3 


Half-year convention, 8-8 
Residential rental real estate, 8-10 


Intangible drilling and development 
Section 179 expensing, 8-14 


costs (IDC), 8-24 
Listed property, 8-16 
Mid-month convention, 8-1 1 


Startup expenditures, 8-23 


Mid-quarter convention, 8-9 


DISCUSSION QUESTIONS 


ISSUEID 


10. 
ie 


1124, 


i133 


14. 


LO.1 Discuss the differences between depreciation and cost recovery. 


LO.1 Ifa taxpayer does not take any cost recovery on an asset during the year, what will 
be the impact on the basis of the asset? 


LO.1 Discuss why land is not eligible for cost recovery. 


LO.2 At the beginning of the current year, Henry purchased a ski resort for $10 million. 
Henry does not own the land on which the resort is located. The Federal government 
owns the land, and Henry has the right to operate the resort on the land pursuant to 
Special Use Permits, which are terminable at will by the Federal government, and Term 
Special Use Permits, which allow the land to be used for a fixed number of years. In 
preparing the income tax return for the current year, Henry properly allocated 
$2 million of the purchase price to the costs of constructing mountain roads, slopes, and 
trails. Since the acquisition, Henry has spent an additional $1 million on maintaining the 
mountain roads, slopes, and trails. Identify the relevant tax issues for Henry. 


LO.2 Discuss whether the purchase date of an asset is important in determining whether 
the mid-quarter convention applies for personalty. 


LO.2 Discuss the actual recovery period for the cost of an asset if the half-year convention 
applies. 


LO.2 Discuss the computation of cost recovery in the year of sale of an asset when the 
half-year convention is being used. 


LO.2 Discuss whether the acquisition of real property affects the 40% test to determine 
whether the mid-quarter convention must be used. 


L0.2 Discuss the computation of cost recovery in the year of sale of an asset when the 
mid-quarter convention is being used. 


LO.2 Discuss the mid-month convention. 


LO.2 Robert purchased and placed in service $100,000 of seven-year Class assets on August 
10 of the current year. He also purchased and placed in service $30,000 of five-year class 
assets on November 15 of the current year. He elects not to take additional first-year 
depreciation. If Robert elects to use the MACRS straight-line method of cost recovery on the 
seven-year Class assets, discuss the calculation of cost recovery for the five-year class assets. 


L0.2 Discuss the general cost recovery method and period for new farm machinery 
placed in service in 2009. 


L0.2 Discuss the cost recovery method for farming assets if an election is made to not 
have the uniform capitalization rules apply. 


LO.2 Jim owns a very large ranch. A large part of his business is the production and 
raising of breeding cattle. Jim understands that under MACRS he is entitled to cost 


recovery on breeding cattle. Identify the relevant tax issues for Jim with respect to taking 
cost recovery on his self-produced breeding cattle. 
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L0.2 Discuss the cost recovery periods and methods to be used on qualified leasehold 
improvement property owned by the lessor. 


L0.2 Discuss the cost recovery periods and methods to be used on nonqualified 
leasehold improvement property owned by the lessee. 


L0.2 Discuss the tax treatment for the unrecovered basis in leasehold property owned by 
the lessee when the lease terminates. 


L0.3 Discuss whether § 179 expensing may be taken on an asset that a taxpayer acquires 
to help with her personal investments. 


L0.3 Explain how the § 179 limited expensing deduction affects the computation of 
MACRS cost recovery. 


LO.3 Discuss the treatment of a § 179 expensing carryforward. 


L0.3 Discuss the definition of taxable income as it is used in limiting the § 179 expensing 
amount. 


L0.2, 3 Ana owns a motor home sales and rental business. During the current year, her 
rental fleet had a total of 33 motor homes, including a new Gulfstream Motor Home. The 
Gulfstream was purchased for $80,000 in July of the current year. The usual terms of the 
motor home rentals are much like those for car rentals—a daily or weekly fee, a daily 
mileage allowance of 100 miles, and a mileage charge of $.50 for each additional mile. 
Most renters use the motor homes for fewer than 30 days. Although the motor homes 
are rented out, they are also listed for sale. As such, any motor home can be sold at any time. 
Identify the relevant tax issues for Ana with respect to the new Gulfstream Motor Home. 


L0.3, 4 Discuss the implications of an automobile used in a trade or business having a 
gross vehicle weight (GVW) exceeding 6,000 pounds. 


L0.4 Discuss how the limits on cost recovery for passenger automobiles apply to taxicabs. 


LO.4 Discuss the purpose of the lease inclusion amount and explain how it is determined 
with respect to leased passenger automobiles. 


LO.7 Explain the amortization period of a § 197 intangible if the actual useful life is less 
than 15 years. 


LO.7 Harold and Bart own 75% of the stock of Orange Motors. The other 25% of the 
stock is owned by Jeb. Orange Motors entered into an agreement with Harold and Bart to 
acquire all of their stock in Orange Motors. In addition, Harold and Bart signed a 
noncompete agreement with Orange Motors. Under the terms of the noncompete 
agreement, Orange will pay Harold and Bart $15,000 each per year for four years. 
Identify the relevant tax issues for Orange Motors. 


LO.7 Discuss the amortization of startup expenditures. 


LO.7 In May 2009, George began searching for a trade or business to acquire. In 
anticipation of finding a suitable aquisition, George hired an investment banker to 
evaluate three potential businesses. He also hired a law firm to begin drafting regulatory 
approval documents for a target company. Eventually, George decided to purchase all 
the assets of Blue Corporation. Blue Corporation and George entered into an acquisition 
agreement on December 1, 2009. Identify the relevant tax issues for George. 


LO.8 Discuss how the cost of mineral rights enters into the calculation of percentage 
depletion. 


L0.1, 2 On November 4, 2007, Blue Company acquired an asset (27.5-year residential 
real property) for $100,000 for use in its business. In 2007 and 2008, respectively, Blue 
took $321 and $2,564 of cost recovery. These amounts were incorrect because Blue 
applied the wrong percentages (i.e., those for 39-year rather than 27.5-year). Blue should 
have taken $455 and $3,636 cost recovery in 2007 and 2008. On January 1, 2009, the asset 
was sold for $98,000. Calculate the gain or loss on the sale of the asset in 2009. 


ISSUE ID 


ISSUE ID 
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32. L0.1, 2 José purchased a house for $175,000 in 2006. He used the house as his personal 
residence. In March 2009, when the fair market value of the house was $255,000, he 
converted the house to rental property. What is José’s cost recovery for 2009? 


33. LO.2 Orange Corporation acquired new office furniture on August 15, 2009, for 
$200,000. Orange did not elect immediate expensing under § 179. Determine Orange’s 
cost recovery for 2009. 


L0.2 Weston acquires a used office machine (seven-year class asset) on November 2, 
9009, for $75,000. This is the only asset acquired by Weston during the year. He does not 
elect immediate expensing under § 179. On September 15, 2010, Weston sells the 
machine. 

a. Determine Weston’s cost recovery for 2009. 
b. Determine Weston’s cost recovery for 2010. 


35.) LO.2 Juan acquires a new five-year class asset on March 14, 2009, for $200,000. This is the 
only asset acquired by Juan during the year. He does not elect immediate expensing 
under § 179. On July 15, 2010, Juan sells the asset. 

a. Determine Juan’s cost recovery for 2009. 


b. Determine Juan’s cost recovery for 2010. 
(+0 hoa Debra acquired the following new assets during the current year: 


Date Asset Cost 


April 11 Furniture $50,000 
July 28 Trucks 30,000 
November 3 Computers 60,000 


Determine the cost recovery for the current year. Debra does not elect immediate 
expensing under § 179. 


37. LO.2 On August 2, 2009, Wendy purchased a new office building for $3.7 million. On 
October 1, 2009, she began to rent out office space in the building. On July 15, 2013, 
Wendy sold the office building. 

a. Determine Wendy’s cost recovery for 2009. 
b. Determine Wendy’s cost recovery for 2013. 


38. LO.2 On April 3, 2009, Terry purchased and placed in service a building. The building 
cost $2 million. An appraisal determined that 25% of the total cost was attributed to the 
value of the land. The bottom floor of the building is leased to a retail business for 
$32,000. The other floors of the building are rental apartments with an annual rent of 
$160,000. Determine Terry’s cost recovery for 2009. 


/39.) L0.2 On May 5, 2009, Christy purchased and placed in service a hotel. The hotel cost 
$1.8 million. Calculate Christy’s cost recovery for 2009. For 2019. 


40. L0.2 Janice acquired an apartment building on June 4, 2009, for $1.4 million. The value 
of the land is $200,000. Janice sold the apartment building on November 29, 2015. 
a. Determine Janice’s cost recovery for 2009. 
b. Determine Janice’s cost recovery for 2015. 


41. L0.2 On April 20, 2009, Ralph purchased new equipment to be used in his farming 
business. The cost of the equipment is $80,000. Ralph does not elect immediate 
expensing under § 179; nor does he elect to not have the uniform capitalization rules 
apply. He elects not to take additional first-year depreciation. Compute Ralph’s cost 
recovery for 2009. 


42. L0.2 During the month of March 2009, Sam constructed agricultural fences on his farm. 
The cost of the fencing was $70,000. Sam does not elect immediate expensing under 
§ 179, but an election to not have the uniform capitalization rules apply is in effect. He 
elects not to take additional first-year depreciation. Compute Sam’s cost recovery for 
2009. 
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L0.2 As a condition of leasing a 10-year-old warehouse, Martha had to make capital 
improvements to the building to accommodate the lessee. These improvements cost 
Martha $250,000. The improvements were completed and the 10-year lease commenced 
on October 28, 2009. Determine Martha’s cost recovery for 2009 with respect to the 
leasehold improvement. 


. L0.2 On January 1, 2002, Jim leased a building to be used in his business as an office 


building. The lease will terminate on December 31, 2009. On February 2, 2003, Jim made 
a capital improvement to the building. The cost of the leasehold improvement to Jim was 
$80,000. Jim has no legal rights in the capital improvement after the termination of the 
lease. Determine Jim’s loss in 2009, if any, with respect to the leasehold improvement as a 
result of the termination of the lease. 


L0.2, 3, 10 Lori, who is single, purchased a new copier (five-year class property) for 

$50,000 and new furniture (seven-year class property) for $275,000 on May 20, 2009. 

Lori expects the taxable income derived from her business (without regard to the 

amount expensed under § 179) to be about $400,000. Lori wants to elect immediate 

§ 179 expensing, but she doesn’t know which asset she should expense under § 179. 

a. Determine Lori’s total deduction if the § 179 expense is first taken with respect to 
the copier. 

b. Determine Lori’s total deduction if the § 179 expense is first taken with respect to 
the furniture. 

c. Whatis your advice to Lori? 


LO.2, 3 Olga is the proprietor of a small business. In 2009, the business income, before 
consideration of any cost recovery or § 179 deduction, is $250,000. Olga spends $850,000 
on new seven-year class assets and elects to take the § 179 deduction on them. Olga elects 
not to take additional first-year depreciation. Olga’s cost recovery deduction for 2009, 
except for the cost recovery with respect to the new seven-year assets, is $95,000. 
Determine Olga’s total cost recovery for 2009 with respect to the seven-year class assets 
and the amount of any § 179 carryforward. 


L0.2, 3, 10 On March 10, 2009, Yoon purchased three-year class property for $20,000. 
On December 15, 2009, Yoon purchased five-year class property for $340,000. He has net 
business income of $500,000 before consideration of any § 179 deduction. 

a. Calculate Yoon’s cost recovery for 2009, assuming he does not make the § 179 elec- 
tion or use straight-line cost recovery. He elects not to take additional first-year 
depreciation. 

b. Calculate Yoon’s cost recovery for 2009, assuming he does elect to use § 179 and does 
not elect to use straight-line cost recovery. He elects not to take additional first-year 
depreciation. 

c. Assuming Yoon’s marginal tax rate is 33%, determine his tax benefit from electing 


§ 179. 


L0.3, 4 John Johnson is considering acquiring an automobile at the beginning of 2009 
that he will use 100% of the time as a taxi. The purchase price of the automobile is 
$35,000. John has heard of cost recovery limits on automobiles and wants to know how 
much of the $35,000 he can deduct in the first year. Write a letter to John in which you 
present your calculations. Also, prepare a memo for the tax files. John’s address is 100 
Morningside, Clinton, MS 39058. 


LO.2, 4 On October 15, 2009, Jon purchased and placed in service a new car. The 
purchase price was $30,000. This was the only business use asset Jon acquired in 2009. He 
used the car 80% of the time for business and 20% for personal use. Jon used the 
statutory percentage method of cost recovery. He elects not to take additional first-year 
depreciation. Calculate the total deduction Jon may take for 2009 with respect to the car. 


L0.4 On June 5, 2009, Leo purchased and placed in service a new car that cost $20,000. 
The business use percentage for the car is always 100%. Compute Leo’s cost recovery 
deduction in 2009 and 2010. 

L0.2, 3, 4 On March 15, 2009, Helen purchased and placed in service a new Hummer. 


The purchase price was $62,000, and the vehicle had a rating of 6,500 GVW. The vehicle 
was used 100% for business. Calculate the maximum total deduction Helen may take 


with respect to the vehicle in 2009. 


DECISION MAKING 


DECISION MAKING 


COMMUNICATIONS 


8-42 PARTII Deductions 


DECISION MAKING 


DECISION MAKING 
COMMUNICATIONS 


DECISION MAKING 


DECISION MAKING 
COMMUNICATIONS 


www.cengage.com/taxation/swft 


52: 


53% 


54. 


55. 


56. 


D7: 


58. 


L0.2, 4 On May 28, 2009, Mary purchased and placed in service a new $40,000 car. The 
car was used 60% for business, 20% for production of income, and 20% for personal use 
in 2009. In 2010, the usage changed to 40% for business, 30% for production of income, 
and 30% for personal use. Mary did not elect immediate expensing under § 179. 
Compute the cost recovery and any cost recovery recapture in 2010. 


L0.2, 4, 10 Sally purchased a new computer (five-year property) on June 1, 2009, for 
$4,000. Sally could use the computer 100% of the time in her business, or she could allow 
her family to also use the computer. Sally estimates that if her family uses the computer, 
the business use will be 45% and the personal use will be 55%. Determine the tax cost to 
Sally, in the year of acquisition, of allowing her family to use the computer. Assume that 
Sally would not elect § 179 limited expensing, elects not to take additional first-year 
depreciation, and that her marginal tax rate is 28%. 


L0.2, 4, 10 Dennis Harding is considering acquiring a new automobile that he will use 
100% for business. The purchase price of the automobile would be $35,000. If Dennis 
leased the car for five years, the lease payments would be $375 per month. Dennis will 
acquire the car on January 1, 2009. The inclusion dollar amounts from the IRS table for 
the next five years are $131, $288, $430, $515, and $593. Dennis desires to know the effect 
on his adjusted gross income of purchasing versus leasing the car for the next five years. 
Write a letter to Dennis and present your calculations. Also, prepare a memo for the tax 
files. His address is 150 Avenue I, Memphis, TN 38112. 


L0.2, 5 In 2009, Muhammad purchased a new computer for $14,000. The computer is 
used 100% for business. Muhammad did not make a § 179 election with respect to the 
computer. He elects not to take additional first-year depreciation. If Muhammad uses the 
statutory percentage method, determine his cost recovery deduction for 2009 for 
computing taxable income and for computing his alternative minimum tax. 


L0.2, 5, 10 Jamie purchased $100,000 of new office furniture for her business in June of 
the current year. Jamie understands that if she elects to use ADS to compute her regular 
income tax, there will be no difference between the cost recovery for computing the 
regular income tax and the AMT. Jamie wants to know the regular income tax cost, after 
three years, of using ADS rather than MACRS. Assume that Jamie does not elect § 179 
limited expensing and that her marginal tax rate is 28%. She elected not to take 
additional first-year depreciation. 


L0.2, 7, 10 Mike Saxon is negotiating the purchase of a business. The final purchase 
price has been agreed upon, but the allocation of the purchase price to the assets is still 
being discussed. Appraisals on a warehouse range from $1.2 million to $1.5 million. If a 
value of $1.2 million is used for the warehouse, the remainder of the purchase price, 
$800,000, will be allocated to goodwill. If $1.5 million is allocated to the warehouse, 
goodwill will be $500,000. Mike wants to know what effect each alternative will have on 
cost recovery and amortization during the first year. Under the agreement, Mike will take 
over the business on January | of next year. Write a letter to Mike in which you present 
your calculations and recommendation. Also, prepare a memo for the tax files. Mike’s 
address is 200 Rolling Hills Drive, Shavertown, PA 18708. 


\LO.7 Oleander Corporation, a calendar year entity, begins business on March 1, 2009. 


/ The corporation has startup expenditures of $58,000. If Oleander elects § 195 treatment, 


\— determine the total amount of startup expenditures that it may deduct in 2009. 


me 


/ 
\ 


59. 


LO.7 Martha was considering starting a new business. During her preliminary 
investigations, she incurred the following expenditures: 


Salaries $20,000 
Travel 18,000 
Interest on short-term note 2,000 
Professional fees 13,000 


Martha begins the business on June | of the current year. If Martha elects § 195 treat- 
ment, determine her startup expenditure deduction for the current year. 


SS Wes acquired a mineral interest during the year for $10 million. A geological survey 


estimated that 250,000 tons of the mineral remained in the deposit. During the year 
80,000 tons were mined, and 45,000 tons were sold for $12 million. Other expenses 


61. 
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63. 
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amounted to $5 million. Assuming the mineral depletion rate is 22%, calculate Wes’s 
lowest taxable income. 


L0.8, 10 Chris purchased an oil interest for $2 million. Recoverable barrels were 
estimated to be 500,000. During the year, 120,000 barrels were sold for $3.84 million, 
regular expenses (including cost recovery) were $1.24 million, and IDC were $1 
million. Calculate Chris’s taxable income under the expensing and capitalization 
methods of handling IDC. 


CUMULATIVE PROBLEMS 


Janice Morgan, age 32, is single and has no dependents. She is a freelance writer. In 
January 2008, Janice opened her own office located at 2751 Waldham Road, 
Pleasantville, NM 17196. She called her business Writers Anonymous. Janice is a cash 
basis taxpayer. She lives at 132 Stone Avenue, Pleasantville, NM 17196. Her Social 
Security number is 123—45-6789. Janice desires to contribute to the Presidential Election 
Campaign Fund. 

During 2008, Janice had the following income and expense items connected with 
her business: 


Income from sale of articles $105,000 
Rent 16,500 
Utilities 7,900 
Supplies 1,800 
Insurance 5,000 
Travel (including meals of $1,200) 3,500 


Janice purchased and placed in service the following fixed assets for her business: 


® Furniture and fixtures (new) costing $17,000 on January 10, 2008. 
© Computer equipment (new) costing $40,000 on July 28, 2008. 


Janice did not elect immediate expensing under § 179. She elected not to take additional 
first-year depreciation. 
Janice’s itemized deductions are as follows: 


State income tax $3,000 
Home mortgage interest paid to First Bank 6,000 
Property taxes on home 1,500 
Charitable contributions 1,200 


Janice did not keep a record of the sales tax she paid. The amount from the sales tax 
table is $437. 

Janice has interest income of $5,000 on certificates of deposit at Second Bank. Janice 
makes estimated tax payments of $17,000 for 2008. 

Compute Janice Morgan’s 2008 Federal income tax payable (or refund due). If you 
use tax forms for your computations, you will need Form(s) 1040 and 4562 and 
Schedules A, B, C, and SE. Suggested software: TaxCut. 


John Smith, age 31, is single and has no dependents. At the beginning of 2009, John 
started his own excavation business and named it Earth Movers. John lives at 1045 Center 
Street, Lindon, UT, and his business is located at 381 State Street, Lindon, UT. The zip 
code for both addresses is 84059. John’s Social Security number is 111—11-1111, and the 
business identification number is 11-1111111. John is a cash basis taxpayer. During 2009, 
John had the following items in connection with his business: 


Fees for services $912,000 
Building rental expense 36,000 
Office furniture and equipment rental expense 9,000 
Office supplies 2,500 
Utilities 4,000 
Salary for secretary 34,000 
Salary for equipment operators 42,000 

7,000 


Payroll taxes 
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Fuel and oil for the equipment $ 21,000 
Purchase of three new front-end loaders on January 15, 2009, 

for $390,000. John made the election under § 179. 390,000 
Purchase of a new dump truck on January 18, 2009 85,000 
During 2009, John had the following additional items: 
Interest income from First National Bank $10,000 
Dividends from ExxonMobil 9,500 
Quarterly estimated tax payments 11,500 


On October 8, 2009, John inherited IBM stock from his Aunt Mildred. John had been 
her favorite nephew. According to the data provided by the executor of Aunt Mildred’s 
estate, the stock was valued for estate tax purposes at $110,000. John is considering selling 
the IBM stock for $115,000 on December 29, 2009, and using $75,000 of the proceeds to 
purchase an Acura NSX. He would use the car 100% for business. John wants to know 
what effect these transactions would have on his 2009 adjusted gross income. 

Write a letter to John in which you present your calculations. Also, prepare a memo 
for the tax files. 


Note: Solutions to Research Problems can be prepared by using the Checkpoint® 
Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. Harry Pickart, one of your clients, operates a business that rents aircraft 
parts to motion picture studios for use in film production. Harry purchased most of the 
aircraft parts at auctions held throughout the United States. At those auctions, Harry 
usually acquired the parts in large quantities because he speculated that he would be able 
to use at least some of them in his rental business. After the conclusion of a film 
production, the movie studio returns the aircraft parts it rented from Harry. The parts are 
often returned in damaged condition or with pieces missing. Harry sometimes attempts to 
repair a damaged part so that it can be rented again. After being subjected to wear and tear 
from use, however, a part deteriorates over time, which varies depending on the particular 
part and its treatment by the studios during rental. Harry believes that all of the aircraft 
parts have a useful life of less than four years and, therefore, are entitled to be classed as 
three-year property. Write a letter to Harry that contains your advice on whether the 
aircraft parts can be depreciated over three years. Also, prepare a memo for the tax files. 
Harry’s mailing address is P.O. Box 100, Sun River, OR 97600. 


Research Problem 2. United Bank is a federally chartered banking institution engaged in the 
business of issuing credit cards to customers. United also regularly purchases credit card 
receivables and/or cardholders’ accounts from other financial institutions. Thereafter, 
United may or may not extend additional credit to the customers on these accounts. In 
connection with its credit card business, United derives interest income, fees, and 
interchange income. United wants to know whether costs incurred in connection with the 
acquisition of credit card receivables must be capitalized under § 263 or whether they can 
be amortized under § 195. 


Research Problem 3. Red Corporation operates a facility that produces ethanol. The ethanol 
is produced by the fermentation of starches released from milled biostocks. The primary 
business purpose for the ethanol is as an alternative fuel source to gasoline. Red 
Corporation wants to know the appropriate asset class to determine the depreciation 
deduction for the assets used in the integrated facility for converting corn to ethanol. 


Research Problem 4. Juan owns a business that acquires exotic automobiles that are high- 
technology, state-of-the-art vehicles with unique design features or equipment. The exotic 
automobiles are not licensed or set up to be used on the road. Rather, the cars are used 
exclusively for car shows or related promotional photography. Juan would like to know 


whether he can take a cost recovery deduction with respect to the exotic automobiles on 
his Federal income tax return. 


Partial list of research aids: 
Bruce Selig, 70 TCM 1125, T.C.Memo. 1995-519. 


ald 
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Research Problem 5. George Black operates a winery and vineyards. In the process of growing 
grapes, trellis systems are used to support the grape vines. The primary structural 
components that affix the trellis to the earth are the end and in-line posts, which are 
rammed 2 to 3 feet into the ground and secured by metal stakes and/or mechanically 
screwed-in anchors. George would like to know how the trellis system will be classified for 
purposes of computing cost recovery. 


Use the tax resources of the Internet to address the following questions. Do not restrict 
your search to the World Wide Web, but include a review of newsgroups and general 
reference materials, practitioner sites and resources, primary sources of the tax law, 
chat rooms and discussion groups, and other opportunities. 


Research Problem 6. Locate a financial calculator program that assesses the wisdom of buying 
versus leasing a new car. Install the program on your computer and become familiar with it. 
Use the program to work through Problem 54 in this chapter. 


Research Problem 7. Changes to depreciation systems often are discussed by policy makers and 
observers of the tax system. Outline the terms and policy objectives of one of the changes 
currently proposed by the Treasury, a member of Congress, or a tax policy think tank. 
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LEARNING OBJECTIVES . 


After completing Chapter 9, you should be able to: 


LO.1 


Distinguish between employee and 
self-employed status. 


L0.2 


Recognize deductible transportation 
expenses. 


L0.3 


Know how travel expenses are 
treated. 


L0.4 


Determine the moving expense 
deduction. 


LO.5 


Differentiate between deductible and 
nondeductible education expenses. 


L0.6 


Understand how entertainment 
expenses are treated. 


LO.7 
Identify other employee expenses. 


LO.8 

Become familiar with various 
deductions for contributions to 
retirement accounts. 


L0.9 

Appreciate the difference between 
accountable and nonaccountable 
employee plans. 


L0.10 


Work with the limitations on 
miscellaneous itemized deductions. 


L0.11 


Develop tax planning ideas related to 


employee business expenses. 
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Income (broadly conceived ) 

Less: Exclusions 

Gross income ; , 

Less: Deductions for adjusted gross income ........-.++ssseeseeeeereeeereeeeeae es (GXXX) 


a4 


Adjusted gross income 
Less: The greater of total itemized deductions or the standard deduction 
5 Itemized deductions (from Schedule A) or your standard deduc 


Personal and dependency exemptions 
Taxable income 
Tax on taxable income (see Tax Tables or Tax Rate Schedules ) 
Less: Tax Credits (including income taxes withheld and prepaid ) 
Tax due (or refund ) 


THE BIG PICTURE 


THE FIRST JOB After an extensive search, Morgan, a recent college graduate with a major in finance, 
just accepted a job with Kite Corporation. The job is in sales and will require travel — 
and some entertainment (i.e., business lunches). She will be based in a major metro- 
politan area in another state. Kite has no available space in the locale, so she will have 
to maintain her own work facility. In addition to her salary, Morgan will receive a — 
travel allowance. However, Kite has made it clear that the allowance will not cover all 
of her travel expenses. 

Morgan is delighted with the new job since it will enable her to maintain a flexible 
work schedule. Furthermore, working out of her own apartment avoids a time- 
consuming and costly commute. 

i What are some of the income tax problems presented by this situation? 


RGAE ARS AKLE EE OSEAN RRS SBA 


CHAPTER 9 Deductions: Employee and Self-Employed-Related Expenses 9-3 


onsidering the large number of taxpayers affected, the tax treatment of job- 
related expenses is unusually complex. To resolve this matter in a systematic 
fashion, a number of key questions must be asked: 


Is the taxpayer an employee or self-employed? 
Ifan employee, what expenses qualify as deductions? 
Howare the expenses that qualify classified for tax purposes? 


To the extent the expenses are classified as deductions from AGI, are they 
subject to any limitation? 


Once these questions have been posed and answered, the chapter considers various 
planning procedures available to maximize the deductibility of employee expenses. 


When one person performs services for another, the person performing the service 
is either an employee or self-employed (an independent contractor). Failure to recog- 
nize employee status can have serious consequences. Tax deficiencies as well as in- 
terest and penalties may result. 

The problem is likely to intensify since businesses are increasingly relying on the 
services of self-employed persons for numerous reasons. Unlike employees, self- 
employed persons do not have to be included in various fringe benefit programs 
(e.g., group term life insurance) and retirement plans. Since they are not covered by 
FICA and FUTA (see Chapter 1), these payroll costs are avoided. The IRS is very 
much aware of the tendency of businesses to wrongly classify workers as self- 
employed rather than as employees. 

In terms of tax consequences, employment status also makes a great deal of differ- 
ence to the persons who perform the services. Expenses of self-employed taxpayers, 
to the extent allowable, are classified as deductions for AGI and are reported on 
Schedule C (Profit or Loss From Business) of Form 1040.’ With the exception of 
reimbursement under an accountable plan (see later in the chapter), expenses of 
employees are deductions from AGI. They are reported on Form 2106 (Employee 
Business Expenses) and Schedule A (Itemized Deductions) of Form 1040.” 

Most persons classified as employees are common law employees. The common 
law employee classification originated in judicial case law and is summarized in vari- 
ous IRS pronouncements.” Revenue Ruling 87-41, for example, lists 20 factors that 
can be used in determining whether a worker is a common law employee or an inde- 
pendent contractor (and, thus, self-employed).* 

But when does a common law employee-employer relationship exist? Such a rela- 
tionship exists when the employer has the right to specify the end result and the ways 
and means by which that result is to be attained.” An employee is subject to the will 
and control of the employer with respect not only to what shall be done but also to 
how it shall be done. If the individual is subject to the direction or control of another 
only to the extent of the end result but not as to the means of accomplishment, an 
employee-employer relationship does not exist. 

Certain factors indicate an employee-employer relationship. These include the 
performance of the following by the employer: 


° Furnishing of tools or equipment and a place to work. 
° Providing support services including the hiring of assistants to help do the 


work. 
° Making training available to provide needed job skills. 


"Under certain Eendinons: a Schedule C-EZ can be substituted. Also, a *See, for example, Employer's Supplemental Tax Guide (IRS Publication 15-A). 


Schedule SE (Self-Employment Tax) must be filed. *1987-1 C.B. 296. 
2m certain cases, a Form 2106-EZ (Unreimbursed Employee Business Reg. § 31.3401(c)—(1)(b). 


Expenses) can be substituted. 


LO.1 


Distinguish between employee 
and self-employed status. 
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° Allowing participation in various workplace fringe benefits (e.g., accident 
and health plans, group life insurance, retirement plans). 
e Paying for services based on time rather than the task performed. 


For their part, independent contractors are more likely than employees to have 
unreimbursed business expenses, a significant investment in tools and work facilities, 
and less permanency in their business relationships. Independent contractors, 
moreover, anticipate a profit from their work, make their services available to the rel- 
evant marketplace, and are paid a flat fee on a per-job basis. Although the right to 
discharge may depend on any contractual arrangement between the parties, 
employees generally are easier to terminate than independent contractors. 

In resolving employment status, each case must be tested on its own merits. Keep 
in mind, however, that the right to control the means and methods of accomplish- 
ment is the definitive test that leads to a common law employee result. 


eX aMPLE Arnold is a lawyer whose major client accounts for 60% of his billings. He does the rou- 


tine legal work and income tax returns at the client’s request. He is paid a monthly 
retainer in addition to amounts charged for extra work. Arnold is a self-employed indi- 
vidual. Even though most of his income comes from one client, he still has the right to 
determine how the end result of his work is attained. @ 


| EXAMPEE 220 Ellen is a lawyer hired by Arnold to assist him in the performance of services for the cli- 


ent mentioned in Example 1. Ellen is under Arnold’s supervision; he reviews her work 
and pays her an hourly fee. Ellen isan employee of Arnold. @ 


When one taxpayer holds multiple jobs, it is possible to have dual status as both 
an employee and an independent contractor (i.e., self-employed). 


EXAMPLE 3 


Dr. Davis, DDS, is a full-time employee at the Robin University Health Center. In the eve- 
nings and on weekends, he shares a practice with another dentist who works the Mon- 
day through Friday daytime shifts. Dr. Davis is both employed and self-employed. @ 


Certain workers who are not common law employees are treated as employees for 
employment tax purposes. Known as statutory employees, this group includes certain 
drivers (e.g., nondairy beverage distributors, laundry and dry cleaning pickup 
service), life insurance sales agents, home workers, and other sales persons. These 
employees are allowed to claim their business-related expenses as deductions for 
AGI by using Schedule C. The wages or commissions paid to statutory employees are 
not subject to Federal income tax withholding but are subject to Social Security tax.° 

If a taxpayer wants clarification as to whether employee or independent contrac- 
tor status exists, a ruling from the IRS can be obtained by filing Form SS-8 (Determi- 
nation of Worker Status for Purposes of Federal Employment Taxes and Income 
Tax Withholding). An adverse ruling is appealable to the U.S. Tax Court.’ 


9.2 EMPLOYEE EXPENSES—IN GENERAL 


2S PELE PIPL A SARI DLE YAEL MESO SPALL EIA FIA 


Once the employment relationship is established, employee expenses fall into one 
of the following categories: 


° Transportation. 
® Travel. 
° Moving. 


°§ 3121(d)(3). See Circular E, Employer’s Tax Guide (IRS Publication 15), for 78 7436. 
further discussion of statutory employees. 
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® Education. 


° Entertainment. 
® Other. 


These expenses are discussed below in the order presented. 

Keep in mind, however, that these expenses are not necessarily limited to employ- 
ees. A deduction for business transportation, for example, is equally available to tax- 
payers who are self-employed. 


QUALIFIED EXPENDITURES 


An employee may deduct unreimbursed employment-related transportation 
expenses as an itemized deduction from AGI. Transportation expenses include only 
the cost of transporting the employee from one place to another in the course of 
employment when the employee is not away from home in travel status. Such costs 
include taxi fares, automobile expenses, tolls, and parking. 


Commuting Expenses 


Commuting between home and one’s place of employment is a personal, nondeduct- 
ible expense. The fact that one employee drives 30 miles to work and another em- 
ployee walks six blocks is of no significance. 


Geraldo is employed by Sparrow Corporation. He drives 22 miles each way to work. The 
44 miles he drives each workday are nondeductible commuting expenses. @ 


The rule that disallows a deduction for commuting expenses has several excep- 
tions. An employee who uses an automobile to transport heavy tools to work and 
who otherwise would not drive to work is allowed a deduction, but only for the addi- 
tional costs incurred to transport the work implements. Additional costs are those 
exceeding the cost of commuting by the same mode of transportation without the 
tools. For example, the rental of a trailer for transporting tools is deductible, but the 
expenses of operating the automobile generally are not deductible. The Supreme 
Court has held that a deduction is permitted only when the taxpayer can show that 
the automobile would not have been used without the necessity to transport tools or 
equipment.® 

Another exception is provided for an employee who has a second job. The 
expenses of getting from one job to another are deductible. If the employee goes 
home between jobs, the deduction is based on the distance between jobs. 


In the current year, Cynthia holds two jobs, a full-time job with Blue Corporation and a 
part-time job with Wren Corporation. During the 250 days that she works (adjusted for 
weekends, vacation, and holidays), Cynthia customarily leaves home at 7:30 a.m. and 
drives 30 miles to the Blue Corporation plant, where she works until 5:00 p.m. After din- 
ner at a nearby café, Cynthia drives 20 miles to Wren Corporation and works from 7:00 
to 11:00 p.m. The distance from the second job to Cynthia’s home is 40 miles. Her deduc- 
tion is based on 20 miles (the distance between jobs). # 


If the taxpayer is required to incur a transportation expense to travel between 
work stations, that expense is deductible. 


8Fausner v. Comm., 73-2 USTC $9515, 32 AFTR2d 73-5202, 93 S.Ct. 2820 
(USSG, 1973). 


LO.2 


Recognize deductible 
transportation expenses. 


- EXAMPLE «4 


EXAMPLE 6. 


Le PRR SER ERAS IEE 
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ee AMER MSS Norman is the local manager for a national chain of fast-food outlets. Each workday he 


drives from his home to his office to handle administrative matters. Most of his day, how- 
ever, is then spent making the rounds of the retail outlets, after which he drives home. 
The costs incurred in driving to his office and driving home from the last outlet are non- 
deductible commuting expenses. The other transportation costs are deductible. = 


Likewise, the commuting costs from home to a temporary work station and from 
the temporary work station to home are deductible. 


ORXAMEDEST 6 Vivian works for a firm in downtown Denver and commutes to work. She occasionally 


EXAMPLE 8 


*Rey.Proc. 2008-72, I.R.B. No. 50, 1158. 


works in a customer's office. On one such occasion, Vivian drove directly to the custom- 
er's office, a round-trip distance from her home of 40 miles. She did not go into her 
office, which is a 52-mile round-trip. Her mileage for going to and from the temporary 
work station is deductible. @ 


Also deductible is the reasonable travel cost between the general working area 
and a temporary work station outside that area. 


Sam, a building inspector in Minneapolis, regularly inspects buildings for building code 
violations for his employer, a general contractor. During one busy season, the St. Paul 
inspector became ill, and Sam was required to inspect several buildings in St. Paul. The 
expenses for transportation for the trips to St. Paul are deductible. @ 


What constitutes the general working area depends on the facts and circumstan- 
ces of each situation. Furthermore, if an employee customarily works on several tem- 
porary assignments in a localized area, that localized area becomes the regular place 
of employment. Transportation from home to these tocahons becomes a personal, 
nondeductible commuting expense. 


COMPUTATION OF AUTOMOBILE EXPENSES 


A taxpayer has two choices in determining automobile expenses: the automatic mile- 
age method and the actual cost method. If a mixed-use automobile is involved, only 
the expenses attributable to the business use are deductible. The percentage of busi- 
ness use is usually arrived at by comparing the business mileage with total mileage— 
both business and personal. 


Automatic Mileage Method 


Also called the standard mileage method, the automatic mileage method is convenient 
in that it simplifies record keeping. The rate allowed per mile takes into account 
average operating expenses (such as gas and oil, repairs, and depreciation). Conse- 
quently, the taxpayer only has to multiply the automatic mileage rate by the miles 
driven to compute the deduction for business transportation. 

For 2009, the deduction is based on 55 cents per mile for business miles.? The 
mileage rate for all of 2008 was originally set at 50.5 cents per mile. However, at mid- 
year the IRS recognized the significant increase in fuel prices and increased the rate 
by 8 cents. Thus, for 2008, there are two different rates: 50.5 cents for January 
through June and 58.5 cents for July through December. [A similar upward adjust- 
ment of 8 cents was made for the use of an automobile for moving (discussed later in 
this chapter) and medical (see Chapter 10) purposes.] Parking fees and tolls are 
allowed in addition to expenses computed using the automatic mileage method. 

Generally, a taxpayer may elect either method for any particular year. However, 
the following restrictions apply: 
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The vehicle must be owned or leased by the taxpayer. 

The vehicle is not used for hire (e.g., taxicab). 

If five or more vehicles are in use (for business purposes) at the same time 
(not alternately), a taxpayer may not use the automatic mileage method. 
e A basis adjustment is required if the taxpayer changes from the automatic 
mileage method to the actual operating cost method. Depreciation is con- 
sidered allowed for the business miles in accordance with the following 
schedule for the most recent five years: 


Year Rate per Mile 


2009 21 cents 
2008 21 cents 
2007 19 cents 
2006 17 cents 
2005 17 cents 


Tim purchased his automobile in 2006 for $36,000. It is used 90% for business purposes. 
Tim drove the automobile for 10,000 business miles in 2008; 8,500 business miles in 
2007; and 6,000 business miles in 2006. At the beginning of 2009, the basis of the busi- 
ness portion is $27,665. 


Depreciable basis ($36,000 x 90%) $32,400 
Less depreciation: 
2008 (10,000 miles x 21 cents) (2,100) 
2007 (8,500 miles x 19 cents) (1,615) 
2006 (6,000 miles x 17 cents) (1,020) 
Adjusted business basis 1/1/2009 $27,665 


e Use of the automatic mileage method in the first year the auto is placed 
in service is considered an election to exclude the auto from the MACRS 
method of depreciation (discussed in Chapter 8). 

e A taxpayer may not switch to the automatic mileage method if the MACRS 
statutory percentage method or the election to expense under § 179 has 
been used. 


Actual Cost Method 


Under this method, the actual cost of operating the automobile is used to compute 
the deduction. Actual costs include the following expenses: 


e Gas and oil, lubrication. 

e Depreciation (or lease payments). 
e Insurance. | 
e Dues to auto clubs. Hl 
e Repairs. 

e Tires and other parts. 

e Licenses and registration fees. 
e Parking and tolls. 


As noted in Chapter 8, the allowance for depreciation (or lease payments) is subject 
to limitations when mixed-use vehicles are involved (see Example 24 on page 8-16). 
Interest on car loans is not deductible if the taxpayer is an employee, but it can qual- 
ify as a business expense if the taxpayer is selfemployed.'° Sales taxes paid on the 
purchase of a car are added to the cost of the car and recovered by means of the 


An interest deduction could be available if the purchase of the auto was 
financed with a home equity loan. See the discussion of itemized deductions 


in Chapter 10. 


depreciation deduction. In mixed-use situations, the portion of the sales tax attribut- 
able to personal use may, in some cases, be claimed as a deduction from AGI (see 
Chapter 10 and the choice required between state and local income and sales taxes). 
Except for parking and tolls, none of the expenses noted above can be separately 
claimed under the automatic mileage method. A deduction for parking tickets and 
other traffic violations is not allowed under either method due to the public policy 
limitation (see Chapter 6). 


9.4 TRAVEL EXPENSES 


DEFINITION OF TRAVEL EXPENSES 


An itemized deduction is allowed for unreimbursed travel expenses related to a tax- 
payer’s employment. Travel expenses are more broadly defined in the Code than are 
transportation expenses. Travel expenses include transportation expenses and meals 
and lodging while away from home in the pursuit of a trade or business. Meals cannot 
be lavish or extravagant under the circumstances. Transportation expenses (as previ- 
ously discussed) are deductible even though the taxpayer is not away from home. A 
deduction for travel expenses is available only if the taxpayer is away from his or her 
tax home. Travel expenses also include reasonable laundry and incidental expenses. 


Know how travel expenses are 
treated. 
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AWAY-FROM-HOME REQUIREMENT 


The crucial test for the deductibility of travel expenses is whether the employee is 
away from home overnight. “Overnight” need not be a 24-hour period, but it must 
be a period substantially longer than an ordinary day’s work and must require rest, 
sleep, or a relief-from-work period.'’ A one-day business trip is not travel status, and 
meals and lodging for such a trip are not deductible. 


BEE AEE ALLE EOE D LPI 


Temporary Assignments 


The employee must be away from home for a temporary period. If the taxpayer- 
employee is reassigned to a new post for an indefinite period of time, that new post 
becomes his or her tax home. Temporary indicates that the assignment’s termination 
is expected within a reasonably short period of time. The position of the IRS is that 
the tax home is the business location, post, or station of the taxpayer. Thus, travel 
expenses are not deductible if a taxpayer is reassigned for an indefinite period and 
does not move his or her place of residence to the new location. 


EXAMPLE 10 Sees Malcolm's employer opened a branch office in San Diego. Malcolm was assigned to the 


new office for three months to train a new manager and to assist in setting up the new 
office. He tried commuting from his home in Los Angeles for a week and decided that 
he could not continue driving several hours a day. He rented an apartment in San 
Diego, where he lived during the week. He spent weekends with his wife and children 
at their home in Los Angeles. Malcolm's rent, meals, laundry, incidentals, and automo- 
bile expenses in San Diego are deductible. To the extent that Malcolm's transportation 
expense related to his weekend trips home exceeds what his cost of meals and lodging 
would have been, the excess is personal and nondeductible. = 


Assume that Malcolm in Example 10 was transferred to the new location to become 
the new manager permanently. His wife and children continued to live in Los Angeles 
until the end of the school year. Malcolm is no longer “away from home” because the 
assignment is not temporary. His travel expenses are not deductible. = 


"U.S. v. Correll, 68-1 USTC $9101, 20 AFTR2d 5845, 88 S.Ct. 445 (USSC, 
1967); Rev.Rul. 75-168, 1975-1 C.B. 58. 


- ow eee ethene 
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To curtail controversy in this area, the Code specifies that a taxpayer “shall not be 
treated as temporarily away from home during any period of employment if such pe- 
riod exceeds | year.”!” 


Determining the Tax Home 


Under ordinary circumstances, determining the location of a taxpayer’s tax home 
does not present a problem. The tax home is the area in which the taxpayer derives 
his or her source of income. 

It is possible for a taxpayer never to be away from his or her tax home. In other 
words, the tax home follows the taxpayer. Thus, all meals and lodging remain per- 
sonal and are not deductible. 


Jim is single and works full-time as a long-haul truck driver. He lists his mother’s home PEXAMEIE 42 | 


as his address and stays there during holidays. However, he contributes nothing toward 
its maintenance. Since Jim has no regular place of duty or place where he regularly 
lives, his tax home is where he works (i.e., on the road). As an itinerant (transient), he is 
never away from home, and all of his meals and lodging while on the road are personal 
and not deductible. = 


The result reached in Example 12 is justified on the grounds that there is no 
duplication of living expenses in the case of itinerant taxpayers.’® 

When a taxpayer has more than one place of business or work, the main one is 
considered to be the tax home. This is determined by considering the time spent, 
the level of activity involved, and the income earned at each job. 


Art, a physical therapist, lives with his family in Lancaster (Pennsylvania). For seven [eR eMEEE 


months of each year, he is employed by the New Orleans Saints football team at a sal- 
ary of $150,000. During this period, he rents an apartment in New Orleans. In the off- 
season, he works for the Lancaster YMCA at a salary of $15,000. Art’s tax home is 
clearly New Orleans and not Lancaster. Consequently, his living expenses while in New 
Orleans (i.e., food, lodging) are not deductible. ™ 


RESTRICTIONS ON TRAVEL EXPENSES 

The possibility always exists that taxpayers will attempt to treat vacation or pleasure 
travel as deductible business travel. To prevent such practices, the law contains 
restrictions on certain travel expenses. 

Conventions 

For travel expenses to be deductible, a convention must be directly related to the 
taxpayer’s trade or business. '* 


§ 162(a). “§ 274(h)\(1). 
'Rey.Rul. 73-539, 1973-2 C.B. 37 and James O. Henderson, 70 TCM 1407, 

T.C.Memo. 1995-559, aff'd by 98-1 USTC 450,375, 81 AFTR2d 98-1748, 

143 F.3d 497 (CA-9, 1998). 
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Se es ae Dr. Hill, a pathologist who works for a hospital in Ohio, travels to Las Vegas to attend a 


two-day session on recent developments in estate planning. No deduction is allowed 
for Dr. Hill's travel expenses. @ 


[PE XAMP LR Ae 8 Assume the same facts as in Example 14, except that the convention deals entirely with 


recent developments in forensic medicine. Under these circumstances, a travel deduc- 
tion is allowed. @ 


If the proceedings of the convention are videotaped, the taxpayer must attend 
convention sessions to view the videotaped materials along with other participants. 
This requirement does not disallow deductions for costs (other than travel, meals, 
and entertainment) of renting or using videotaped materials related to business. 


EKA M PEE 16 058 A CPA is unable to attend a convention at which current developments in taxation are 


discussed. She pays $200 for videotapes of the lectures and views them at home later. 
The $200 is an itemized deduction if the CPA is an employee. If she is self-employed, 
the $200 is a deduction for AGI. @ 


The Code places stringent restrictions on the deductibility of travel expenses of 
the taxpayer’s spouse or dependent.'” Generally, the accompaniment by the spouse 
or dependent must serve a bona fide business purpose, and the expenses must be 
otherwise deductible. 


EXAMPLE 17 


panied by Mrs. Hill. Mrs. Hill is not employed, but possesses secretarial skills and takes 
notes during the proceedings. No deduction is allowed for Mrs. Hill’s travel expenses. 
If, however, Mrs. Hill is a nurse trained in pathology and is employed by Dr. Hill as his 
assistant, her travel expenses become deductible. @ 


Education 


Travel as a form of education is not deductible. !® If, however, the education qualifies 
as a deduction, the travel involved is allowed. 


EXAMPLE 18 Greta, a German teacher, travels to Germany to maintain general familiarity with the 


language and culture. No travel expense deduction is allowed. @ 


EXAMPLE 19 Jean-Claude, a scholar of French literature, travels to Paris to do specific library research 
that cannot be done elsewhere and to take courses that are offered only at the Sor- 
bonne. The travel costs are deductible, assuming that the other requirements for 


deducting education expenses (discussed later in the chapter) are met. = 


COMBINED BUSINESS AND PLEASURE TRAVEL 


To be deductible, travel expenses need not be incurred in the performance of spe- 
cific job functions. Travel expenses incurred in attending a professional convention 
are deductible by an employee if attendance is connected with services as an em- 


ployee. For example, an employee of a law firm can deduct travel expenses incurred 
in attending a meeting of the American Bar Association. 


Domestic Travel 


Travel deductions have been used in the past by persons who claimed a tax deduc- 
tion for what was essentially a personal vacation. As a result, several provisions have 


1g 274m)(3). . '6§ 974(m)(2). 


Assume the same facts as in Example 15 with the additional fact that Dr. Hill is accom- : 
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GLOBAL 


CONVENTIONS | IN PRR AY anes 
Tax Issues 
Certain restrictions are imposed on the deductibility of expenses paid or incurred to Kia, 
attend conventions located outside the North American area. The expenses are disal- 
lowed unless it is established that the meeting is directly related to a trade or business 
of the taxpayer. Disallowance also occurs unless the taxpayer shows that it is as reason- 
able for the meeting to be held in a foreign location as within the North American area. 
The stringent restrictions applicable to conventions in foreign countries do not apply 
to those held in the North American area. Here, the regular rules governing domestic 
(U.S.) conventions apply. The North American area is broadly defined to include, among 
others, such locales as Antigua, Aruba, the Bahamas, Barbados, Bermuda, Canada, 
Costa Rica, the Dominican Republic, Grenada, Honduras, Jamaica, Mexico, Puerto Rico, 
and Trinidad and Tobago. It also includes certain U.S. possessions in the Pacific area, 
such as Guam, Midway, the Mariana Islands, and Wake Island. 


Sources: Travel, Entertainment, Gift and Car Expenses (IRS Publication 463) Ch. 2, and Rey.Rul. 2007— 
28 (I.R.B. No. 18, 1039). 


been enacted to govern deductions associated with combined business and pleasure 
trips. If the business/pleasure trip is from one point in the United States to another 
point in the United etales; se transportation expenses are deductible only if the 
trip is primarily for business.'” If the trip is primarily for pleasure, no transportation 
expenses qualify as a deduction. Meals, lodging, and other expenses are allocated 
between business and personal days. 


EXAMPLE 20. 


In the current year, Hana travels from Seattle to New York primarily for business. She 
spends five days conducting business and three days sightseeing and attending shows. 
Her plane and taxi fare amounts to $1,160. Her rneals amount to $200 per day, and 
lodging and incidental expenses are $350 per day. She can deduct the transportation 
charges of $1,160, since the trip is primarily for business (five days of business versus 
three days of sightseeing). Meals are limited to five days and are subject to the 50% 
cutback (discussed later in the chapter) for a total of $500 [5 days x ($200 x 50%)J], and 
other expenses are limited to $1,750 (5 days x $350). If Hana is an employee, the un- 
reimbursed travel expenses are miscellaneous itemized deductions. @ 


Assume Hana goes to New York for a two-week vacation. While there, she spends MMM SEXAMPLE 2100 


eral hours renewing acquaintances with people in her company’s New York office. Her 
transportation expenses are not deductible. = 


Foreign Travel 


When the trip is outside the United States, special rules apply. Transportation expenses 
must be allocated between business and personal unless (1) the taxpayer is away 
from home for seven days or less or (2) less than 25 percent of the time was for per- 
sonal purposes. No allocation is required if the taxpayer has no substantial control 
over arrangements for the trip or the desire for a vacation is nota major factor in tak- 
ing the trip. If the trip is primarily for pleasure, no transportation charges are de- 
ductible. Days devoted to travel are considered business days. Weekends, legal 
holidays, and intervening days are considered business days, provided that both the 
preceding and succeeding days were business days. “ 


VReg. §1. 162- 2(b)(1). '8§ 274(c) and Reg. § 1.2744. For purposes of the seven-days-or-less excep- 
tion, the departure travel day is not counted. 
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ee RAMEE E22) In the current year, Robert takes a trip from New York to Japan primarily for business 


purposes. He is away from home from June 10 through June 19. He spends three days 
vacationing and seven days conducting business (including two travel days). His airfare 
is $4,000, his meals amount to $200 per day, and lodging and incidental expenses are 
$300 per day. Since Robert is away from home for more than seven days and more than 
25% of his time is devoted to personal purposes, only 70% (7 days business/10 days 
total) of the transportation is deductible. His deductions are as follows: 


Transportation (70% x $4,000) ; $2,800 
Lodging ($300 x 7) 2,100 
Meals ($200 x 7) $ 1,400 

Less: 50% cutback (discussed later) (700) 700 
Total $5,600 . 


PeERAMESE 2350 Assume the same facts as in Example 22. Robert is gone the same period of time but 


spends only two days (rather than three) vacationing. Now no allocation of transporta- 
tion is required. Since the pleasure portion of the trip is less than 25% of the total, all 
of the airfare qualifies for the travel deduction. @ 


9.5 MOvING EXPENSES _ 
LO.4 Moving expenses are deductible for moves in connection with the commencement of 
Determine the moving expense work at a new principal place of work." Both employees and selfemployed individu- 
deduction. als can deduct these expenses. To be eligible for a moving expense deduction, a tax- 


payer must meet two basic tests: distance and time. 


DISTANCE TEST 


To meet the distance test, the taxpayer’s new job location must be at least 50 miles 
farther from the taxpayer’s old residence than the old residence was from the for- 
mer place of employment. In this regard, the location of the new residence is not rel- 
evant. This eliminates a moving deduction for taxpayers who purchase a new home 
in the same general area without changing their place of employment. Those who 
accept a new job in the same general area as the old job location are also eliminated. 


EXAMPLE 24 


Harry is permanently transferred to a new job location. The distance from Harry’s for- 
mer home to his new job (80 miles) exceeds the distance from his former home to his 
old job (30 miles) by at least 50 miles. Harry has met the distance test for a moving 
expense deduction. (See the following diagram.) 


Old Job 


Old Residence 


New Job 


REMIT. 
sina o Naan 


98 217(a). 
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If Harry is not employed before the move, his new job must be at least 50 miles from his 


former residence. In this instance, Harry has met the distance test if he was not previ- 
ously employed. 


TIME TEST 


To meet the time test, an employee must be employed on a full-time basis at the new 
location for 39 weeks in the 12-month period following the move. If the taxpayer is a 
self-employed individual, he or she must work in the new location for 78 weeks dur- 
ing the next two years. The first 39 weeks must be in the first 12 months. The time 
test is disregarded if the taxpayer dies, becomes disabled, or is discharged (other 
than for willful misconduct) or transferred by the new employer. 

A taxpayer might not be able to meet the 39-week test by the due date of the tax 
return for the year of the move. For this reason, two alternatives are allowed. The 
taxpayer can take the deduction in the year the expenses are incurred, even though 
the 39-week test has not been met. If the taxpayer later fails to meet the test, either 
(1) the income of the following year is increased by an amount equal to the deduc- 
tion previously claimed for moving expenses, or (2) an amended return is filed for 
the year of the move. The second alternative is to wait until the test is met and then 
file an amended tax return for the year of the move. 


TREATMENT OF MOVING EXPENSES 
What Is Included 


“Qualified” moving expenses include reasonable expenses of: 


* Moving household goods and personal effects. 
e Traveling from the former residence to the new place of residence. 


For this purpose, traveling includes lodging, but not meals, for the taxpayer and 
members of the household.”° The taxpayer can elect to use actual auto expenses 
(no depreciation is allowed) or the automatic mileage method. In this case, moving 
expense mileage is limited in 2009 to 24 cents per mile for each car. The automatic 
mileage rates for 2008 were 19 (January 1-June 30) and 27 (July 1-December 31) 
cents per mile. These expenses are also limited by the reasonableness standard. For 
example, if one moves from Texas to Florida via Maine and takes six weeks to do so, 
the transportation and lodging must be allocated between personal and moving 
expenses. 


EXAMPLE 25 


Jill is transferred by her employer from the Atlanta office to the San Francisco office. 
In this connection, she spends the following amounts: 


Cost of moving furniture $4,800 | 
Transportation 700 | | 
Meals 450 i 
Lodging 600 / 


Jill's total qualified moving expense is $6, 100 ($4,800 + $700 + $600). m 


The moving expense deduction is allowed regardless of whether the employee is 
transferred by the existing employer or is employed by a new employer. It is allowed 
if the employee moves to a new area and obtains employment or switches from self- 
employed status to employee status (and vice versa). The moving expense deduction 
is also allowed if an individual is unemployed before obtaining employment in 


a New ar€a. 


2g 917(b). 
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PARTIM Deductions 


GLOBAL 
Tax Issues 


Ingrid is a key employee of Robin Corporation, an auto parts 
manufacturer located in Detroit. Robin would like to estab- property for $550,000. Nothing regarding the sale of the res- 


www.cengage.com/taxation/swft 


Eee AND THE Mane ree pesvcrce 
Expatriates, U.S. persons who accept work assignments overseas, enjoy several favor- 
able tax advantages regarding foreign moves. First, the cost of storing household goods . 
qualifies as a moving expense. This could lead to a major tax saving since expatriates do 
not ship most of their household effects to the foreign location. Furthermore, the cost 
of storage, particularly in a climate-controlled facility, is not insignificant. 

The second advantage expatriates could enjoy is an exemption from the time test. 
Those who return to the United States to retire are absolved from the 39-week or 
78-week work requirement. Thus, the return home expenses are treated as qualified 
moving expenses. 


What Is Not Included 


In addition to meals while en route, the moving expense deduction does not include 
the following costs: 


© New car tags and driver’s licenses. 

¢ Loss on the sale of a residence or penalty for breaking a lease. 

e Forfeiture of security deposits and loss from disposing of club member- 
ships. 

e Pre-move house-hunting expenses. 

e Temporary living expenses. 


Also not deductible are the costs of moving servants and others who are not mem- 
bers of the household. 


How Treated 


Qualified moving expenses that are paid (or reimbursed) by the employer are not 
reported as part of the gross income of the employee.”’ Moving expenses that are 
paid (or reimbursed) by the employer and are not qualified moving expenses are 
included in the employee’s gross income and are not deductible. 

The employer is responsible for allocating the reimbursement between the quali- 
fied and nonqualified moving expenses. Reimbursed qualified moving expenses 
are separately stated on the Form W-2 given to the employee for the year involved. 
Qualified moving expenses that are not reimbursed and those of self-employed tax- 
payers are deductions for AGI.”” 

Form 3903 is used to report the details of the moving expense deduction if the 
employee is not reimbursed or a self-employed person is involved. 


MANIPULATING THE REAL ESTATE MARKET 


for $620,000, its cost to her. One year later, Robin sells the 


lish a presence in Tennessee and wants Ingrid to be in charge idence is ever reflected on Ingrid’s income tax return. Robin 
of the regional operation. Ingrid is reluctant to make the Corporation pays for all of Ingrid’s other moving expenses. . 
move because she fears that she will have to sell her resi- Do you have any qualms as to the way these matters have 
dence in Detroit at a loss. Robin buys the house from Ingrid been handled for income tax purposes? 

*1§§ 132(a)(6) and (g). *2§ 62(a)(15). 
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9.6 EDUCATION EXPENSES 


GENERAL REQUIREMENTS 


An employee can deduct expenses incurred for education (education expenses) as 


ordinary and necessary business expenses provided the expenses are incurred for 
either of two reasons: 


° To maintain or improve existing skills required in the present job. 
° To meet the express requirements of the employer or the requirements 
imposed by law to retain his or her employment status. 


Education expenses are not deductible if the education is for either of the follow- 
ing purposes (except as discussed below under A Limited Deduction Approach): 


° To meet the minimum educational standards for qualification in the tax- 
payer’s existing job. 


¢ To qualify the taxpayer for a new trade or business.”° 


Fees incurred for professional qualification exams (the bar exam, for example) 
and fees for review courses (such as a CPA review course) are not deductible.”* If the 
education incidentally results in a promotion or raise, the deduction still can be 
taken as long as the education maintained and improved existing skills and did not 
qualify a person for a new trade or business. A change in duties is not always fatal to 
the deduction if the new duties involve the same general work. For example, the IRS 
has ruled that a practicing dentist’s education expenses incurred to become an 
orthodontist are deductible.”° 


REQUIREMENTS IMPOSED BY LAW OR BY THE EMPLOYER 
FOR RETENTION OF EMPLOYMENT 


Taxpayers are permitted to deduct education expenses if additional courses are 
required by the employer or are imposed by law. Many states require a minimum of 
a bachelor’s degree and a specified number of additional courses to retain a teach- 
ing job. In addition, some public school systems have imposed a master’s degree 
requirement and require teachers to make satisfactory progress toward a master’s 
degree in order to keep their positions. If the required education is the minimum 
degree required for the job, no deduction is allowed. 

A taxpayer classified as a staff accountant who went back to school to obtain a 
bachelor’s degree in accounting was not allowed to deduct the expenses. Although 
some courses tended to maintain and improve his existing skills in his entry-level 
position, the degree was the minimum requirement for his job.”° 

Expenses incurred for education required by law for various professions will also 
qualify for deduction. 


In order to satisfy the State Board of Public Accountancy rules for maintaining her CPA 
license, Nancy takes an auditing course sponsored by a local college. The cost of the 
education is deductible. -™ 


MAINTAINING OR IMPROVING EXISTING SKILLS 


The “maintaining or improving existing skills” requirement in the Code has been 
difficult for both taxpayers and the courts to interpret. For example, a business exec- 
utive may be permitted to deduct the costs of obtaining an MBA on the grounds that 


eg Reg. § 1.162-5(b)(2)(iii) Example (2); Collin J. Davidson, 43 TCM 743, 
T.C.Memo. 1982-119. But see the subsequent discussion of § 222 (i.e., the | 
deduction for higher education qualified tuition and related expenses). | 


**Reg. § 1.212-1(f) and Rev.Rul. 69-292, 1969-1 C.B. 84. 
»>Rev.Rul. 74-78, 1974-1 C.B. 44. 


10.5 


Differentiate between 


deductible and nondeductible 
education expenses. 
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Deductions 


Education that maintains or improves existing skills is de- 
ductible, but education that qualifies a taxpayer for a new 
field is not. But how do these basic rules apply to a conven- 
tional (i.e., nonspecialized) MBA degree? Does being a man- 
ager or a consultant require an MBA degree? Generally, the 


www.cengage.com/taxation/swft 


Is AN MBA DecrREE DEDUCTIBLE? 


aN 


business. But these holdings involved situations where the 
education resulted in a job change and satisfied different 
minimum requirements set by the employer. In one case, for 
example, the taxpayer moved from the position of invest- 
ment analyst to become an investment banker, and the latter 


ee 


position required an MBA degree. Under these circumstan- . 

ces, the cost of the education was held to be nondeductible. . 
But barring a change to a job where the degree is 

required, the cost of an MBA degree should be deductible 

as merely improving existing managerial skills. : 


answer has always been that it does not. In this regard, 
therefore, the education does not create a new skill, so its 
cost should be deductible. 

Several recent holdings, however, have found that an 
MBA degree can lead to qualifying for a new trade or 


the advanced management education is undertaken to maintain and improve exist- 
ing management skills. The executive is eligible to deduct the costs of specialized, 
nondegree management courses that are taken for continuing education or to main- | 
tain or improve existing skills. Expenses incurred by the executive to obtain a law 
degree are not deductible, however, because the education constitutes training for a 

new trade or business. The Regulations deny a self-employed accountant a deduc- 

tion for expenses relating to law school.?” 


CLASSIFICATION OF SPECIFIC ITEMS 


Education expenses include books, tuition, typing, and transportation (e.g., from 
the office to night school) and travel (e.g., meals and lodging while away from home 
at summer school). 


EXAMPLE 27 Bill, who holds a bachelor of education degree, is a secondary education teacher in the 
Charleston school system. The school board recently raised its minimum education 
requirement for new teachers from four years of college training to five. A grandfather 
clause allows teachers with only four years of college to continue to qualify if they 
show satisfactory progress toward a graduate degree. Bill enrolls at the University of 
South Carolina and takes two graduate courses. His unreimbursed expenses for this 
purpose are as follows: 


Books and tuition $3,600 
Lodging while in travel status June-August) 2,150 
Meals while in travel status 1,100 
Laundry while in travel status 220 
Transportation 900 
Bill has an itemized deduction as follows: 
Books and tuition $3,600 
Lodging 2,150 
Meals less 50% cutback (see below) 550 
Laundry 220 “ 
Transportation 900 
$7,420 


Reg. § 1.162-5(b)(3)(ii) Example (1). 
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TABLE 9.1 Rules for Qualified Tuition Deduction 


ee toe ee SUS SEE Ties ee ee 


Tax Years Filing Maximum Deduction 
Involved Status MAGI Limit Allowed 


2004-2009 Single $ 65,000 } 4.000 


Married 130,000 


Single 65,001 
to 2,000 
80,000* 


‘S 2,000 


Married 130,001 | 
160,000* 


*No deduction at all is available if MAGI exceeds this amount. 


A LIMITED DEDUCTION APPROACH 


One of the major shortcomings of the education deduction, previously discussed, is 
that it is unavailable for taxpayers obtaining a basic skill. Thus, a taxpayer working 
for an accounting firm cannot deduct the cost of earning a bachelor’s degree in 
accounting. Under 2001 tax legislation, this shortcoming has been partly resolved 
with the deduction for qualified tuition and related expenses. 

A deduction for AGI is allowed for qualified tuition and related expenses involving 
higher education (i.e., postsecondary). The maximum amount of the deduction 
varies depending on the year involved. Further, the deduction is unavailable if the 
taxpayer’s MAGI exceeds a prescribed amount.”® The limitations are summarized in 
Table 9.1.”° 

Various aspects of the higher education tuition deduction are summarized 
below: 


e Qualified tuition and related expenses include whatever is required for 
enrollment at the institution. Usually, student activity fees, books, and 
room and board are not included.” 

e The expense need not be employment related, although it can be. 

e The deduction is available for a taxpayer’s spouse or anyone who can be 
claimed as a dependent and is an eligible student. 

e The deduction is not available for married persons who file separate 
returns. 

e To avoid a “double benefit,” the deduction must be coordinated with 
other education provisions (e.g., American Opportunity and lifetime 
learning credits). Along this same line, no deduction is allowed for a tax- 
payer who qualifies as another’s dependent.”! 

° The deduction for AGI classification avoids the 2 percent-of-AGI floor on 
miscellaneous itemized deductions. As noted later in the chapter, this is 
the fate suffered by other education-related employee expenses. 


9-17 


“MAGI is inodifed adjusted gross income as defined in § 222(b)(2)(C). Exam- Section 222(d) refers to § 25A(f), which deals with the American Opportu- 


ples of some of these modifications include the adding back to regular AGI nity and lifetime learning credits (see Chapter 13). Student activity fees and 
of the foreign earned income exclusion and the domestic production activ- prescribed course-related books could be allowed if they are a condition for 


ities deduction. See Tax Benefits for Education (IRS Publication 970). enrollment. 
*This provision expired at the end of 2007, but has been extended through 318 222(c)is 
2009. 
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EX AMES E29 Tina is single and a full-time employee of a CPA firm. During 2009, she attends law 


school at night and incurs the following expenses: $4,200 for tuition and $340 for 
books and supplies. Presuming she satisfies the MAGI limitation (see Table 9.1), she can 
claim $4,000 as a deduction for AGI. If she itemizes her deductions for the year, can she 
claim the $540 not allowed under § 222 ($200 tuition in excess of $4,000 + $340 for 
books and supplies) as an education expense eligible for itemized deduction treat- 
ment? No, because obtaining a law degree leads to a new trade or business.*? = 


The deduction for qualified tuition and related expenses can be determined by 
completing Form 8917 (Tuition and Fees Deduction). The form should be attached 
to Form 1040 (or Form 1040-A). 


OTHER PROVISIONS DEALING WITH EDUCATION 


Although this chapter deals with employmentrelated expenses, mention should be 
made of various other tax provisions that deal with education. Because the encourage- 
ment of education is a desirable social goal, Congress has not been hesitant in enacting 
laws that provide tax incentives. The incentives come in the form of income exclusions, 
deductions (both for AGI and from AGI), and various credits. The paragraphs that fol- 
low summarize these benefits and note where they are discussed in the text. 

Similar to the § 222 deduction for qualified tuition and related expenses just dis- 
cussed is a deduction for interest on student loans.®° Also treated as a deduction for 
AGI, a maximum of up to $2,500 per year is allowed. As noted in Chapter 10 in the 
discussion of Interest, the deduction is phased out for taxpayers with higher MAGI. 

In the area of exclusions from gross income are Coverdell Education Savings 
Accounts (CESAs).°* The maximum annual contribution to a CESA is $2,000. 
Although no deduction is allowed for contributions, earnings on these funds accu- 
mulate free of tax. Distributions also are nontaxable if used for tuition and related 
expenses. CESAs are further explained in Chapter 19 in the discussion of Individual 
Retirement Accounts (IRAs). 

Qualified tuition programs (commonly referred to as “§ 529 plans”) have the 
same objective as CESAs—to help pay for a beneficiary’s (usually a dependent family 
member) education. The tax consequences are also similar, with no deduction 
allowed for any contribution to the plan and no tax imposed on income accumula- 
tions.” Distributions result in income only to the extent they are not applied toward 
educational purposes. There is no limit on the amount that can be contributed to a 
§ 529 plan. Since the plan must be sponsored by a state or a private university, the 
terms and conditions set forth in the plan will vary accordingly. Section 529 plans 
are discussed in Chapter 5 under the heading Qualified Tuition Programs. 

Another exclusion from gross income comes in the form of education assistance 
programs.*° Sponsored by employers, such programs cover up to $5,250 per year of 
an employee’s education costs (e.g., tuition, fees, books, supplies), which can be at 
the undergraduate or graduate level. Education assistance programs are discussed 
in Chapter 5 under the heading Other Employee Fringe Benefits. 

Last but not least in the area of exclusions are certain scholarship awards.°” As 
noted in Chapter 5, exclusion treatment is available for scholarships covering tuition 
and related expenses but not for those providing room and board. 

In the area of tax credits, taxpayers benefit significantly from two provisions: the 
American Opportunity credit (formerly the HOPE scholarship credit) and the 


*2 Steven Galligan, 83 TCM 1859, T.C.Memo. 2002-150. 368 197. 
388 Dard |e oS LEZ: 
48 530. 


*The major advantage of one of the two types of § 529 plans is protection 
against increasing tuition cost. The plan freezes the tuition that will be 
charged to the current amount. 
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lifetime learning credit.** Both cover tuition and related expenses but not room 
and board costs. The American Opportunity credit allows no more than $2,500 per 
year for the first four years of college, while the lifetime credit permits up to $2,000 
(20 percent of qualifying costs up to $10,000) per year with no time constraints. As 
noted in Chapter 13 in the discussion of Education Tax Credits, the credits are 
phased out for taxpayers with higher MAGI. 


9.7 ENTERTAINMENT EXPENSES __ 


Many taxpayers attempt to deduct personal entertainment expenses as business 
expenses. For this reason, the tax law restricts the deductibility of entertainment 
expenses. The Code contains strict record-keeping requirements and provides re- 
strictive tests for the deduction of certain types of entertainment expenses. 


CUTBACK ADJUSTMENT 


During the administration of Jimmy Carter, considerable controversy arose regard- 
ing the “three martini” business lunch. By virtue of allowing a tax deduction, should 
the tax law be subsidizing a practice that contained a significant element of personal 
pleasure? One possible remedy for the situation was to disallow any deduction for 
business entertainment, but this option was regarded as being too harsh. Instead the 
cutback rule was instituted. Rather than disallowing all of the deduction, allow only a 
certain percentage, and the rest of the expenditure would be cut back. Currently, 
only 50 percent of meal and entertainment expenses are allowed as a deduction.”? 
The limitation applies in the context of both employment and self-employment sta- 
tus. Although the 50 percent cutback can apply to either the employer or the em- 
ployee, it will not apply twice. The cutback applies to the one who really pays 
(economically) for the meals or entertainment. 


Jane, an employee of Pato Corporation, entertains one of her clients. If Pato Corpora- 
tion does not reimburse Jane, she is subject to the cutback adjustment. If, however, 
Pato Corporation reimburses Jane (or pays for the entertainment directly), Pato suffers 
the cutback. = 


In certain situations, however, a full 50 percent cutback seems unfair. If, for exam- 
ple, the hours of service are regulated (by the U.S. Department of Transportation) 
and away-from-home meals are frequent and necessary, the “three martini” business 
lunch type of abuse is unlikely. Consequently, the cutback rule is mitigated for the 
following types of employees: 


° Certain air transportation employees, such as flight crews, dispatchers, 
mechanics, and control tower operators. 

e Interstate truck and bus drivers. 

® Certain railroad employees, such as train crews and dispatchers. 

e Certain merchant mariners. 


Effective for 2008 and thereafter, 80 percent of the cost of meals is allowed as a 
deduction. 


What Is Covered 

Transportation expenses are not affected by the cutback rule—only meals and 
entertainment. The cutback also applies to taxes and tips relating to meals and 
entertainment. Cover charges, parking fees at an entertainment location, and room 
rental fees for a meal or cocktail party are also subject to the 50 percent rule. 


385 5A. a z 998 274(n). 


L0.6 


Understand how entertainment 
expenses are treated. 


— aa. F 
bad 
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SOE MAM PEE SO cc iS Joe pays a $40 cab fare to meet his client for dinner. The meal costs $150, and Joe leaves 


a $30 tip. His deduction is $130 [($150 + $30) x 50% + $40 cab fare]. @ 


What Is Not Covered 


The cutback rule has a number of exceptions. One exception covers the case where 
the full value of the meals or entertainment is included in the compensation of the 
employee (or independent contractor). 


Ce ESAMER ET 8 | Myrtle wins an all-expense-paid trip to Europe for selling the most insurance for her 


company during the year. Her employer treats this trip as additional compensation to 
Myrtle. The cutback adjustment does not apply to the employer. # 


Another exception applies to meals and entertainment in a subsidized eating 
facility or where the de minimis fringe benefit rule is met (see Chapter 5). 


| BXAMPEER 3203. General Hospital has an employee cafeteria on the premises for its doctors, nurses, and 


other employees. The cafeteria operates at cost. The cutback rule does not apply to 
General Hospital. @ 


FL EXAMPIE 23002 | Canary Corporation gives a ham, a fruitcake, and a bottle of wine to each employee at 


year-end. Since the de minimis fringe benefit exclusion applies to business gifts of 
packaged foods and beverages, their full cost is deductible by Canary. @ 


————————— ke lh 


A similar exception applies to employer-paid recreational activities for employees 
(e.g., the annual Christmas party or spring picnic) .*° 


CLASSIFICATION OF EXPENSES 


Entertainment expenses are categorized as follows: those directly related to business 
and those associated with business.*! Directly related expenses are related to an actual 
business meeting or discussion. These expenses are distinguished from entertain- 
ment expenses that are incurred to promote goodwill, such as maintaining existing 
customer relations. To obtain a deduction for directly related entertainment, it is 
not necessary to show that actual benefit resulted from the expenditure as long as 
there was a reasonable expectation of benefit. To qualify as directly related, the 
expense should be incurred in a clear business setting. If there is little possibility of 
engaging in the active conduct of a trade or business due to the nature of the social 
facility, it is difficult to qualify the expenditure as directly related to business. 

Expenses associated with, rather than directly related to, business entertainment 
must serve a specific business purpose, such as obtaining new business or continuing 
existing business. These expenditures qualify only if the expenses directly precede 
or follow a bona fide business discussion. Entertainment occurring on the same day 
as the business discussion meets the test. 


RESTRICTIONS UPON DEDUCTIBILITY 
Business Meals 


Any business meal is deductible only if the following are true:** 


° The meal is directly related to or associated with the active conduct of a 
trade or business. 

e The expense is not lavish or extravagant under the circumstances. 

° The taxpayer (or an employee) is present at the meal. 


wZg7ae(4) rer 
"8 274(a)(1)(A). 
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TAXin 


the: NEWS. 


| To encourage future patronage, most casinos reward 
favored customers with complimentary goods and services 
(called “comps”). For example, an active member of a casi- 
no’s “slot club” might receive comps in the form of free 
meals, lodging, and other gifts (e.g., fruit baskets, flowers, 
boxes of candy). The type and amount of comps awarded 
depend on the patron’s gambling activity. (Using various 
procedures, most casinos are able to track the level of play 
of regular patrons.) Of course, patrons are well aware that 
the more they gamble, the bigger and better the comps 
. they may receive. 

Should these comps be subject to the limitations on 
deductibility imposed by the general rule of § 274(a)? For 
_ example, should the cutback adjustment apply to meals 
and entertainment, and should the deductibility of gifts be 


Do Casinos RECEIVE SPECIAL TREATMENT? 


limited to $25? The casinos contend that comps fall under 
an exception of § 274(e)(7) that exempts goods and services 
made available to the general public for promotional pur- 
poses. The IRS questions whether a casino is promoting its 
facilities to the general public when only the heavy gam- 
blers receive comps. 

To save time and effort, however, the IRS has instructed 
its field agents not to raise the issue on audit as long as the 
comp programs continue to be followed in the same man- 
ner as in the past. In the interest of administrative conven- 
ience, therefore, it appears that the IRS grants special 
treatment to casinos. 


Sources: IRS Memorandum for Industry Director Directive on 
Deductibility of Casino Comps, LMSB-04-0706-990 , July 31, 2006. 
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A business meal with a business associate or customer is not deductible unless 
business is discussed before, during, or after the meal. This requirement is not 
intended to disallow the deduction for a meal consumed while away from home on 
business. 


Lacy travels to San Francisco for a business convention. She pays for dinner with three 
colleagues and is not reimbursed by her employer. They do not discuss business. She 
can deduct 50% of the cost of her meal. However, she cannot deduct the cost of her 
colleagues’ meals. @ 


The clear business purpose test requires that meals be directly related to or associ- 
ated with the active conduct of a business. A meal is not deductible if it serves no 
business purpose. 

The taxpayer or an employee must be present at the business meal for the meal 
to be deductible. An independent contractor who renders significant services to the 
taxpayer is treated as an employee. 


EXAMPLE 35 


Lance, a party to a contract negotiation, buys dinner for other parties to the negotia- 
tion but does not attend the dinner. No deduction is allowed. ™ 


Club Dues 

The Code provides: “No deduction shall be allowed . . . for amounts paid or incurred 

for membership in any club organized for business, pleasure, recreation, or other 

social purpose.”*” Although this prohibition seems quite broad, the IRS does allow a 

deduction for dues to clubs whose primary purpose is public service and community 

volunteerism (e.g., Kiwanis, Lions, Rotary). | 
Even though dues are not deductible, actual entertainment at a club may qualify. 


During the current year, Vincent spent $1,400 on business lunches at the Lakeside Coun- 
| try Club. The annual membership fee was $6,000, and Vincent used the facility 60% of 


#§ 274(a)(3). 
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EXAMPLE 37 


L0.7 


Identify other employee 
expenses. 


“S274(1). 
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the time for business. Presuming the lunches meet the business meal test, Vincent may 
claim $700 (50% x $1,400) as a deduction. None of the club dues are deductible. # 


Ticket Purchases for Entertainment 

A deduction for the cost of a ticket for an entertainment activity is limited to the face 
value of the ticket.** This limitation is applied before the 50 percent rule. The face 
value of a ticket includes any tax. Under this rule, the excess payment to a scalper for 
a ticket is not deductible. Similarly, the fee to a ticket agency for the purchase of a 
ticket is not deductible. 

Expenditures for the rental or use of a luxury skybox at a sports arena in excess of 
the face value of regular tickets are disallowed as deductions. If a luxury skybox is 
used for entertainment that is directly related to or associated with business, the 
deduction is limited to the face value of nonluxury box seats. All seats in the luxury 
skybox are counted, even when some seats are unoccupied. 

The taxpayer may also deduct stated charges for food and beverages under the 
general rules for business entertainment. The deduction for skybox seats, food, and 
beverages is limited to 50 percent of cost. 


In the current year, Jay Company pays $12,000 to rent a 10-seat skybox at City Stadium 
for three football games. Nonluxury box seats at each event range in cost from $55 to 
$120 a seat. In September, a Jay representative and eight clients use the skybox for the 
first game. The entertainment follows a bona fide business discussion, and Jay spends 
$490 for food and beverages during the game. The deduction for the first sports event 
is as follows: 


Food and beverages $ 490 
Deduction for seats ($120 x 10 seats) 1,200 
Total entertainment expense $1,690 
50% limitation DO) 
Deduction $ 845 


Business Gifts 


Business gifts are deductible to the extent of $25 per donee per year.” An exception 
is made for gifts costing $4 or less (e.g., pens with the employee’s or company’s name 
on them) or promotional materials. Such items are not treated as business gifts sub- 
ject to the $25 limitation. In addition, incidental costs such as engraving of jewelry 
and nominal charges for gift-wrapping, mailing, and delivery are not included in the 
cost of the gift in applying the limitation. Gifts to superiors and employers are not 
deductible. 

The $25 limitation on business gifts cannot be circumvented by having the 
donor’s spouse join in the gift or by making multiple gifts that include the custom- 
er’s family. 

Records must be maintained to substantiate business gifts. 


9.8 OTHER EMPLOYEE EXPENSES 


TEES PS SAREE, 


OFFICE IN THE HOME 


Employees and self-employed individuals are not allowed a deduction for office in 
the home expenses unless a portion of the residence is used exclusively on a regular 
basis as either of the following: 


° The principal place of business for any trade or business of the taxpayer. 
° Aplace of business used by clients, patients, or customers. 


*§ 274(b)(1). 


q 
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Employees must meet an additional test: The use must be for the convenience of the 


employer rather than merely being “appropriate and helpful.” * 
; The precise meaning of “principal place of business” has been the subject of con- 
siderable controversy.* Congress ultimately resolved the issue by amending the 


Code.*® The term “principal place of business” now includes a place of business that 
satisfies the following requirements: 


° The office is used by the taxpayer to conduct administrative or manage- 


e There is no other fixed location of the trade or business where the tax- 
payer conducts these activities. 


ment activities of a trade or business. LIMPDWWU 
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Dr. Smith is a self-employed anesthesiologist. During the year, he spends 30 to 35 hours Px AT EE ee 


per week administering anesthesia and postoperative care to patients in three hospi- 
tals, none of which provides him with an office. He also spends two or three hours per 
day in a room in his home that he uses exclusively as an office. He does not meet 
patients there, but he performs a variety of tasks related to his medical practice (e.g., 
contacting surgeons, bookkeeping, reading medical journals). A deduction will be 
allowed since Dr. Smith uses the office in the home to conduct administrative or man- 
agement activities of his trade or business, and there is no other fixed location where 
these activities can be carried out. = 


The exclusive use requirement means that part of the home must be used solely 
for business purposes. An exception allows mixed use (both business and personal) 
of the home if a licensed day-care business is involved. 


Troy is self-employed and maintains an office in his home for business purposes. The 
office is also used by his wife to pay the family bills and by his children to do homework 
assignments. Troy does not satisfy the exclusive use requirement, and no office in the 
home deduction is allowed. @ 


Morgan operates a licensed day-care center in her home. The children use the living 
room as a play area during the day, and Morgan and her family use it for personal pur- 
poses in the evening and on weekends. The mixed use of the living room does not dis- 
qualify Morgan from an office in the home deduction. # 


In arriving at the office in the home deduction, relevant expenses are categorized 
as direct or indirect. Direct expenses benefit only the business part of the home 
(e.g., the office is repainted) and are deducted in full. Indirect expenses are for 
maintaining and operating the home. Since they benefit both business and personal 
use, an allocation between the two is necessary. The allocation is made based on the 
floor space involved—divide the business area by the total home area to arrive at the 
business percentage. 

The allowable home office expenses cannot exceed the gross income from the 
business less all other business expenses attributable to the activity. Furthermore, 
the home office expenses that are allowed as itemized deductions anyway (e.g., 
mortgage interest and real estate taxes) must be deducted first. All home office 
expenses of an employee are miscellaneous itemized deductions, except those (such 
as interest and taxes) that qualify as other personal itemized deductions. Home 
office expenses of a self-employed individual are trade or business expenses and are 


deductible for AGI. 


#§ 980A (c)(1). 
“See the restrictive interpretation arrived at in Comm. v. Soliman, 93-1 USTC 
450,014, 71 AFTR2d 93-463, 113 S.Ct. 701 (USSG, 1993). 


EXAMPLE 39 


EXAMPLE 40. 


48§ 280A (c)(1) as modified by the Tax Reform Act of 1997. 


subject to the same limitations. 


RRAMELP GR Rick is a certified public accountant employed by a regional CPA firm as a tax manager. 


7 =f 
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Any disallowed home office expenses are carried forward and used in future years 


He operates a separate business in which he refinishes furniture in his home. For this 
business, he uses two rooms in the basement of his home exclusively and regularly. The 
floor space of the two rooms constitutes 10% of the floor space of his residence. Gross 
income from the business totals $8,000. Expenses of the business (other than home 
office expenses) are $6,500. Rick incurs the following home office expenses: 


Real property taxes on residence $ 4,000 | 
Interest expense on residence 7,500 . 
Operating expenses of residence 2,000 
Depreciation on residence (based on 10% business use) 250 


Rick’s deductions are determined as follows: 


Business income $ 8,000 
Less: Other business expenses (6,500) 
$ 1,500 
Less: Allocable taxes ($4,000 x 10%) $400 
Allocable interest ($7,500 x 10%) _750 (1,150) 
$ 350 
Allocable operating expenses of the residence 
($2,000 x 10%) (200) 
$ 150 
Allocable depreciation ($250, limited to remaining 
income) (150) 
$ -0- 


Rick has a carryover of $100 (the unused excess depreciation). Because he is self- 
employed, the allocable taxes and interest ($1,150), the other deductible office 
expenses ($200 + $150), and $6,500 of other business expenses are deductible for 
AGI. @ 


To claim the office in the home deduction, use Form 8829 (Expenses for Business 
Use of Your Home). For further information on the deduction, see the instructions 
for Form 8829 and Business Use of Your Home (Publication 587) issued by the IRS. 


MISCELLANEOUS EMPLOYEE EXPENSES 


Miscellaneous employee expenses include those costs that are job related and are 
not otherwise covered elsewhere. As the focus here is on their deductibility, this dis- 
cussion presumes that such expenses have not been reimbursed by the employer 
under an accountable plan arrangement (discussed later in the chapter). 

Expenses related to maintaining job status make up a significant category of mis- 
cellaneous expenses. They include such costs as union dues, membership dues to 
professional organizations, subscriptions to trade publications and professional jour- 


nals, and various license fees paid to government agencies and other regulatory 
bodies. 


Special Clothing 


To be deductible, special clothing must be both specifically required as a condition 
of employment and not adaptable for regular wear. For example, a police officer’s 
uniform must be worn when “on duty” but is not suitable for “off-duty” activities. Its 
cost, therefore, is deductible. When special clothing qualifies for deductibility, so 
does the cost of its maintenance (i.e., alterations, laundry, dry cleaning). 

Whether the out-of-pocket cost of military uniforms is deductible depends on the 
duty status of the taxpayer. If a member of the National Guard (or reserves) is not 
on active duty, then the cost of the uniform qualifies for deductibility. For those on 
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Due to cost considerations (e.g., the time and expense of 
commuting) and other factors (e.g., flexible work sched- 
ules), more and more employees are telecommuting to their 
jobs. As a result, the number of taxpayers who take a deduc- 
tion for maintaining an office in their home has increased. 
Even so, there is reason to believe that many persons who 
otherwise qualify are not claiming the deduction. One rea- 
son for the omission probably is fear of being audited by 
the IRS. Is this fear realistic? Does the presence of an office 
in the home deduction increase the chance that a taxpayer's 
return will be selected for audit? As the IRS does not release 
the details of how it chooses returns to audit, this question 
cannot be answered. 


THE OFFICE IN THE Home Depaction Is Not BEING Futty REALIZED 


gross income limit) but must also maintain the proper 
records. Even if the records are available, are the time and 
effort required to complete a Form 8829 (Expenses for Busi- 
ness Use of Your Home) worth the tax savings that result? 
What is needed is a simpler, optional method for calcu- 
lating the office in the home deduction. A precedent for 
such an approach is the automatic (or standard) mileage 
method that can be used instead of the actual cost method 
for determining the business use of an automobile. Without 
the automatic mileage method, many taxpayers would lose 
a deduction to which they are entitled. Without an optional 
method for claiming an office in the home deduction, many 
taxpayers are losing a deduction to which they are entitled. 
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A second reason for not claiming the deduction is its 
complexity. The taxpayer must not only be familiar with 
the rules (e.g., exclusive use, on a regular basis, allocations, 


Source: Adapted from National Taxpayer Advocate 2007 Annual 
Report to Congress Executive Summary, January 9, 2008. 


active duty, the cost of regular uniforms does not qualify because the uniforms are 
suitable for ordinary street wear. Even for those on active duty, some apparel, such 
as ceremonial attire (dress blues) or combat gear, will qualify because it is not adapt- 
able for regular wear. 

The cost of clothing possessing safety features to prevent workplace injuries will 
qualify. This includes such items as safety glasses, shoes (e.g., “steel-toed”), special 
gloves, lab coats, and “hard hats.” The tolerance of the IRS in the area of safety 
clothing is partially attributable to its lack of suitability for personal use. 


Job Hunting 


The expenses incurred in seeking employment can be deductible under certain con- 
ditions. The search must involve the same trade or business as the taxpayer’s current 
position. No deduction is allowed for the cost of obtaining the first job. An unem- 
ployed person, however, can qualify for the deduction if there has not been a signifi- 
cant time lapse since the last job. In terms of deductibility, it does not matter 
whether the job search is successful. Nor does a change in jobs have to result. Costs 
that qualify include job counseling, compilation and distribution of biographical 
data (such as work history), and unreimbursed travel for job interviews. 


Educator Expenses 


Many teachers purchase school supplies for classroom use and are not reim- 
bursed by their employer. These out-of-pocket expenses can be deducted only 
if the teacher itemizes his or her deductions from AGI, and even then they are 
subject to the 2 percent-of-AGI floor (see later in this chapter). Thus, these 
restrictions can reduce or eliminate any tax benefit available to-the teacher. 
Recent legislation provides modest relief for such out-of-pocket expenses by 
allowing elementary and secondary school teachers to claim up to $250 for 
school supplies as a deduction for AGI.*® Eligible educators must work at least 
900 hours during a school year as a teacher, instructor, counselor, principal, or 


19g 62(a)(2)(D). This provision expired at the end of 2007, but has been 
extended through 2009. 
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aide at either public or private elementary and secondary schools. Covered costs 
include unreimbursed expenses for books, supplies, computer and other equip- 
ment, and supplementary materials used in the classroom. 


EXAMPLE 62 0 | Hortense is a full-time teacher at Hoover Elementary. During 2009, she spends $1,200 


for school supplies for her fourth grade class. Under an accountable plan (see later in 
the chapter), Hoover reimburses her for $400 of these supplies. As to the $800 balance, 
Hortense may claim $250 as a deduction for AGI and $550 as a miscellaneous itemized 
deduction (subject to the 2%-of-AGI floor). & 


9.9 CONTRIBUTIONS TO RETIREMENT 
ACCOUNTS 


L0.8 Pension considerations are an essential feature of any compensation arrangement. 


Rerormaitarniiiar WRl Various As noted in Chapter 1, providing retirement security for employees can be justified 
deductions for contributions to on both economic and social grounds. Because the public sector (i.e., Social Secu- 
retirement accounts. rity) will not provide sufficient retirement security for recipients, the private sector 


must fill the need. Congress has given the private sector the necessary incentive by 
enacting various measures that provide significant tax advantages for retirement 
plans. These plans fall into two major classifications: those available to employees 
and those available to self-employed persons. 


EMPLOYEE IRAs 


Pension plans covering employees follow one of two income tax approaches. Most 
plans allow an exclusion for the contributions the employee makes to the plan. The 
employee’s income tax return shows nothing regarding the contribution—no 
income, exclusion, or deduction. This is the case even if the contribution is funded 
entirely (or partially) by means of a salary reduction.” 

The other income tax approach is followed by the traditional IRA. Here, the 
contributing employee is allowed a deduction for AGI. The amount, a maximum 
of $5,000 for 2009, is reported as a deduction on Form 1040.°' As with the 
exclusion variety of pension plan, nothing is taxed to the employee-participant 
until distributions from the traditional IRA occur. Consequently, all of these 
types of retirement plans carry the advantage of deferring the taxation of 
income. As described in Chapter 19, all retirement plans are subject to various 
rules regarding coverage requirements, degree of vesting, excessive contribu- 
tions, and premature distributions. Generally, these rules are less stringent for 
traditional IRAs. 

The traditional IRA is to be distinguished from the Roth IRA, which takes a radi- 
cally different tax approach. No tax benefit (i.e., exclusion or deduction) results 
from the initial contribution to a Roth IRA. Instead, later distributions (including 
postcontribution earnings) are recovered tax-free.>” 


SELF-EMPLOYED KEOGH (H.R. 10) PLANS 


Self-employed taxpayers can also participate in retirement plans with tax-favored 
benefits. Known as Keogh (or H.R. 10) plans, these arrangements follow the deduc- 
tion approach of traditional IRAs.°? The amount contributed under a plan is a 
deduction for AGI and is reported as a deduction on Form 1040. The plan estab- 
lished by a self-employed taxpayer who has employees must meet stringent require- 
ments to ensure that it provides similar retirement benefits for the group. The law is 


"See, for example, §§ 401(k), 403(b), and 457. 528 408A. 
5188 219 and 408. 588 401(c). 
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_ structured to ensure that employees share an owner-employer’s ability to defer 
taxes. 


The operational rules governing Keogh (H.R. 10) plans are covered in Chapter 19. 


9.10 CLASSIFICATION OF EMPLOYEE EXPENSES 


The classification of employee expenses depends on whether they are reimbursed 
by the employer under an accountable plan. If so, then they are not reported by the 
employee at all. In effect, therefore, this result is equivalent to treating the expenses 
as deductions for AGI.** If the expenses are reimbursed under a nonaccountable 
plan or are not reimbursed at all, then they are classified as deductions from AGI and 
can be claimed only if the employee-taxpayer itemizes. An exception is made for 
moving expenses and the employment-related expenses of a qualified performing 
artist.”” Here, deduction for AGI classification is allowed. 

For classification purposes, therefore, the difference between accountable and 
nonaccountable plans is significant. Shi 


ACCOUNTABLE PLANS-~—} 


In General / 


An accountable plan requires the employee to satisfy these two requirements: 


e Adequately account for (substantiate) the expenses. An employee BER 
ders an adequate accounting by submitting a record, with receipts and other 
substantiation, to the employer.”° 

e Return any excess reimbursement or allowance. An “excess reimburse- 
ment or allowance” is any amount that the employee does not adequately 
account for as an ordinary and necessary business expense. 

v LIV) lb wn dns a , a n( 
Substantiation © me 
The law provides that no deduction is allowed for any travel, entertainment, busi- 
ness gift, or listed property (automobiles, computers) expenditure unless prop- 
erly substantiated by adequate records. The records should contain the following 


information:?” 


Ce The amount of the expense. 

‘e The time and place of travel or entertainment (or date of gift). 

e The business purpose of the expense. 

e The business relationship of the taxpayer to the person entertained (or 
receiving the gift). 


This means the taxpayer must maintain an account book or diary in which the 
above information is recorded at the time of the expenditure. Documentary evi- 
dence, such as itemized receipts, is required to support any expenditure for lodging 
while traveling away from home and for any other expenditure of $75 or more. Ifa 
taxpayer fails to keep adequate records, each expense must be established by a writ- 


ten or oral statement of the exact details of the expense and by other corroborating 


; 58 
evidence. 


Bertha has travel expenses substantiated only by canceled checks. The checks establish 
the date, place, and amount of the expenditure. Because neither the business relation- 
ship nor the business purpose is established, the deduction is disallowed.>? = 


»§ 62(a)(2). > "§ 274. 
5°As defined in § 62(b). Reg. § 1.274-5T(c)(3). 
Reg. § 1.162-17(b)(4). 


LO.9 


Appreciate the difference 
between accountable and 
nonaccountable employee 
plans. 


59 William T. Whitaker, 56 TCM 47, T.C.Memo. 1988-418. 
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RE eee Dwight has travel and entertainment expenses substantiated by a diary showing the 


time, place, and amount of the expenditure. His oral testimony provides the business 
relationship and business purpose. However, since he has no receipts, any expenditures 
of $75 or more are disallowed.°° = 


Deemed Substantiation 


In lieu of reimbursing actual expenses for travel away from home, many employers 
reduce their paperwork by adopting a policy of reimbursing employees with a per 
diem allowance, a flat dollar amount per day of business travel. Of the substantiation 
requirements listed previously, the amount of the expense is proved, or deemed sub- 
stantiated, by using such a per diem allowance or reimbursement procedure. The 
amount of expenses that is deemed substantiated is equal to the lesser of the per 
diem allowance or the amount of the Federal per diem rate. 

The regular Federal per diem rate is the highest amount that the Federal govern- ~ 
ment will pay to its employees for lodging, meals, and incidental expenses”: while in 
travel status away from home in a particular area. The rates are different for differ- 
ent locations.” 

The use of the standard Federal per diem rates for meals and incidental expenses 
constitutes an adequate accounting. Employees and self-employed persons can use 
these standard allowances instead of deducting the actual cost of daily meals and in- 
cidental expenses, even if not reimbursed. There is no standard lodging allowance, 
however. 

Only the amount of the expense is considered substantiated under the deemed 
substantiated method. The other substantiation requirements must be provided: 
place, date, business purpose of the expense, and the business relationship of the 
parties involved. 


NONACCOUNTABLE PLANS 


A nonaccountable plan is one in which an adequate accounting or return of excess 
amounts, or both, is not required. All reimbursements of expenses are reported in 
full as wages on the employee’s Form W-2. Any allowable expenses are deductible in 
the same manner as are unreimbursed expenses. 


Unreimbursed Employee Expenses 


Unreimbursed employee expenses are treated in a straightforward manner. Meals 
and entertainment expenses are subject to the 50 percent limit. Total unreimbursed 
employee business expenses are usually reported as miscellaneous itemized deduc- 
tions subject to the 2 percent-of-AGI floor (see below). If the employee could 
have received, but did not seek, reimbursement for whatever reason, none of the 
employment-related expenses are deductible. 


Failure to Comply with Accountable Plan Requirements 


An employer may have an accountable plan and require employees to return excess 
reimbursements or allowances, but an employee may fail to follow the rules of the 
plan. In that case, the expenses and reimbursements are subject to nonaccountable 
plan treatment. 


°W. David Tyler, 43 TCM 927, T.C.Memo. 1982-160. Per Diem Rates (IRS Publication 1542) contains the list and amounts for the 

“Incidental expenses include tips and fees to porters, bellhops, hotel maids, year. This publication is available only on the Internet at www.irs.gov. A print 
etc. For travel away from home after 2002, the term does not include edition is no longer published. Links to per diem rates can also be found at 
expenses for laundry and dry cleaning of clothing, lodging taxes, and tele- WWW. ga. Ov. 


phone calls. 
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REPORTING PROCEDURES 


The reporting requirements range from no reporting at all (accountable plans 
when all requirements are met) to the use of some or all of the following forms: 
Form W-2 (Wage and Tax Statement), Form 2106 (Employee Business Expenses) 
or Form 2106-EZ (Unreimbursed Employee Business Expenses), and Schedule A 
(Itemized Deductions) for nonaccountable plans and unreimbursed employee 
expenses. 

Reimbursed employee expenses that are adequately accounted for under an 
accountable plan are deductible for AGI on Form 2106. Allowed excess expenses, 
expenses reimbursed under a nonaccountable plan, and unreimbursed 
expenses are deductible from AGI on Schedule A, subject to the 2 percent- 
of-AGI floor. 

When a reimbursement under an accountable plan is paid in separate amounts 
relating to designated expenses such as meals or entertainment, no problem arises. 
The reimbursements and expenses are reported as such on the appropriate forms. 
If the reimbursement is made in a single amount, an allocation must be made to 
determine the appropriate portion of the reimbursement that applies to meals and 
entertainment and to other employee expenses. 


Elizabeth, who is employed by Green Company, had AGI of $42,000. During the LPRAMPLE SS 


year, she incurred $2,000 of transportation and lodging expense and $1,000 of 
meals and entertainment expense, all fully substantiated. Elizabeth received 
$1,800 reimbursement under an accountable plan. The reimbursement rate that 
applies to meals and entertainment is 33.33% ($1,000 meals and entertainment 
expense/$3,000 total expenses). Thus, $600 ($1,800 x 33.33%) of the reimburse- 
ment applies to meals and entertainment, and $1,200 ($1,800 — $600) applies to 
transportation and lodging. Elizabeth’s itemized deduction consists of the $800 
($2,000 total — $1,200 reimbursement) of unreimbursed transportation and lodg- 
ing expenses and $400 ($1,000 — $600) of unreimbursed meal and entertainment 
expenses as follows: 


Transportation and lodging $ 800 
Meals and entertainment ($400 x 50%) 200 


Total (reported on Form 2106) $1,000 
Less: 2% of $42,000 AGI (see limitation discussed below) (840) 
Deduction (reported on Schedule A) $ 160 


In summary, Elizabeth reports $3,000 of expenses and the $1,800 reimbursement on 
Form 2106 and $160 as a miscellaneous itemized deduction on Schedule A. @ 


A SANITIZED ExPENSE ACCOUNT 


Donald is a star traveling salesperson for Cardinal Supply, a 
nationwide wholesaler of sporting goods equipment. He 
also has a reputation with management of being very con- 
servative in his use of company funds. Because of these 
traits—salesmanship and frugality—Donald has received fre- 
quent promotions and bonuses. 

Unknown to the company, Donald is quite generous 
when entertaining customers. He feels that his high level of 
“wine and dine” is largely responsible for his outstanding 


sales record. In the expense account he submits to the com- 
pany, Donald omits the excessive portion. He is not sure that 
the company would reimburse him for the extra costs, and 
he wants to maintain his reputation for frugality. On his 
own tax return, however, Donald deducts the portion of the 
expenses that were not included in his expense account. 

What difficulties, if any, do you anticipate with what 
Donald is doing? 
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9.11 LIMITATIONS ON ITEMIZED DEDUCTIONS 


LO.10 Many itemized deductions, such as medical expenses and charitable contributions, 
are subject to limitations expressed as a percentage of AGI. These limitations may be 


Work with the limitations on ies ! E 
expressed as floors or ceilings and are discussed in Chapter 10. 


miscellaneous itemized 
deductions. 


MISCELLANEOUS ITEMIZED DEDUCTIONS SUBJECT 
TO THE 2 PERCENT FLOOR 


Certain miscellaneous itemized deductions, including most unreimbursed employee 
business expenses, are aggregated and then reduced by 2 percent of AGI.®° Expenses 
subject to the 2 percent floor include the following: 


e All § 212 expenses, except expenses of producing rent and royalty income 

(refer to Chapter 6). 
-e All unreimbursed employee expenses (after the 50 percent reduction, if 

applicable) except moving. 

e Professional dues and subscriptions. 

e Union dues and work uniforms. 

e Employment-related education expenses (except for § 222 qualified tui- 
tion and related expenses). 

e Malpractice insurance premiums. 

e Expenses of job hunting (including employment agency fees and résumé- 
writing expenses). 

e Home office expenses of an employee or outside salesperson. 

e Legal, accounting, and tax return preparation fees. 

° Hobby expenses (up to hobby income). 

e Investment expenses, including investment counsel fees, subscriptions, 
and safe deposit box rental. 

® Custodial fees relating to income-producing property or a traditional IRA 
or a Keogh plan. 

e Any fees paid to collect interest or dividends. 

e Appraisal fees establishing a casualty loss or charitable contribution. 


Vin Ses eae 


MISCELLANEOUS ITEMIZED DEDUCTIONS 
NOT SUBJECT TO THE 2 PERCENT FLOOR 
Certain miscellaneous itemized deductions, including the following, are not subject 


to the 2 percent floor: 


© Impairment-related work expenses of handicapped individuals. 
° Gambling losses to the extent of gambling winnings. 
© Certain terminated annuity payments. 


Ted, who has AGI of $40,000, has the following miscellaneous itemized deductions: 


Gambling losses (to extent of gains) $2,200 
Tax return preparation fees 500 
Unreimbursed employee transportation 600 
Professional dues and subscriptions 360 
Safe deposit box rental 90 
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the NEWS ANOTHER ASPECT OF THE TAX GaP: MISCLASSIFICATION OF WoRrKERS 
In its never-ending quest to close the “tax gap” (i.e., the dif- ® Publicized the existence of and encouraged the 
ference between the taxes that are owed and the taxes that use of Form SS-8(Determination of Worker Sta- 
are paid), the IRS can be expected to devote increased atten- tus for Purposes of Federal Employment Taxes 
tion to payroll taxes. One problem involves “off-the-books” and Income Tax Withholding) and Form 8919 
transactions, where cash is transferred for services and no (Uncollected Social Security and Medicare Tax 
taxes at all are paid. Another problem occurs when the sta- on Wages). 
tus of the worker is misclassified. Most often workers who ® Entered into information-sharing agreements 
are really employees are treated as independent contrac- with state workforce agencies in more than half 
tors. This saves employment taxes for the employer and of the states to help uncover employment 
avoids income tax withholding procedures. noncompliance. 


Besides increased audit activity, the IRS has done the fol- 
lowing to alleviate the worker misclassification problem: 


Ted’s itemized deductions are as follows: 


Deduction not subject to 2% floor (gambling losses) $2,200 
Deductions subject to 2% floor 

($500 + $600 + $360 + $90) $1,550 
Less 2% of AGI (800) 750 
Total miscellaneous itemized deductions $2,950 


If instead Ted’s AGI is $80,000, the floor is $1,600 (2% of $80,000), and he cannot 
deduct any expenses subject to the 2% floor. = 


TAX PLANNING: 
9.12 SELF-EMPLOYED INDIVIDUALS _ 


a ee ee LPN RPE SBA EC ETE IIE INSEE AEE SECTS OS 


Some taxpayers have the flexibility to be classified as either employees or self- 
employed individuals. Examples include real estate agents and direct sellers. These 
taxpayers should carefully consider all factors and not automatically assume that 
self-employed status is preferable. 

It is advantageous to deduct one’s business expenses for AGI and avoid the 2 per- 
cent floor. However, a self-employed individual may have higher expenses, such as 
local gross receipts taxes, license fees, franchise fees, personal property taxes, and 
occupation taxes. In addition, the record-keeping and filing requirements can be 
quite burdensome. 

One of the most expensive considerations is the Social Security tax versus the self- 
employment tax. For an employee in 2009, for example, the Social Security tax 
applies at a rate of 6.2 percent on a base amount of wages of $106,800, and the Medi- 
care tax applies at a rate of 1.45 percent with no limit on the base amount. For self- 
employed persons, the rate, but not the base amount, for each tax doubles. Even 
though a deduction for AGI is allowed for one-half of the self-employment tax paid, 
an employee and a self-employed individual are not in the same tax position on 
equal amounts of earnings. The self-employment tax is explained in Chapter 13. For 
the applicability of these taxes to employees, see Chapter Ue 

If a taxpayer misclassifies workers as self-employed, rather than employees, one of 
the penalties for being wrong is the liability for the employment taxes that should 
have been paid. But this penalty for misclassifying workers will be avoided if all three 


of the following requirements are met: 


L0.11 


Develop tax planning ideas 


related to employee business 
expenses. 
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e The employer has a reasonable basis for not treating the workers as 
employees. Reasonable basis means reliance on any of the following— 
e A judicial precedent, published ruling, or technical advice. 
e A past IRS audit that resulted in no employment tax assessment. 
e A longstanding practice of independent contractor status in the same 

industry. 

e The employer has consistently treated the workers as independent 
contractors. 

e The employer has filed Form 1099 MISC (Miscellaneous Income) for 
each worker (when such filing was required). 


Satisfaction of these requirements will help an employer avoid disputes with the 
IRS over workers’ employment status. 


9.13 SHIFTING DEDUCTIONS BETWEEN 
EMPLOYER AND EMPLOYEE 


An employee can avoid the 2 percent floor for employee business expenses. Typi- 
cally, an employee incurs travel and entertainment expenses in the course of 
employment. The employer gets the deduction if it reimburses the employee, and 
the employee gets the deduction for AGI. An adequate accounting must be made, 
and excess reimbursements cannot be kept by the employee. 


Sige ay pee 


9.14 TRANSPORTATION AND ‘TRAVEL EXPENSES 


Adequate detailed records of all transportation and travel expenses should be kept. 
Since the regular mileage allowance often is modest in amount, a new, expensive 
automobile used primarily for business may generate a higher expense based on 
actual cost. In using the actual cost method, include the business portion of depreci- 
ation, repairs and maintenance, automobile club dues, insurance, gasoline and oil, 
and other related costs. The cost of gasoline, when coupled with the poor mileage 
performance of some vehicles, can be a significant factor. If the taxpayer is located 
in a metropolitan area, automobile insurance is more expensive. For the self- 
employed taxpayer, the business portion of finance charges (i.e., interest on car 
loans) can be included. 

Once a method is chosen, a later change may be possible. Conversion from the 
automatic mileage method to the actual cost method is allowed if a basis adjustment is 
made for depreciation deemed taken (see Example 9). Conversion from the actual 


“This safe harbor for withholding purposes originated in § 530 of the Reve- 
nue Act of 1978. See IRS Headliner vol. 152 (March 27, 2006). 


|| 
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cost method to the automatic mileage method is possible only if the taxpayer has not 
used the MACRS statutory percentage method or claimed § 179 limited expensing. 

If a taxpayer wishes to sightsee or vacation on a business trip, it would be benefi- 
cial to schedule business on both a Friday and a Monday to turn the weekend into 


business days for allocation purposes. It is especially crucial to schedule appropriate 
business days when foreign travel is involved. 


9.15 MoviInc EXPENSES 


Persons who retire and move to a new location incur personal nondeductible mov- 
ing expenses. If the retired person accepts a full-time job in the new location, the 
moving expenses are deductible. 
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At the time of his retirement from the national office of a major accounting firm, PEXAMREE 7 


Gordon had an annual salary of $420,000. He moves from New York City to Seattle to 
retire. To qualify for the moving expense deduction, Gordon accepts a full-time teach- 
ing position at a Seattle junior college at an annual salary of $15,000. If Gordon satisfies 
the 39-week test, his moving expenses are deductible. The disparity between the two 
salaries (previous and current) is of no consequence. & 


9.16 EDUCATION EXPENSES | 


Education expenses are treated as nondeductible personal items unless the indi- 
vidual is employed or is engaged in a trade or business. A temporary leave of 
absence for further education is one way to reasonably assure that the taxpayer 
is still qualified, even if a full-time student. An individual was permitted to 
deduct education expenses even though he resigned from his job, returned to 
school full-time for two years, and accepted another job in the same field upon 
graduation. The court held that the student had merely suspended active partic- 
ipation in his field. 

If the time out of the field is too long, educational expense deductions will be dis- 
allowed. For example, a teacher who left the field for four years to raise her child 
and curtailed her employment searches and writing activities was denied a deduc- 
tion. She was not actively engaged in the trade or business of being an educator.°° 

To secure the deduction, an individual should arrange his or her work situation 
to preserve employee or business status. 

The deduction for qualified tuition and related expenses provides some relief 
from the current restrictions on the deduction of education expenses by 
employees. First, the education expense does not have to be work related. Sec- 
ond, it is a deduction for (not from) AGI. Unfortunately, the deduction possesses 
severe shortcomings: not only is the annual amount allowed quite modest, but 
it may be unavailable to certain taxpayers. It is not available, for example, to 
those who exceed an AGI ceiling or to someone who can be claimed as a de- 
pendent of another. 

Before selecting the § 222 deduction approach, however, consider the possible 
availability of the American Opportunity (formerly the HOPE credit) or the life- 
time learning credit under § 25A.°” As credits provide a dollar-for-dollar reduction 
of tax liability, these provisions could yield a greater tax benefit than deductions for 
AGI. But these credits may not be available to higher-income taxpayers. 


2 amennetoae: 


© Stephen G. Sherman, 36 TCM 1191, T.C.Memo. 1977-301. 


Brian C. Mulherin, 42 TCM 834, T.C.Memo. 1981-454; George A. Baist, 56 discussed at greater length in Chapter 13. 


TCM 778, T.C.Memo. 1988-554. 


*’These credits are briefly mentioned on page 18 in this chapter and are 
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9.17 ENTERTAINMENT EXPENSES 


Proper documentation of expenditures is essential because of the strict record-keep- 
ing requirements and the restrictive tests that must be met. For example, documen- 
tation that consists solely of credit card receipts and canceled checks may be 
inadequate to substantiate the business purpose and business relationship.** Tax- 
payers should maintain detailed records of amounts, time, place, business purpose, 
and business relationships. A credit card receipt details the place, date, and amount 
of the expense. A notation made on the receipt of the names of the person(s) 
attending, the business relationship, and the topic of discussion should constitute 
proper documentation. 

Associated with or goodwill entertainment is not deductible unless a business dis- 
cussion is conducted immediately before or after the entertainment. Furthermore, a 
business purpose must exist for the entertainment. Taxpayers should arrange for a 
business discussion before or after such entertainment. They must provide docu- 
mentation of the business purpose, such as obtaining new business from a prospec- 
tive customer. 

Unreimbursed meals and entertainment are subject to the 50 percent cutback 
rule in addition to the 2 percent floor. Consequently, the procedure of negotiating 
a salary reduction, as discussed in the next section, is even more valuable to the 
taxpayer. 


OnE DEDUCTION COVERS Two TAXPAYERS 


Faith and Gavin are husband and wife, and both are gain- Thus, Faith and Gavin use the same office in their home. 
fully employed. Faith is an employee who is not reimbursed When they file a joint return for the year, all of their office 
for her expenses but, for the convenience of her employer, in the home expenses are deducted on Gavin's Schedule C. 
is expected to keep an office in her home. Gavin is self- What has been accomplished by this approach? Will it 
employed, and his work necessitates an office in the home. succeed? 


9.18 UNREIMBURSED EMPLOYEE BUSINESS 
__EXPENSES 


eno ILI IEE LE PED E A DBA PELE LL EELS ALPE PEL ELL LILLE ETT YI REPL ME REET A SOLE A 
= caro ETS 


The 2 percent floor for unreimbursed employee business expenses offers a tax plan- 
ning opportunity for married couples. If one spouse has high miscellaneous 
expenses subject to the floor, it may be beneficial for the couple to file separate 
returns. If they file jointly, the 2 percent floor is based on the incomes of both. Filing 
separately lowers the reduction to 2 percent of only one spouse’s income. 

Other provisions of the law should be considered, however. For example, filing 
separately could cost a couple losses of up to $25,000 from selfmanaged rental units 
under the passive activity loss rules (discussed in Chapter 11). 

Another possibility is to negotiate a salary reduction with one’s employer in 
exchange for the 100 percent reimbursement of employee expenses. The employee 
is better off because the 2 percent floor does not apply. The employer is better off 
because certain expense reimbursements are not subject to Social Security and 
other payroll taxes. 


8 Kenneth W. Guenther, 54 TCM 382, T.C.Memo. 1987-440. 
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REFOCUS ON THE BIG PICTURE 


The first issue that might arise as a result of Morgan’s new job is the dependency 
exemption possibility. If Morgan was living at home and accepted the job late in the 
year, she could qualify as a dependent of her parents. If so, they might also be able 
to claim the qualified tuition deduction (or the lifetime learning credit). If, however, 
her employment began early in the year, she could not be a qualifying child (due 
to the self-supporting limitation) or a qualifying relative (due to the gross income 
limitation)—see Chapter 3. 

Although Morgan’s “extensive search” for employment indicates that she may 
have incurred job hunting expenses, such expenses are not deductible in a first job 
setting. Her qualified moving expenses, however, are not so restricted. Moving 
expenses are deductions for AGI. 

Under the circumstances, Morgan is justified in claiming an office in the home 
deduction. The deduction would include a portion of the rent paid for the apart- 
ment, depreciation on office equipment, and other operating expenses (e.g., util- 
ities). She must be careful not to violate the “exclusive use” restriction. 

As she is required to travel as part of her job, Morgan will use her car for business. 
Thus, she will need to make a choice between the automatic mileage method and 
the actual cost method. Since her tax home is in her apartment, she will have no 
nondeductible commuting expenses. 

If she renders an adequate accounting (and has to return any excess) to Kite 
Corporation, then her allowance need not be reported on her Federal income tax 
return. Nonreimbursed amounts, however, will have to be allocated between meals 
and entertainment (subject to the 50 percent cutback adjustment) and other 
employment-related expenses. The balance is an itemized deduction subject to the 
2 percent-of-AGI floor. 

If she does not render an adequate accounting, the full allowance is included in 
her gross income. All of the meals and entertainment expenses are subject to the 
50 percent cutback adjustment, and the total of all employment-related expenses 
is an itemized deduction subject to the 2 percent-of-AGI floor. 

If Morgan started the job with Kite Corporation late in the year, it is unlikely that 
she will be in a position to itemize her deductions from AGI. Instead, she will claim 
the standard deduction. 

Morgan must maintain adequate substantiation regarding all of these employment- 
related transactions. Detailed records are particularly important in arriving at the 
office in the home deduction and the business use of an automobile (under the actual 
cost method). If Morgan does not render an accounting to Kite, records are crucial in 
supporting the travel and entertainment expenses. 


THE FIRST JOB 


Accountable plan, 9-27 Entertainment expenses, 9-19 Roth IRA, 9-26 

Automatic mileage method, 9-6 Independent contractor, 9-3 Statutory employees, 9-4 
Deduction for qualified tuition and Moving expenses, 9-12 Traditional IRA, 9-26 

related expenses, 9-17 Nonaccountable plan, 9-28 Transportation expenses, 9-5 


Education expenses, 9-15 Office in the home expenses, 9-22 Travel expenses, 9-8 
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DISCUSSION QUESTIONS 


1. L0.1, 9 John and Mary are married and file joint returns for 2008 and 2009. The 2008 


return includes a Schedule C and a Form 2106 for John and a Form 2106 for Mary. The 

2009 return includes only a Schedule C for John. 

a. Commenton the job status (i.e., employed or self-employed) of the parties for 2008. 

b. What are some possible reasons why no Form 2106 is included with the return filed 
for 2009? 


2. L0.1 Bill performs services for Bob. In ascertaining whether Bill is an employee or an 
independent contractor, discuss the relevance of each of the separate factors appearing below: 

The work is performed at Bob’s business location. 

Bill has his own helpers to assist him in his work. 

Bill does not make his services available to others. 

As to job skills, Bob provided for Bill’s training. 

Bill charges a flat fee that is based on an hourly rate. 

Bill reports his income and expenses on Form 2106. 

Bob issues a Form 1099-MISC for the services Bill performs. 

Bill is not covered by the group term life insurance program that Bob provides for 

his employees. 

i. Bill has to file a Schedule SE with his Form 1040. 


3. LO.1 Bernard operates a hair styling salon as a sole proprietor. Because his shop has 


several extra work stations that are not being used, he is considering renting these to 
other stylists, but he wants to avoid any employer-employee relationship with them. 
Advise Bernard on the type of working arrangement he should set up to ensure that any 
new stylists will be classified as independent contractors and not as employees. 


4. LO.1, 11 Gloria is forced to go back to work when her husband loses his job. Fortunately, 


she obtains a position as a dental hygienist in the dentist’s office where she previously 
worked. Everything is the same as before including her salary, except that now she is 
classified as an independent contractor rather than an employee. She is pleased by the 
change since her paychecks are larger. 

a. What has probably happened? 

b. Should Gloria be pleased by her change in status? 

c. Should the dentist Gloria works for have any tax concerns? 


To pro aon ap 


+ 2 ees 


5. LO.1, 11 Joe owns and operates a home-cleaning service. He treats his workers as inde- 
pendent contractors, but now the IRS is challenging this classification. What are some of 
the defenses Joe can offer to justify his position? 


DECISION MAKING 6. LO.2, 11 Kristen has just purchased a new automobile that she plans to use about 70% of 


the time for business. As to the difference between the actual cost method and the 
automatic mileage method, advise Kristen on the tax treatment of the following items: 
State and local sales tax on the purchase of the auto. 

Business parking. 

Interest on auto loan. 

Depreciation. 

Auto insurance and automobile club dues. 

Toll charges while on family vacation trip. 

Periodic oil changes and rotation of tires. 

Fines for traffic violations incurred during business use. 


ee ISSUE IDS aera 7. L0.2 In 2007, Emma purchased an automobile, which she uses for both business and 


personal purposes. Although Emma does not keep records as to operating expenses 
(e.g., gas, oil, repairs), she can prove the percentage of business use and the miles driven 
each year. In March 2009, Emma seeks your advice as to what income tax benefit; if any, 
she can derive from the use of her automobile. What would you suggest? 


Messe: ISSUE Dees ars) 8. LO.3 Gordon travels to San Diego from Denver for a two-day business conference. At the 


conclusion of the meeting on Friday, Gordon stays over and does not return home until 
early Sunday. On Saturday, he visits relatives and does some sightseeing. Under what 


circumstances, if any, might Gordon’s meals and lodging expenses for Saturday be 
deductible? 


STR mrana Tp 
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- L0.3 Dr. Werner is a full-time professor of accounting at Pelican University. During the 


year, he teaches continuing education programs for CPA groups in several cities. He also 
serves as an expert witness in numerous lawsuits involving accounting fraud. Comment 
on the possible tax treatment of Dr. Werner’s job-related expenses. 


L0.3 Dr. and Mrs. Hampton attend a two-day seminar in Baltimore on current 
developments in orthopedic surgery. Dr. Hampton owns and operates a bone and joint 
clinic in Charleston, West Virginia. Mrs. Hampton is the office manager and accountant 
for the clinic and also schedules all the surgeries performed. Comment on the 
deductibility of the Hamptons’ expenses in attending the seminar. 


L0.3 Dr. Mendoza is a professor of Romance languages at State University. In order 
to prepare a paper to be delivered at an academic symposium, he travels to Spain 
to conduct research on the life of Cervantes. Comment on the tax treatment of 
Dr. Mendoza’s trip expenses based on the following assumptions: 

a. He spends two days doing research and three days sightseeing. 

b. He spends three weeks doing research and two weeks sightseeing. 

c. He spends four weeks doing research and one week sightseeing. 


LO.3 Marge is scheduled to go to Paris on business. While there, she would like to do 
some sightseeing. When she mentions this to a friend, the friend suggests that she plan 
her weekends wisely. What does the friend’s suggestion mean from a tax perspective? 


L0.4 In October 2009, Stefanie moved from Tampa to Dallas to accept a new job with 

Green Corporation. In July 2010, she left her job with Green Corporation and returned 

to Tampa. Stefanie’s moving expenses from Tampa to Dallas are not paid for or 

reimbursed by Green Corporation. 

a. Discuss the deductibility of these moving expenses. 

b. To resolve Stefanie’s tax status, make a list of any additional information that is 
needed. 

c. Would it matter if Stefanie always claims the standard deduction and never itemizes 
her deductions from AGI when she files her tax returns? 


LO.4 For the convenience of her employer, Ashley is transferred from the Manhattan 
office to the Los Angeles office. In addition to the usual moving expenses, she incurs the 
following costs: penalty for breaking the old apartment lease, forfeiture of health club 
deposit, and cost of driver training course. Comment on the tax treatment of Ashley’s 
moving expenses based on the following assumptions: 

a. The employer reimburses Ashley for all expenses. 

b. The employer pays for all expenses directly. 


L0.4, 5, 10 During 2009, Noah incurs deductible travel expenses for education purposes 

(out-of-town weekend MBA program) and to move to a new job. 

a. Contrast the travel expenses allowed as a deduction for education with those allowed 
for moving. 

b. If Noah uses his personal automobile for both purposes, how is the automatic mile- 
age deduction determined? 


L0.5, 10 Jamie has an undergraduate degree in finance and is employed full-time by a 
bank. She is taking courses at a local university leading to an MBA degree. 

a. Is the cost of this education deductible to her? 

b. Ifso, are any limitations imposed on the deduction? 


L0.5, 10 In connection with § 222 (deduction for qualified tuition and related expenses), 
comment on the relevance of the following: 

A chemical engineer enrolls in law school. 

The standard deduction is claimed. 

Enrollment at a college requires the payment of a student activity fee. 

The lifetime learning credit is claimed. 

Taxpayer is single and has MAGI of $65,100. 

Miscellaneous itemized deductions do not exceed 2% of AGI. 

The tuition is paid by the taxpayer on behalf of a cousin who qualifies as his 
dependent. 

The taxpayer is married and files a separate return. 


> Mmoranesp 


ISSUE ID 


DECISION MAKING 


ISSUEID 


9-38 PART III Deductions 


ISSUEID 


ISSUEID 


ISSUEID 


DECISION MAKING 


www.cengage.com/taxation/swft 


18. 


19. 


20. 


7A 


22: 


23. 


24. 


25. 


26. 


21 


28. 


L0.5, 10 The Federal income tax contains many provisions that encourage education. In 
this regard, give examples of various benefits available in the form of: 

a. Exclusions from gross income. 

b. Deductions. 

Cae Giedits: 


L0.6 Certain transportation employees are exempt from the cutback adjustment. 
a. Is this a correct statement? Explain. 
b. What is the justification for this special treatment? 


L0.6 In each of the following situations, indicate whether there is a cutback adjustment 

and, if so, to whom it applies (i-e., employer or employee): 

a. The employer expects certain employees to entertain their key customers. The 
employer does not reimburse the employees for these costs. 
Same as (a) except that the employees are reimbursed for these costs. 

c. Each year the employer awards its top salesperson an expense-paid trip to the 
Cayman Islands. 

d. The employer has a cafeteria for its employees where meals are furnished at cost. 

e. The employer sponsors an annual Fourth of July picnic for its employees. 

f. Every Christmas, the employer gives each employee a turkey. 


L0.6 At the last minute, a law firm purchases 10 tickets to the Super Bowl in order to 
entertain certain key clients. Comment on some possible tax ramifications of this situation. 


L0.7 In connection with the office in the home deduction, comment on the following: 
When justified if the taxpayer is an employee. 

The exclusive use requirement. 

The distinction between direct and indirect expenses. 

Taxpayer is a statutory employee and claims the standard deduction. 

Taxpayer is self-employed and claims the standard deduction. 

Every year, fewer taxpayers are claiming the deduction. 

More taxpayers are claiming the deduction than are eligible to do so. 

The deduction is not available to taxpayers who do not own their home (e.g., live in 
rented apartments). 


TO mora Tp 


L0.7 In 2009, Myrna, a full-time fifth grade teacher, spent $1,400 on supplies for her 
classes. The school district, upon the rendition of an adequate accounting, reimbursed her 
for $400 of these expenses. How should Myrna handle this matter for income tax purposes? 


L0.4, 7 Trent, a resident of Florida, attends Vanderbilt University. After graduation, he 
moves to Dallas where he begins a job search. Shortly thereafter, he accepts a position with 
a local radio station as an announcer. Trent’s college degree is in management. Presuming 
no reimbursement, what employmentrelated expenses might Trent be eligible to deduct? 


L0.8 Regarding the tax implications of various retirement plans, comment on the following: 
a. The difference between Keogh (H.R. 10) and traditional deductible IRA plans. 
b. The difference between traditional IRA and Roth IRA plans. 


L0.9 What tax return reporting procedures must be followed by an employee under the 

following circumstances? 

a. Expenses and reimbursements are equal under an accountable plan. 

b. Reimbursements at the appropriate Federal per diem rate exceed expenses, and an 
adequate accounting is made to the employer. 

c. Expenses exceed reimbursements under a nonaccountable plan. 


L0.5, 11 Olivia, a recent graduate from law school, is employed by a law firm as an 
attorney. In order to specialize, she would like to continue her education and earn a 
graduate degree in tax law. She is hesitant to quit her job and go back to school full-time, 
however, as that might jeopardize her deduction for education expenses. Furthermore, she 
is concerned that developing a tax specialty could be treated as acquiring skills for a new 
trade or business. Comment on Olivia’s concerns and provide constructive planning advice. 


L0.6, 9, 10, 11 Kim has just graduated from college and is interviewing for a position in 
marketing. Crane Corporation has offered her a job as a sales representative that will 
require extensive travel and entertainment but provide valuable experience. Under the 
offer, she has two options: a salary of $48,000 and she absorbs all expenses; a salary of 


—_— = © 
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$35,000 and Crane reimburses for all expenses. Crane assures Kim that the $13,000 


difference in the two options will be adequate to cover the expenses incurred. What 
issues should have an impact on Kim’s choice? 


29. L0.4, 11 Ralph plans to retire and move to New Mexico. Discuss Ralph’s deduction for 
moving expenses under the following circumstances: 
a. He isa self-employed physician living and practicing in York, Pennsylvania. 
b. He is a geologist for a major oil company living and working in Nigeria (Africa). 
c. What suggestions, if any, do you have that would improve Ralph’s tax position under 
each assumption? 


30. L0.10 Comment on the deductibility of each of the following items: 
a. Gambling losses in excess of gambling gains. Taxpayer is not a professional gambler. 
b. Expenses incurred in applying for the job of police chief of Birmingham, Alabama. 
Taxpayer, an FBI agent, did not get the job. 
c. Annual dues paid to belong to Rotary Club. Taxpayer is a life insurance broker and 
is active in Rotary’s various civic projects. 
Cost of visual aids prepared by a college professor for use in a graduate seminar. 
e. Cost of dry cleaning uniforms (including alterations by a tailor). Taxpayer is the 
doorman at a New York City hotel. 
f. Cost of safety glasses. Taxpayer is a self-employed chimney sweep. 
g. Cost of noncredit bar exam review program. Taxpayer just graduated from law 
school and is employed by a law firm. 
h. Office in the home expenses that exceed the income from taxpayer’s trade or 
business. 
i. Expenses incurred by taxpayer, a member of the Vermont National Guard, to partici- 
pate in a two-day training session conducted in Pennsylvania. 


PROBLEMS 


31. LO.2, 3 During the year, Emma holds two jobs. After an eight-hour day at the first job, 
she works three hours at the second job. On Fridays of each week, she returns home for 
dinner before going to the second job. On the other days (Monday through Thursday), 
she goes directly from the first job to the second job, stopping along the way for a meal. 
The mileage involved is as follows: 


Home to first job 20 
First job to second job 15 
Home to second job 30 


a. Assuming Emma works 50 weeks during the year, how much of her mileage is 


deductible? 
b. Can Emma deduct the dinners she purchased? Why or why not? 


32. L0.2,5 Anthony is employed by an accounting firm and uses his automobile in connection 
with his work. During the month of August 2009, he works at the office for 10 days and 
participates in the audit of a key client for 10 days. In the audit situation, Anthony goes 
directly from his home to the client’s office. On all other days, he drives to his employer's 
office. On five Saturdays in August, he drives from his home to a local university where he 
attends classes in a part-time MBA program. Relevant mileage is as follows: 


Home to office 12 miles 
Office to audit client 18 miles 
Home to audit client 10 miles 
Home to university 14 miles 


What is Anthony’s deductible mileage for the month of August, and how is it classified for 
tax purposes? 


33. LO.2 Becky is the regional sales manager for a donut retail chain. She starts her working 
day by driving from home to the regional office, works there for several hours, and then 
visits the three sales outlets in her region. Relevant mileage is as follows: 
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34. 


36. 


Home to regional office 10 
Regional office to sales outlet #1 12 
Sales outlet #1 to sales outlet #2 11 
Sales outlet #2 to sales outlet #3 14 
Sales outlet #3 to home 15 


If Becky uses the automatic mileage method and works on 245 days in 2009, what is her 
deduction for the year? . 


LO.2 On July 1, 2007, Gavin purchases a new automobile for $30,000. He uses the car 
70% for business and drives the car as follows: 10,000 miles in 2007; 22,000 miles in 2008; 
and 20,000 miles in 2009. Determine Gavin’s basis in the auto as of January 1, 2010, 
under the following assumptions. 

a. Gavin uses the automatic mileage method. 

b. Gavin uses the actual cost method. [Assume that no § 179 expensing is claimed and 
that 200% declining-balance cost recovery with the half-year convention is used—see 
Chapter 8. The recovery limitation for 2007 is as follows: $3,060 (first year), $4,900 
(second year), $2,850 (third year).] 


L0.1, 3, 6 Brittany went from Seattle to Rome (Georgia) on business. Her time was spent 
as follows: 


Tuesday Travel 

Wednesday Business 

Thursday Sightseeing 1” 

Friday Business 

Saturday and Sunday | ‘\\ clu Hed Sightseeing oud _ urn}. 
Monday Business 

Tuesday Travel 


Brittany’s expenses are summarized below: 


Airfare $2,600 
Lodging (Tuesday through Monday at $140 per day) 980 
Meals (Wednesday through Monday at $130 per day) 780 


Brittany is a self-employed real estate consultant who specializes in assisted-living housing 

projects. 

a. How much can Brittany deduct for the trip? 

b. Assume instead that the destination of Brittany’s business trip is Rome, Italy (not 
Rome, Georgia). How much can she deduct? 

c. Howwill any deductions in (a) and (b) be classified? 


L0.3 Roy, the regional manager for a national retail drug chain, is based in Detroit. 

During March and April of this year, he has to replace temporarily the district manager 

in Cleveland. During this period, Roy flies to Cleveland on Sunday night, spends the week 

at the district office, and returns home to Detroit on Friday afternoon. The cost of 

returning home is $560, while the cost of spending the weekend in Cleveland would have 

been $420. 

a. Presuming no reimbursement by his employer, how much, if any, of these weekend 
expenses may Roy deduct? 

b. Would your answer in (a) change if the amounts involved are reversed (i.e., the trip 
home cost $420; staying in Cleveland would have been $560)? 


( 37. XL0.3, 6 In June of this year, Dr. and Mrs. Alvin Lord traveled to Memphis to attend a 


three-day conference sponsored by the American Society of Implant Dentistry. Alvin, a 
practicing oral surgeon, participated in scheduled technical sessions dealing with the 
latest developments in surgical procedures. On two days, Mrs. Lord attended group 
meetings where various aspects of family tax planning were discussed. On the other day, 
she went sightseeing. Mrs. Lord does not work for her husband, but she does their tax 
returns and handles the family investments. Expenses incurred in connection with the 
conference are summarized below: 
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Airfare (two tickets) $1,040 
Lodging (single and double occupancy are 

the same rate—$220 each day) 660 
Meals ($200 x 3 days)* tat . 600 
Conference registration fee (includes $120 (\) \J | 04 4 

for Family Tax Planning sessions) de 520 
Car rental 240 


* Split equally between Dr. and Mrs. Lord. 


How much, if any, of these expenses can the Lords deduct? 


L0.3 On Thursday, Justin flies from Baltimore (his home office) to Cadiz (Spain). He 

conducts business on Friday and Tuesday; vacations on Saturday, Sunday, and Monday (a 

legal holiday in Spain); and returns to Baltimore on Thursday. Justin was scheduled to 

return home on Wednesday, but all flights were canceled due to bad weather. Therefore, 

he spent Wednesday watching floor shows at a local casino. 

a. For tax purposes, what portion of Justin’s trip is regarded as being for business? 

b. Suppose Monday had not been a legal holiday. Would this change your answer in (a)? 

c. Under either (a) or (b), how much of Justin’s airfare qualifies as a deductible busi- 
ness expense? 


L0.3 Monica travels from her office in Boston to Lisbon, Portugal, on business. Her 
absence of 13 days was spent as follows: 


Thursday Depart for and arrive at Lisbon 

Friday Business transacted 

Saturday and Sunday Vacationing 

Monday through Friday Business transacted 

Saturday and Sunday Vacationing 

Monday Business transacted 

Tuesday Depart Lisbon and return to office in Boston 


a. For tax purposes, how many days has Monica spent on business? 

b. What difference does it make? 

c. Could Monica have spent more time than she did vacationing on the trip without 
loss of existing tax benefits? Explain. 


LO.4 Marlo, a financial planner, decides to quit his job with an investment bank in 
Columbia, South Carolina, and establish a private practice in Albuquerque, New Mexico. 
In connection with the move, he incurs the following expenses: 


Moving van charge $4,300 
Lodging during move 520 
Meals during move 360 
Loss on sale of residence in Columbia 4,000 
Mileage for personal autos 3,400 miles 


How much of these expenses, if any, can Marlo deduct? 


L0.5, 6 Charles is employed as a full-time high school teacher. The school district where 
he works recently instituted a policy requiring all of its teachers to start working on a 
master’s degree. Pursuant to this new rule, Charles spent most of the summer of 2009 
taking graduate courses at an out-of-town university. His expenses are as follows: 


Tuition $6,200 
Books and course materials 1,200 
Lodging 1,400 
Meals 2,100 
Laundry and dry cleaning 180 

200 


Campus parking 


In addition, Charles drove his personal automobile 1,800 miles in connection with the 
education. He uses the automatic mileage method. 
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a. Howmuch, if any, of these expenses might qualify as deductions for AGI? 
b. Howmuch, if any, of these expenses might qualify as deductions from AGI? 


42. L0.5 In each of the following independent situations, determine how much, if any, 
qualifies as a deduction for AGI under § 222 (qualified tuition and related expenses): 

a. Sophia is single and is employed as an architect. During 2009, she spends $3,900 in 
tuition to attend law school at night. Her AGI is $64,000. 

b. John is single and is employed as a pharmacist. During 2009, he spends $2,300 
($2,100 for tuition and $200 for books) to take a course in herbal supplements at a 
local university. His AGI is $70,000. 

c. Hailey is married and is employed as a bookkeeper. She spends $5,200 for tuition 
and $900 for books and supplies pursuing a bachelor’s degree in accounting. Her 
AGI is $40,000 on the separate return she files. 

d. How much, if any, of the above amounts not allowed under § 222 might otherwise qual- 
ify as a deduction from AGIP 


(48) 106, 9 Ryan is a licensed commercial pilot who works for Rail Charter Jet Service. 4 
Typically, Ryan, who lives near the airport, flies a charter out of Paducah, Kentucky, to ; 
either Las Vegas or Reno, spends several nights there, and then returns home with the 


same group. Rail provides Ryan with a travel allowance of $1,600 per month but requires 
no accountability. For calendar year 2009, Ryan had the following job-related expenses: 


a. 


Meals $ 7,000 
Lodging 10,500 
Transportation (taxis, limos) 500 
Uniforms 1,300 
Dry cleaning of uniforms 300 
Annual physical exam 900 


The uniforms are required to be worn on the job. The Federal Aviation Administration 
requires the annual physical exam for the maintenance of a commercial pilot’s license. 
How may Ryan treat these expenses for Federal income tax purposes? 


44. L0.6 Godwit Associates paid $60,000 for a 20-seat skybox at Memorial Stadium for eight 
professional football games. Regular seats to these games range from $70 to $150 each. 
At one game, an employee of Godwit entertained 18 clients. Godwit furnished food and 
beverages for the event at a cost of $950. The game was preceded by a bona fide business 
discussion, and all expenses are adequately substantiated. 
a. How much may Godwit deduct for this event? 
b. Would your answer in (a) change if only 10 (not 18) clients participated—nine of 
P the seats were not occupied? 


| 45.) L0.6 During the current year, Paul, the vice president of a bank, made gifts in the 
following amounts: 


To Sarah (Paul’s personal assistant) at Christmas $36 

To Darryl (a key client)—$3 was for gift wrapping 53a 
To Darryl’s wife (a homemaker) on her birthday 20 We 
To Veronica (Paul’s boss) at Christmas 30 , 


JO 


In addition, on professional assistants’ day, Paul takes Sarah to lunch at a cost of $82. Pre- 
suming Paul has adequate substantiation and is not reimbursed, how much can he 
deduct? 


46. LO.7 Christine is employed full-time as an accountant for a national hardware chain. She 
also has a private consulting practice, which provides tax advice and financial planning to 


the general public. For this purpose, she maintains an office in her home. Expenses 
relating to her home are as follows: 


Real property taxes $3,900 
Interest on home mortgage 4,000 
Operating expenses of home 1,100 
Depreciation allocated to 20% business use 1,600 


Christine’s income from consulting is $16,000, and the related expenses are $5,000. 


47. 


48. 


49. 


50. 
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a. What is Christine’s office in the home deduction? 
b. Suppose that Christine also spent $3,000 to repaint and replace the carpet in the 
office. How do these additional costs change the answer to part (a)? 


c. Suppose that Christine’s income from consulting is only $8,000 (not $16,000). How 
does this change the answer to part (a)? 


L0.3, 6, 9 Jake has AGI of $89,000 during the year and the following expenses related to 


his employment: 

Lodging while in travel status $3,600 
Meals during travel 3,300 
Business transportation 5,400 
Entertainment of clients 3,200 
Professional dues and subscriptions 1,100 


Jake is reimbursed $12,000 under his employer’s accountable plan. What are his deduc- 


tions forand from AGI? 

L0.3, 6, 9 During the year, Brenda has the following expenses related to her employment: 
Airfare $8,500 

Meals 4,000 

Lodging 4,900 

Transportation while in travel status (taxis, limos) 940 

Entertainment of clients 8,000 


+f AYO 

Although Brenda renders an adequate accounting to her employer, she is reimbursed for 

only $12,000 of the above expenses. What are Brenda’s tax consequences based on the 

following assumptions? 

a. The $12,000 reimbursement does not designate which expenses are covered. 

b. The reimbursement specifically covers only the meals and entertainment expenses. 

c. The reimbursement covers any of the expenses other than meals and entertainment. 

d. If Brenda has a choice of reimbursement procedures [parts (a), (b), or (c) above], 
which should she select and why? 


LO.6, 9,10 Audry, age 38 and single, earns a salary of $59,000. She has interest income of 
$1,600 and has a $2,000 long-term capital loss from the sale of a stock investment. Audry 
incurs the following employment-related expenses during the year: 


Transportation $5,500 
Meals 2,800 
Lodging 4,200 
Entertaining clients 2,200 
Professional dues and subscriptions 300 


Under an accountable plan, Audry receives reimbursements of $4,500 from her 
employer. Calculate her AGI and itemized employee business expenses. 


L0.5, 7, 10 B. J. and Carolyn Grace are full-time employees. B. J. is an elementary school 
teacher, and Carolyn is a registered nurse at a hospital. During 2009, they incur the 
following employment-related expenses: 


School supplies for use in the classroom $1,400 
Emergency room uniforms 800 
Union dues (teachers association) 200 
Job hunting expenses (Carolyn obtained another 

nursing position but decided not to change jobs) 1,300 
Continuing education correspondence courses 

(required to maintain nursing license) 380 
Professional dues and subscriptions 1,100 
Contribution by Carolyn to traditional IRA 5,000 


None of these expenses are reimbursed by the employers. 
For the year, the Graces file a joint return reflecting gross income of $84,000. They 
have other itemized deductions (i.e., interest on home mortgage, property taxes on 
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personal residence, state income taxes, charitable contributions) of $14,500. Determine 
the total amount of itemized deductions allowed to the Graces for tax year 2009. 


51. Frank B. and Lucy B. Rose have no dependents and are both under age 65. Frank is a 


statutory employee of Green Valley, a wholesaler of recyclable materials (business code is 
421930); his Social Security number is 111-11-1111. Lucy is a manager with Freight Rite, 
a trucking company, and her Social Security number is 12345-6789. The Roses live at 
482 Devon Drive, Clearwater, FL 33758. They do not contribute to the Presidential 
Election Campaign fund. 

In 2008, Frank earned $65,200 in commissions. His employer withheld FICA taxes of 
$4,988 [($65,200 x 6.2%) + ($65,200 x 1.45%)] but does not withhold income taxes. 
Frank paid $5,000 in estimated taxes. Lucy earned $69,000 from which her employer 
withheld FICA taxes of $5,279 [($69,000 x 6.2%) + ($69,000 x 1.45%)] and Federal 
income taxes of $6,000. Neither Frank nor Lucy received any expense reimbursements. 

Frank uses his automobile in his employment, and during 2008, his business mileage 
is 28,000 miles (divided evenly throughout the year). Parking and tolls in connection 
with business use are $520 and $190, respectively. Fines paid for traffic violations (during 
business use) total $600. In deducting business use of his automobile, Frank always uses 
the automatic mileage method. His other employment-related expenses for the year are 
as follows: 


Airfare $4,000 
Meals 3,600 
Lodging 3,000 
Entertainment 1,800 
Business gifts 870 


The business gifts consist of 30 fruit baskets Frank sent to key customers during the Christ- 
mas season. Each basket cost $25 (not including $4 for wrapping and shipping). 

During the year, Lucy enrolled in a weekend MBA program at a local university. In 
this regard, she spent the following amounts: $3,800 (tuition) , $820 (books and computer 
supplies), $250 (meals while on campus), and $220 (bus fare to and from campus). Lucy 
took her secretary to lunch on two occasions ($91 and $86) and her boss on one occasion 
($110). She spent $140 on professional dues and $120 on trade journals. 

Neither Frank nor Lucy is covered under an employer-sponsored retirement plan. 
However, each contributes $5,000 (for a total of $10,000) to a traditional IRA. 

In addition to their salaries, the Roses received the amounts listed below during the 
year: 


Interest on certificate of deposit issued by Tampa 


State Bank $ 2,000 
Inheritance from Albert 50,000 
Distribution from Cardinal Life 100,600 


The distribution from Cardinal Life represents the maturity value ($100,000) plus inter- 
est ($600) of an insurance policy on Albert’s life. Albert was Frank’s uncle and had desig- 
nated Frank as the beneficiary of the policy. Because Albert died overseas, the insurance 
company had delayed in making the distribution to Frank. 

The Roses had other expenditures as follows: 


Charitable contributions (cash) $2,400 
Medical and dental expenses 9,000 
Real property taxes on residence 4,800 
Sales taxes—actual amount (receipts available) 2,200 
Home mortgage interest 6,000 


Tax return preparation fee 500 


es 


a2 
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Part 1—Tax Computation 


Compute the Roses’ Federal income tax payable or refund due, assuming they file a joint 
mcome tax return, for 2008. If they have overpaid, they want the amount refunded. You 
will need Forms 1040 and 2106 and Schedules A, B, and C. Suggested software: TaxCut. 


Part 2—Tax Planning 


The Roses request your help in deciding where to invest the extra $150,000 (life insur- 
ance and inheritance) they received in 2008. They are considering two alternatives: 


® Municipal bonds that yield 4.5%. 
® Common stock that regularly pays cash dividends (and appreciates) at the rate of 7%. 


a. Calculate the better alternative for next year. Assume that Lucy and Frank will have 
the same income and deductions in 2009, except for the income from the invest- 
ment they choose. 

b. Write a memo to the Roses, explaining their alternatives. 


Gretchen E. Canby, single and age 34, lives at 1456 Dogwood Lane, Raleigh, NC 27611. 
She is the regional sales manager of WHEELEX, a national chain of auto parts stores. 


® Gretchen is paid an annual salary of $61,000 plus an expense allowance of $22,000. 
The allowance is designed to help Gretchen defray the travel expenses incurred in 
overseeing the various retail outlets in her area. It is also anticipated that she will enter- 
tain (e.g., business lunches) various store managers and prospective hires. The com- 
pany has no policy against using some of the allowance to make modest gifts to 
managers as deemed appropriate. WHEELEX requires no accounting as to the 
expense allowance and does not retain any control over its use or nonuse. 

® In addition to the salary and expense allowance, Gretchen receives an annual bonus. 
Because the bonus for each year is not determined until late in December, it is not paid 
until January of the following year. Gretchen’s bonus is $6,000 for 2008 (received in 
2009) and $6,500 for 2009 (received in 2010). 

© WHEELEX maintains a health insurance plan for its employees but requires them to 
contribute toward the cost. Gretchen’s share of the annual insurance premium is 
noted below. The company does not have a retirement plan for its employees. Several 
years ago, Gretchen established a traditional IRA for herself, and during 2009, she con- 
tributed $5,000 to the account. 

® As WHEELEX maintains no administration facilities in her sales area, Gretchen works 
out of her home. In March 2004, she converted 20% of her 2,400-square-foot residence 
into an office area. She had just purchased the property for $350,000 (of which $40,000 
was attributable to the land). As of January 1, 2009, the residence is valued at $500,000 
($50,000 attributable to the land). Gretchen has computed past depreciation under 
MACRS, using straight-line depreciation over 39 years (see Chapter 8). Relevant 
expenses for 2009 include utilities of $3,400, homeowner’s insurance of $3,800, clean- 
ing services of $2,400, and taxes and interest (see below). Gretchen also added wall- 
paper to the office area at a cost of $1,100. 

® Gretchen uses her car for business and deducts the expenses under the actual cost 
method. The car was purchased new in 2007 (no trade-in was involved) for $45,000 and 
has been consistently used 85% for business and 15% for personal purposes. Deprecia- 
tion has been claimed under the MACRS 200% declining-balance method, and no 
§ 179 election was made in the year of purchase. During 2009, the car is driven 18,000 
miles (15,300 miles for business). Expenses relating to the car are as follows: gasoline 
($3,100), repairs and maintenance ($800), and insurance ($1,800). In addition, 
Gretchen incurred parking ($240) and toll charges ($110) during business use. While 
on business trips, Gretchen received (and paid) several speeding tickets totaling $605. 


e In addition to the use of her residence and auto, Gretchen had the following 


employment-related expenses during 2009: 


Airfare $2,900 
Lodging 3,000 
Meals 3,200 
Entertainment 2,400 
Car rentals 320 
Business gifts 800 


Trade journals 180 


TAX COMPUTATION PROBLEM 
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The business gifts comprised $50 gift certificates to a restaurant chain sent at Christ- 
mas to her 16 store managers. 
© Besides those items previously noted, Gretchen had the following receipts for 2009: 


Interest on CD at Durham State Bank $1,500 
Interest on City of Charlotte general purpose bonds 2,000 
State of North Carolina income tax refund (for tax year 2008) 150 


In addition, Gretchen won a laptop computer at a church raffle. The church paid 
$900 for the computer, but it has a retail selling price of $1,200. Gretchen’s raffle ticket 
cost $10. 

© Other expenditures for 2009 are summarized below: 


‘s Premiums paid on medical insurance $2,400 

4 Medical expenses not covered by insurance 2,100 : 

; Property taxes on personal residence 3,600 3 
Interest on home mortgage 4,800 7 
Church pledge 3,000 
Fee paid for preparation of 2008 income tax return : 350 y 


Gretchen pledges $2,400 per year to her church. The $3,000 she paid in 2009 was for 
the 2009 pledge ($2,400) and the unpaid balance on her 2008 pledge ($600). 

e Gretchen’s household includes her divorced mother, Reba Canby, whom she supports. 
Reba’s sole income consists of $4,000 in interest from a portfolio of municipal bonds 
received as part of the divorce settlement. 


Gretchen’s Social Security number is 123—45-6789; Reba’s Social Security number is 
111-11-1111. Gretchen made no estimated tax payments during the year, but her 
employer withheld $6,300 for Federal and $3,200 for state income tax. 

Using the Tax Rate Schedules, determine Gretchen’s Federal income tax payable 
(or refund) for 2009. 


RESEARCH PROBLEMS 


.} THOMSON REUTERS Note: Solutions to Research Problems can be prepared by using the Checkpoint® 

Checkpoint? Student Edition Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. Aaron, a resident of Minnesota, has been a driver for Green Delivery 
Service for the past six years. For this purpose, he leases a truck from Green, and his 
compensation is based on a percentage of the income resulting from his pickup and 
delivery services. Green allows its drivers to choose their 10-hour shifts and does not 
exercise any control on how these services are carried out (e.g., the route to be taken or the 
order in which parcels are delivered or picked up). Under Green’s operating agreement 
with its drivers, Green can terminate the arrangement after 30 days’ notice. In practice, 
however, Green allows its truckers to quit immediately without giving advance notice. The 
agreement also labels the drivers as independent contractors. Green maintains no health 
or retirement plans for its drivers, and each year it reports their income by issuing Forms 
1099-MISC (and not Forms W-2). Green requires its drivers to maintain a commercial 
driver’s license and be in good standing with the state highway law enforcement division. 

Citing the employment tax Regulations in §§ 31.3121(d)-1(c)(2) and 31.3306 (i)— 
1(b), an IRS agent contends that Aaron is an independent contractor and, therefore, is 
subject to the self-employment tax. Based on Peno Trucking, Inc. (93 TCM 1027, T.C.Memo. 
2007-66), Aaron disagrees and contends that he is an employee (ie., not self-employed). 
Who is correct and why? 


Research Problem 2. Richard Harding is the sheriff of Howard County, Indiana. In addition 
to the usual law enforcement duties, the sheriff has the responsibility of maintaining the 
detention facility (i.e., county jail). Further, he must furnish meals for all prisoners in 
accordance with certain nutritional standards prescribed by the state. Although the sheriff 
must absorb the cost of the meals, the county provides a personal allowance. 
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During the year, Sheriff Harding received a salary of $35,000 (as reported on a Form 
W-2 issued by Howard County). He spent $90,000 on prisoner meals and received meal 
allowances of $110,000. On his income tax return, he reported the salary as employee 
income, but listed the allowances and meals on a Schedule C. Thus, he treated himself as 
self-employed by claiming the cost of the meals as a deduction for AGI. 

Upon audit, the IRS determined that the Schedule C treatment was improper. 
Harding was not in a separate trade or business of providing meals, but was merely 
carrying out his employmentrelated duties. The costs of the meals are employee business 
expenses deductible only as miscellaneous itemized deductions on Schedule A. As such, 
they are subject to the 2%-of-AGI floor. 

Is Sheriff Harding or the IRS correct? Why? 


Research Problem 3. In which, if either, of the following independent situations is the 
taxpayer “away from home” so as to permit a deduction for the cost of meals obtained 
during the trip? 

Case A. Ryan is the sales representative for a national greeting card company. As he 
has a rather extensive sales territory, Ryan makes his rounds using a company-owned car 
over a 16- to 19-hour period. During these one-day business trips, Ryan will pull over to a 
roadside park at least once and take a short nap in the backseat of his auto. 

Case B. Matthew is the captain of a ferryboat that carries several hundred tourists on 
round trips from Seattle to Victoria and back. Each voyage lasts from 15 to 17 hours and 
provides for a 6 to 7-hour layover in Victoria, enabling the passengers to shop and 
sightsee. During the layover, Matthew usually takes a 4hour nap on a cot located in the 
pilothouse of the ferryboat. 


Partial list of research aids: 

§ 162(a)(2). 

Rev.Rul. 61-221, 1961-2 C.B. 34 

Frederick J. Barry, 54 T.C. 1210 (1970), aff'din 71-USTC 99126, 27 AFTR2d 71-334, 435 F.2d 
1290 (CA-1, 1970). 

Marc G. Bissonnette, 127 T.C. 124 (2006). 


Research Problem 4. Rick Beam has been an independent sales representative for various COMMUNICATIONS 
textile manufacturers for many years. His products consist of soft goods, such as 


tablecloths, curtains, and drapes. Rick’s customers are clothing store chains, department 
stores, and smaller specialty stores. The employees of these companies who are responsible 
for purchasing merchandise are known as buyers. These companies generally prohibit 
their buyers from accepting gifts from manufacturers’ sales representatives. 

Each year Rick gives cash gifts (never more than $25) to most of the buyers who are 
his customers. Generally, he cashes a large check in November and gives the money 
personally to the buyers around Christmas. Rick says, “This is one of the ways that I 
maintain my relationship with my buyers.” He maintains adequate substantiation of all the 


ts. 
a Rick’s deductions for these gifts have been disallowed by the IRS, based on 
§ 162(c) (2). Rick is confused and comes to you, a CPA, for advice. 
a. Write a letter to Rick concerning his tax position on this issue. Rick’s address is 948 
Octavia Street, Baton Rouge, LA 70821. 
b. Prepare a memo for your files supporting the advice you have given. 


Use the tax resources of the Internet to address the following questions. Do not restrict | 
your search to the World Wide Web, but include a review of newsgroups and general a INTERNET 
reference materials, practitioner sites and resources, primary sources of the tax law, aaa activity 
chat rooms and discussion groups, and other opportunities. 


Research Problem 5. What are the guidelines regarding the deductibility of conventions held 
outside the North American area? Refer to Chapter 1 of IRS Publication No. 463. 


Research Problem 6. In reporting the transactions of a self-employed taxpayer, when can a 
Schedule C-EZ be used instead of the regular Schedule C of Form 1040? 


Research Problem 7. Determine whether your city qualifies for the “high-cost” travel per 
diem allowances provided by the IRS. 
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LEARNING OBJECTIVES 


After completing Chapter 10, you should be able to: 


L0.1 


Distinguish between deductible and 
nondeductible personal expenses. 


L0.2 

Define medical expenses and 
compute the medical expense 
deduction. 


LO.3 

Contrast deductible taxes with 
nondeductible fees, licenses, and 
other charges. 


L0.4 

Understand the Federal income tax 
treatment of state and local income 
taxes and sales taxes. 


L0.5 

Distinguish between deductible and 
nondeductible interest and apply the 
appropriate limitations to deductible 
interest. 


Deductions and Losses: 


Certain Itemized Deductions 


L0.6 


Understand charitable contributions 
and their related measurement 
problems and percentage 
limitations. 


L0.7 


List the business and personal 
expenditures that are deductible 
either as miscellaneous itemized 
deductions or as other itemized 
deductions. 


L0.8 

Recognize the limitation on certain 
itemized deductions applicable to 
high-income taxpayers. 


LO.9 

Identify tax planning strategies that 
can maximize the benefit of itemized 
deductions. 
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F Income (broadly conceived ) 
a. Less: Exclusions 
Tax Formula << Gross income 
=a for Individua Is | Less: Deductions for adjusted gross income 
| Adjusted gross income 
Less: The greater of total itemized deductions or the standard deduction 


This framework for individual 


taxation is based on the 
Income Tax Formula in - 
Figure 3.1. The portions of | 40 
the formula that are bold- 
faced are covered in this Personal and dependency exemptions 
chapter. Below those por- Taxable income 
tions are shown the sections 
of Form 1040 where the 
results are reported. 


Tax on taxable income (see Tax Tables or Tax Rate Schedules ) 
Less: Tax credits (including income taxes withheld and prepaid ) 
Tax due (or refund ) 


THE BIG PICTURE 


IMPACT OF John and Susan Williamson, a young professional couple, have been renting an 
apartment since they were married. Their income has grown as they've become more 

ITEMIZED established in their careers, and they now feel that the time has come to purchase 
DEDUCTIONS ON their own home. John and Susan’s current monthly rent is $2,000, but they are 


willing to spend $2,500 per month on an after-tax basis if necessary for their first 
MAJOR home. 

After months of house hunting, they have found the perfect home, but they fear it 
PURCHASES may be too expensive. If they acquire a standard mortgage to finance the purchase of 
the home, the total cash outlay during the first year of ownership would be $42,000 
($2,000 principal payments, $37,000 interest payments, $3,000 real estate taxes). 
Alternatively, if they use their retirement and taxable investments to secure the home 
financing, they could qualify for a lower interest rate and thereby reduce the interest 
charge from $37,000 to $35,000. They expect their Federal taxable income to range 
between $160,000 and $185,000 during the year. John and Susan have not itemized 
their deductions in prior years because the amount of their qualifying personal 
expenditures has fallen just short of the standard deduction amount. The William- 

sons live in a state that imposes an income tax at a flat rate of 6 percent. 
Can John and Susan Williamson afford to pursue their dream of home ownership? 
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10.1 GENERAL CLASSIFICATION OF EXPENSES 


As a general rule, the deduction of personal expenditures is disallowed by § 262 of 
the Code. However, Congress has chosen to allow certain personal expenditures to 
be deducted as itemized deductions. Personal expenditures that are deductible as 
itemized deductions include medical expenses, certain taxes, mortgage interest, 
investment interest, and charitable contributions. These expenditures and other 
personal expenditures that are allowed as itemized deductions are covered in this 
chapter. Though certain exceptions exist, personal expenditures not specifically 
allowed as itemized deductions by the tax law are nondeductible. 

Allowable itemized deductions are deductible from AGI in arriving at taxable 
income if the taxpayer elects to itemize. The election to itemize is appropriate when 
total itemized deductions exceed the standard deduction based on the taxpayer’s 
filing status.’ 


GENERAL REQUIREMENTS 


Medical expenses paid for the care of the taxpayer, spouse, and dependents are 
allowed as an itemized deduction to the extent the expenses are not reimbursed. 
The medical expense deduction is limited to the amount by which such expenses 
exceed 7.5 percent of the taxpayer’s AGI. 


LO.1 | 
Distinguish between deductible | 


and nondeductible personal 
expenses. 


L0.2 


Define medical expenses and 


compute the medical expense 
deduction. 


During the year, Iris had medical expenses of $4,800, of which $1,000 was eS EXAMPLE i | 


by her insurance company. If her AGI for the year is $40,000, the itemized deduction 
for medical expenses is limited to $800 [($4,800 — $1,000) — (7.5% x $40,000)]. = 


MEDICAL EXPENSES DEFINED 


The term medical care includes expenditures incurred for the “diagnosis, cure, miti- 
gation, treatment, or prevention of disease, or for the purpose of affecting any struc- 
ture or function of the body.”* A partial list of deductible and nondeductible 
medical items appears in Exhibit 10.1. 

A medical expense does not have to relate to a particular ailment to be deduct- 
ible. Since the definition of medical care is broad enough to cover preventive meas- 
ures, the cost of periodic physical and dental exams qualifies even for a taxpayer in 
good health. 

Amounts paid for unnecessary cosmetic surgery are not deductible medical 
expenses. However, if cosmetic surgery is deemed necessary, it is deductible as a 
medical expense. Cosmetic surgery is necessary when it ameliorates (1) a deformity 
arising from a congenital abnormality, (2) a personal injury, or (3) a disfiguring 
disease. 


Art, a calendar year taxpayer, paid $11,000 to a plastic surgeon for a face lift. Art, age 
75, merely wanted to improve his appearance. The $11,000 does not qualify as a medi- 
cal expense since the surgery was unnecessary. @ 


As a result of a serious automobile accident, Marge’s face is disfigured. The cost of 
restorative cosmetic surgery is deductible as a medical expense. @ 


'The total standard deduction is the sum of the basic standard deduction, the 2§ 213(d)(1)(A). 
additional standard deduction, and (for 2008 and 2009) the real property 
tax deduction (refer to Chapter 3). 
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THE PRESIDENT AND VICE PRESIDENT ITEMIZE 


Approximately two-thirds of all individual taxpayers take Grossincome _ OMEE POGSP $936,411) * 


the standard deduction each year rather than itemize. In Adjusted gross income — Sees e0r 
2008, then President George W. Bush and Vice President Itemized deductions: _ oie ae 
Richard B. Cheney were among the one-third who itemized. ‘Medical expenses » $ oO 
Bush, who filed a joint return with his wife, released their Taxes — 7 24,363) 
2007 tax return to the public. The itemized deductions, Interest -0- 
along with certain other information from the Bush tax Charitable contributions 165,660 
return, are shown in the column to the right. Job expenses and other be 
Cheney, who did not release Schedule A-Itemized miscellaneous deductions __ 27,592 
Deductions, reported gross income of $3,052,038 and item- Total itemized deductions $217,615 


ized deductions of $512,433. 


The cost of care in a nursing home or home for the aged, including meals and lodging, 
can be included in deductible medical expenses if the primary reason for being in 
the home is to get medical care. If the primary reason for being there is personal, 
any costs for medical or nursing care can be included in deductible medical 
expenses, but the cost of meals and lodging must be excluded.* 


EXHIBIT 10.1 Examples of Deductible and Nondeductible Medical Expenses 


Deductible Nondeductible 


Medical (including dental, mental, and Funeral, burial, or cremation expenses 
hospital) care 


Prescription drugs 
Special equipment 


Nonprescription drugs (except insulin) 
Bottled water 
Toiletries, cosmetics 


Wheelchairs Diaper service, maternity clothes 
Crutches Programs for the general improvement 
Artificial limbs of health 
Eyeglasses (including contact lenses) Weight reduction 
Hearing aids Health spas 
Transportation for medical care Social activities (e.g., dancing and 
Medical and hospital insurance swimming lessons) 
premiums Unnecessary cosmetic surgery 


Long-term care insurance premiums 
(subject to limitations) 


Cost of alcohol and drug rehabilitation 
Certain costs to stop smoking 


Weight reduction programs related to 
obesity 


SS SSeS 


Reg. § 1.213-(e)(1)(v). 


ee 
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Norman has a chronic heart ailment. In October, his family decides to place Norman in P EXAMPLE 4 


a nursing home equipped to provide medical and nursing care facilities. Total nursing 
home expenses amount to $15,000 during the year. Of this amount, $4,500 is directly 
attributable to medical and nursing care. Since Norman is in need of significant medical 
and nursing care and is placed in the facility primarily for this purpose, all $15,000 of 
the nursing home costs are deductible (subject to the 7.5% floor). ™ 


Tuition expenses of a dependent at a special school may be deductible as a medical 
expense. The cost of medical care can include the expenses of a special school for a 
mentally or physically handicapped individual. The deduction is allowed if a princi- 
pal reason for sending the individual to the school is the school’s special resources 
for alleviating the infirmities. In this case, the cost of meals and lodging, in addition 
to the tuition, is a proper medical expense deduction.* 


Jason’s daughter Marcia attended public school through the seventh grade. Because Peewee 


Marcia was a poor student, she was examined by a psychiatrist who diagnosed a prob- 
lem that created a learning disability. Upon the recommendation of the psychiatrist, 
Marcia is enrolled in a private school so that she can receive individual attention. The 
school has no special program for students with learning disabilities and does not pro- 
vide special medical treatment. The expense related to Marcia’s attendance is not 
deductible as a medical expense. The cost of any psychiatric care, however, qualifies 
as a medical expense. @ 


Example 5 shows that the recommendation of a physician does not automatically 
make the expenditure deductible. 


PiacGiING Out To GET A DEDUCTION 


Michael has always been overweight, and now he has 
decided to do something about it. He recently read in a 
news story that the IRS allows a medical expense deduction 
for the cost of weight reduction programs. He scheduled an 
appointment with his doctor to discuss enrolling in the clin- 


under the IRS guidelines and would not be able to take the 
medical expense deduction. Michael scheduled another 
appointment and proceeded to eat much more than usual 
for the next month. He returned 20 pounds heavier than at 
the first appointment and joked with the doctor that he 


now qualified for the medical expense deduction. Discuss 
whether Michael is justified in deducting the cost of the 
weight reduction program. 


ic’s weight reduction program and mentioned that he was 
happy that he would be able to deduct the cost. His doctor, 
who was familiar with the IRS’s position, informed Michael 
that he was 10 pounds below the weight considered obese 


CAPITAL EXPENDITURES FOR MEDICAL PURPOSES 


Some examples of capital expenditures for medical purposes are swimming pools if the 
taxpayer does not have access to a neighborhood pool and air conditioners if they 
do not become permanent improvements (e.g., window units).” Other examples 
include dust elimination systems,” elevators,’ and a van specially designed for a 
wheelchair-bound taxpayer. These expenditures are medical in nature if they are 
incurred as a medical necessity upon the advice of a physician, the facility is used pri- 
marily by the patient alone, and the expense is reasonable. 


*Ltr.Rul. 7948029. 
7Riach v. Frank, 62-1 USTC $9419, 9 AFTR2d 1263, 302 F.2d 374 (CA-9, 


1962). 


*Donald R. Pheifer, 37 TCM 816, T.C.Memo. 1978-189. Also see Rev.Rul. 78— 
340, 1978-2 C.B. 124. 
Reg. § 1.213—1(e)(1)(iii). 
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Capital expenditures normally are adjustments to basis and are not deductible. 
However, both a capital expenditure for a permanent improvement and expenditures 
made for the operation or maintenance of the improvement may qualify as medical 
expenses. If a capital expenditure qualifies as a medical expense, the allowable cost is 
deductible in the year incurred. Although depreciation is required for most other cap- 
ital expenditures, it is not required for capital expenditures for medical purposes. 

A capital improvement that ordinarily would not have a medical purpose qualifies 
as a medical expense if it is directly related to prescribed medical care and is deducti- 
ble to the extent that the expenditure exceeds the increase in value of the related 
property. Appraisal costs related to capital improvements are also deductible, but 
not as medical expenses. These costs are expenses incurred in the determination of 
the taxpayer’s tax liability.® 


Fred is afflicted with heart disease. His physician advises him to install an elevator in his 
residence so he will not be required to climb the stairs. The cost of installing the eleva- 
tor is $3,000, and the increase in the value of the residence is determined to be only 
$1,700. Therefore, $1,300 ($3,000 — $1,700) is deductible as a medical expense. Addi- ' 
tional utility costs to operate the elevator and maintenance costs are deductible as . 
medical expenses as long as the medical reason for the capital expenditure continues 

to exist. @ 


The full cost of certain home-related capital expenditures incurred to enable a 
physically handicapped individual to live independently and productively qualifies as a 
medical expense. Qualifying costs include expenditures for constructing entrance 
and exit ramps to the residence, widening hallways and doorways to accommodate 
wheelchairs, installing support bars and railings in bathrooms and other rooms, and 
adjusting electrical outlets and fixtures.? These expenditures are subject to the 
7.5 percent floor only, and the increase in the home’s value is deemed to be zero. 


MEDICAL EXPENSES INCURRED FOR SPOUSE AND DEPENDENTS 


In computing the medical expense deduction, a taxpayer may include medical 
expenses for a spouse and for a person who was a dependent at the time the 
expenses were paid or incurred. Of the requirements that normally apply in deter- 
mining dependency status, ’? neither the gross income nor the joint return test 
applies in determining dependency status for medical expense deduction purposes. 


| EXAMPLE 7 (age 22) is married and a full-time student at a university. During the year, Ernie 


incurred medical expenses that were paid by Matilda (Ernie’s mother). She provided 
more than half of Ernie’s support for the year. Even if Ernie files a joint return with his 
wife, Matilda may claim the medical expenses she paid for him. Matilda would com- 
bine Ernie’s expenses with her own before applying the 7.5% floor. = 


For divorced persons with children, a special rule applies to the noncustodial par- 
ent. The noncustodial parent may claim any medical expenses he or she pays even 
though the custodial parent claims the children as dependents. 


Irv and Joan were divorced last year, and Joan was awarded custody of their child, 
Keith. During the current year, Irv makes the following payments to Joan: $3,600 for 
child support and $2,500 for Keith’s medical bills. Together, Irv and Joan provide more 
than half of Keith’s support. Even though Joan claims Keith as a dependent, Irv can 
combine the $2,500 of medical expenses that he pays for Keith with his own when 
calculating his medical expense deduction. m 


°§ 219(3). Refer to Chapter 3 for discussion of these requirements. 
“For a complete list of the items that qualify, see Rev.Rul. 87-106, 1987-2 C.B. 67. 
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TRANSPORTATION, MEAL, AND LODGING EXPENSES 
FOR MEDICAL TREATMENT 


Payments for transportation to and from a point of treatment for medical care are 
deductible as medical expenses (subject to the 7.5 percent floor). Transportation 
expenses for medical care include bus, taxi, train, or plane fare, charges for ambu- 
lance service, and out-of-pocket expenses for the use of an automobile. A mileage 
allowance of 24 cents per mile’? for 2009 may be used instead of actual out-of-pocket 
automobile expenses. Whether the taxpayer chooses to claim out-of-pocket automo- 
bile expenses or the 24 cents per mile automatic mileage option, related parking 
fees and tolls can also be deducted. The cost of meals while en route to obtain medi- 
cal care is not deductible. 

A deduction is also allowed for the transportation expenses of a parent who must 
accompany a child who is receiving medical care or for a nurse or other person giv- 
ing assistance to a person who is traveling to get medical care and cannot travel 
alone. 

A deduction is allowed for lodging while away from home for medical care if the 
following requirements are met:'* 


e The lodging is primarily for and essential to medical care. 

e Medical care is provided by a doctor in a licensed hospital or a similar 
medical facility (e.g., a clinic). 

e The lodging is not lavish or extravagant under the circumstances. 

e There is no significant element of personal pleasure, recreation, or vaca- 
tion in the travel away from home. 


The deduction for lodging expenses included as medical expenses cannot exceed 
$50 per night for each person. The deduction is allowed not only for the patient but 
also for a person who must travel with the patient (e.g., a parent traveling with a 
child who is receiving medical care). 


Herman, a resident of Winchester, Kentucky, is advised by his family physician that eee 2 


Martha, Herman’s dependent and disabled mother, needs specialized treatment for 
her heart condition. Consequently, Herman and Martha fly to Cleveland, Ohio, where 
Martha receives the therapy at a heart clinic on an outpatient basis. Expenses in con- 
nection with the trip are as follows: 


Round-trip airfare ($250 each) $500 
Lodging in Cleveland for two nights ($60 each per night) 240 


Herman’s medical expense deduction for transportation is $500, and his medical 
expense deduction for lodging is $200 ($50 per night per person). Because Martha is 
disabled, it is assumed that his accompanying her is justified. ™ 


No deduction is allowed for the cost of meals unless they are part of the medical 
care and are furnished at a medical facility. When allowable, such meals are not sub- 
ject to the 50 percent limit applicable to business meals. 


AMOUNTS PAID FOR MEDICAL INSURANCE PREMIUMS 


Medical insurance premiums are included with other medical expenses subject to 
the 7.5 percent floor. Premiums paid by the taxpayer under a group plan or an indi- 
vidual plan are included as medical expenses. If an employer pays all or part of the 
taxpayer’s medical insurance premiums, the amount paid by the employer is not 
included in gross income by the employee. Likewise, the premium is not included in 
the employee’s medical expenses. 


“This amount is adjusted periodically. The allowance was 19 cents for January 28 213(d)(2). 
1-June 30, 2008, and 27 cents for July 1-December 31, 2008. 
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If a taxpayer is self-employed, insurance premiums paid for medical coverage are 
deductible as a business expense (for AGI).'® The deduction for AGI is allowed for 
premiums paid on behalf of the taxpayer, the taxpayer's spouse, and dependents 
of the taxpayer. The deduction is not allowed to any taxpayer who is eligible to par- 
ticipate in a subsidized health plan maintained by any employer of the taxpayer or of 
the taxpayer’s spouse. Premiums paid for medical insurance coverage of employees 
are deductible as business expenses. 


SXANELE 10 0 S| Ellen, a sole proprietor of a restaurant, has two dependent children. During the year, 


she paid health insurance premiums of $8,400 for her own coverage and $7,000 for cov- 
erage of her two children. Ellen can deduct $15,400 as a business deduction (for AGI) in 
computing her taxable income. & 


Taxpayers may also include premiums paid on qualified long-term care insurance 
contracts in medical expenses, subject to limitations based on the age of the insured. 
For 2009, the per-person limits range from $320 for taxpayers age 40 and under to 
$3,980 for taxpayers over age 70. See IRS Publication 502 for details relating to 
requirements for deducting qualified long-term care insurance contracts. 4 


YEAR OF DEDUCTION 


Regardless of a taxpayer’s method of accounting, medical expenses are deductible 
only in the year paid. In effect, this places all individual taxpayers on a cash basis as 
far as the medical expense deduction is concerned. One exception, however, is 
allowed for deceased taxpayers. If the medical expenses are paid within one year 
from the day following the day of death, they can be treated as being paid at the 
time they were incurred. Thus, such expenses may be reported on the final income 
tax return of the decedent or on earlier returns if incurred before the year of 
death. 

No current deduction is allowed for payment for medical care to be rendered in 
the future unless the taxpayer is under an obligation to make the payment. Whether 
an obligation to make the payment exists depends upon the policy of the physician 
or the institution furnishing the medical care. 


_ EXAMPLE 11 J Upon the recommendation of his regular dentist, in late December 2009 Gary consults 


Dr. Smith, a prosthodontist, who specializes in crown and bridge work. Dr. Smith tells 
Gary that he can do the restorative work for $12,000. To cover his lab bill, however, 
Dr. Smith requires that 40% of this amount be prepaid. Accordingly, Gary pays $4,800 
in December 2009. The balance of $7,200 is paid when the work is completed in July 
2010. Under these circumstances, the qualifying medical expenses are $4,800 for 2009 
and $7,200 in 2010. The result would be the same even if Gary prepaid the full $12,000 
in 2009. 


REIMBURSEMENTS 


If medical expenses are reimbursed in the same year as paid, no problem arises. The 
reimbursement merely reduces the amount that would otherwise qualify for the 
medical expense deduction. But what happens if the reimbursement occurs in a 
later year than the expenditure? In computing casualty losses, any reasonable pros- 
pect of recovery must be considered (refer to Chapter 7). For medical expenses, 
however, any expected reimbursement is disregarded in measuring the amount of 
the deduction. Instead, the reimbursement is accounted for separately in the year in 
which it occurs. 


3§ 162(1). “The amounts for 2008 were $310 for taxpayers age 40 and under and $3,850 
for taxpayers over age 70. 
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Under the tax benefit rule, a taxpayer who receives an insurance reimbursement 
for medical expenses deducted in a previous year might have to include the reim- 
bursement in gross income in the year of receipt. However, a taxpayer who did not 
itemize deductions in the year the expenses were paid did not receive a tax benefit 
and is not required to include a reimbursement in gross income. 

The tax benefit rule applies to reimbursements if the taxpayer itemized deduc- 
tions in the previous year. In this case, the taxpayer may be required to report some 
or all of the medical expense reimbursement in income in the year the reimburse- 
ment is received. Under the tax benefit rule, the taxpayer must include the reim- 
bursement in income up to the amount of the deductions that decreased taxable 
income in the earlier year. 


Homer had AGI of $60,000 for 2009. He was injured in a car accident and paid $4,300 PEXAMPLE 1200 | 


for hospital expenses and $700 for doctor bills. Homer also incurred medical expenses 
of $600 for his dependent child. In 2010, Homer was reimbursed $650 by his insurance 
company for the medical expenses attributable to the car accident. His deduction for 
medical expenses in 2009 is computed as follows: 


Hospitalization $ 4,300 
Bills for doctor's services 700 
Medical expenses for dependent 600 
Total $ 5,600 
Less: 7.5% of $60,000 (4,500) 
Medical expense deduction (assuming Homer itemizes 
his deductions) $ 1,100 


Assume that Homer would have elected to itemize his deductions even if he had no 
medical expenses in 2009. If the reimbursement for medical care had occurred in 2009, 
the medical expense deduction would have been only $450 [$5,600 (total medical 
expenses) — $650 (reimbursement) — $4,500 (floor)], and Homer would have paid more 
income tax. 

Since the reimbursement was made in a subsequent year, Homer will include $650 in 
gross income for 2010. If Homer had not itemized in 2009, he would not include the 
$650 reimbursement in 2010 gross income because he would have received no tax ben- 
efit in 2009. @ 


HEALTH SAVINGS ACCOUNTS 


Qualifying individuals may make deductible contributions to a Health Savings 
Account (HSA). An HSA is a qualified trust or custodial account administered by a 
qualified HSA trustee, which can be a bank, insurance company, or other IRS- 
approved trustee. The HSA funds are used to pay for the individual’s medical 
expenses in excess of the deductible amount under a high-deductible policy.’° 

A taxpayer can use an HSA in conjunction with a high-deductible medical insur- 
ance policy to help reduce the overall cost of medical coverage. Converting from 
a low-deductible to a high-deductible plan can generally save an individual 20 to 
40 percent in premiums. The high-deductible policy provides coverage for extraor- 
dinary medical expenses (in excess of the deductible), and expenses not covered by 
the policy can be paid with funds withdrawn tax-free from the HSA. 


Sanchez, who is married and has three dependent children, carries a high-deductible Ee RAM ERE 


medical insurance policy with a deductible of $4,400. He establishes an HSA and contrib- 
utes the maximum allowable amount to the HSA in 2009. During 2009, the Sanchez fam- 
ily incurs medical expenses of $7,000. The high-deductible policy covers $2,600 of the 
expenses ($7,000 expenses — $4,400 deductible). Sanchez may withdraw $4,400 from the 
HSA to pay the medical expenses not covered by the high-deductible policy. ™ 


15g 993, 
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DISSATISFACTION 


The old saying “all that glitters is not gold” may apply to 
Health Savings Accounts (HSAs), at least according to the 
taxpayers who have chosen not to participate. Since late 
2003 when HSAs first became available, many employers 
have pushed these “consumer-directed plans” involving 
high-deductible medical insurance policies and savings 
accounts as a way to control rapidly increasing health costs. 
The plans typically provide a much lower health insurance 
premium but shift much of the responsibility for health care 
spending to the consumer. 

More taxpayers than ever are contributing to HSAs, but 
recent growth in participation has been sluggish. Many con- 
sumers participate only because their employers offer no 
other medical benefit options. Some taxpayers are dissatis- 
fied because they are confused about how the plans are 
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PROMOTERS’ ENTHUSIASM FOR HSAs Is TEMPERED BY USERS’ 


supposed to work, and they feel that the plans have not 
saved them any money. Others are frustrated by the diffi- 
culty of having to shop for their health care. Think about 
the prospect of shopping around the medical community to 
get the “best deal” on needed heart bypass surgery. 

In a recent study, the Government Accountability Office 
found that HSAs are more often used by wealthier individu- 
als than by the typical American. In response to the GAO 
report, Congressman Henry Waxman said, “HSAs clearly are 
attractive to higher-income people who are looking for tax 
shelters. But they aren’t the answer for providing adequate 
health insurance coverage for the average American.” 


Source: Adapted from M. P. McQueen, “HSA Users Find Hassles amid 


Savings,” Wall Street Journal, May 1, 2008, pp. D1 and D4. 


High-Deductible Plans 


High-deductible policies are less expensive than low-deductible policies, so taxpayers 
with low medical costs can benefit from the lower premiums and use funds from the 
HSA to pay costs not covered by the high-deductible policy. A plan must meet two 
requirements to qualify as a high-deductible plan.'® 


1. The annual deductible is not less than $1,150 for self-only coverage 
($2,300 for family coverage). 

2. The annual limit on total out-of-pocket costs (excluding premiums) 
under the plan does not exceed $5,800 for self-only coverage ($11,600 
for family coverage). 


Tax Treatment of HSA Contributions and Distributions 


To establish an HSA, a taxpayer contributes funds to a tax-exempt trust.'” As illus- 
trated in the preceding example, funds can be withdrawn from an HSA to pay medi- 
cal expenses that are not covered by the high-deductible policy. The following 
general tax rules apply to HSAs: 


1. Contributions made by the taxpayer to an HSA are deductible from gross 
income to arrive at AGI (deduction for AGI). Thus, the taxpayer does not 
need to itemize in order to take the deduction. 

2. Earnings on HSAs are not subject to taxation unless distributed, in which 
case taxability depends on the way the funds are used.'® 


° Distributions from HSAs are excluded from gross income if they are 
used to pay for medical expenses not covered by the high-deductible 
policy. 

e Distributions that are not used to pay for medical expenses are included 
in gross income and are subject to an additional 10 percent penalty if 
made before age 65, death, or disability. Such distributions made by rea- 
son of death or disability and distributions made after the HSA benefi- 
ciary becomes eligible for Medicare are taxed but not penalized. 


8§ 223(f). 
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HSAs have at least two other attractive features. First, an HSA is portable. Tax- 
payers who switch jobs can take their HSAs with them. Second, more people than 
ever before can qualify to set up an HSA. Generally, anyone under age 65 who has a 


high-deductible plan and is not covered by another policy that is not a high-deductible 
plan can establish an HSA. 


Deductible Amount 


The annual deduction for contributions to an HSA is limited to the sum of the 
monthly limitations. The monthly limitation is calculated for each month that the indi- 
vidual is an eligible individual. The monthly deduction is not allowed after the individ- 
ual becomes eligible for Medicare coverage. 

The amount of the monthly limitation for an individual who has self-only cover- 
age in 2009 is one-twelfth of $3,000, while the monthly limitation for an individual 
who has family coverage in 2009 is one-twelfth of $5,950. These amounts are subject 
to annual cost-of-living adjustments.'? For an eligible taxpayer who has attained age 
55 by the end of the tax year, the limit on annual contributions in 2009 is increased 
by $1,000. This additional amount is referred to as a catchup contribution. 


Liu, who is married and self-employed, carries a high-deductible medical insurance pol- EXAMPLE 16 


icy with family coverage and an annual deductible of $4,000. In addition, he has estab- 
lished an HSA. Liu’s maximum annual contribution to the HSA in 2009 is $5,950. = 


During 2009, Adam, who is self-employed, made 12 monthly payments of $875 for an PRR AMETE Te es 


HSA contract that provides medical insurance coverage with a $3,600 deductible. The 
plan covers Adam, his wife, and two children. Of the $875 monthly fee, $400 was for 
the high-deductible policy and $475 was deposited into an HSA. The deductible 
monthly contribution to the HSA is calculated as follows: 


Maximum annual deduction for family coverage $5,950 
Monthly limitation (1/12 of $5,950) $ 496 


Because Adam is self-employed, he can deduct $4,800 of the amount paid for the 
high-deductible policy ($400 per month x 12 months) as a deduction for AGI (refer to 
Example 10). In addition, he can deduct the $5,700 ($475 x 12) paid to the HSA as a 
deduction for AGI. Note that the $5,700 HSA deduction does not exceed the $5,950 
ceiling. @ 


10.3 ‘TAXES 
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A deduction is allowed for certain state and local taxes paid or accrued by a tax- L0.3 
payer.” The deduction was created to relieve the burden of multiple taxes upon the Contrast deductible takes\with 


same source of revenue. nondeductible fees, licenses, 
and other charges. 


DEDUCTIBILITY AS A TAX 


A distinction must be made between a tax and a fee, since fees are not deductible 
unless incurred as an ordinary and necessary business expense or as an expense in 
the production of income. The IRS has defined a tax as follows: 


A tax is an enforced contribution exacted pursuant to legislative author- 
ity in the exercise of taxing power, and imposed and collected for the 
purpose of raising revenue to be used for public or governmental 


the limit on the contribution is $3,000 (or $5,950 in the event of family coy- 
erage) and not the sum of the monthly limits. 

2°Most deductible taxes are listed in § 164, while nondeductible items are 
included in § 275. 


‘98 993(b)(2). The annual limits were $2,900 and $5,800 in 2008. Section 
293(b)(8) allows a taxpayer who is an eligible member of a high-deductible 
plan as of the first day of December (for a calendar year taxpayer) to be 
treated as an eligible member of the plan for the entire year. Therefore, for 
example, if a calendar year taxpayer enrolls in an HSA by December 2009, 
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Deductible and Nondeductible Taxes . ; er 


ee nn eS ee 


Deductible Nondeductible 


EXHIBIT 10.2 


State, local, and foreign Federal income taxes 


real property taxes FICA taxes imposed on employees 
State and local personal Employer FICA taxes paid on domestic household 
property taxes workers 
State and local income Estate, inheritance, and gift taxes 
taxes or sales/use taxes Federal, state, and local excise taxes (e.g., gasoline, 
Foreign income taxes tobacco, spirits) 


Foreign income taxes if the taxpayer chooses the 
foreign tax credit option 


Taxes on real property to the extent such taxes are 
to be apportioned and treated as imposed on 
another taxpayer 


purposes, and not as payment for some special privilege granted or ser- 
vice rendered. Taxes are, therefore, distinguished from various other 
contributions and charges imposed for particular purposes under par- 
ticular powers or functions of the government. In view of such distinc- 
tions, the question whether a particular contribution or charge is to be 
regarded as a tax depends upon its real nature.”! 


Accordingly, fees for dog licenses, automobile inspections, automobile titles and 
registration, hunting and fishing licenses, bridge and highway tolls, drivers’ licenses, 
parking meter deposits, and postage are not deductible if personal in nature. These 
items, however, could be deductible if incurred as a business expense or for the 
production of income. Deductible and nondeductible taxes are summarized in 
Exhibit 10.2. 


PROPERTY TAXES 


State, local, and foreign taxes on real property are generally deductible only by the 
person upon whom the tax is imposed. Deductible personal property taxes must be 
ad valorem (assessed in relation to the value of the property). Therefore, a motor ve- 
hicle tax based on weight, model, year, and horsepower is not an ad valorem tax. 
However, a tax based on value and other criteria may qualify in part. 


A state imposes a motor vehicle registration tax on 4% of the value of the vehicle plus 
40 cents per hundredweight. Belle, a resident of the state, owns a car having a value of 
$4,000 and weighing 3,000 pounds. Belle pays an annual registration fee of $172. Of 
this amount, $160 (4% of $4,000) is deductible as a personal property tax. The remain- 
ing $12, based on the weight of the car, is not deductible. = 


Assessments for Local Benefits 


As a general rule, real property taxes do not include taxes assessed for local benefits 
because such assessments tend to increase the value of the property (e.g., special 
assessments for streets, sidewalks, curbing, and other similar improvements). A tax- 
payer was denied a deduction for the cost of a new sidewalk (relative to a personal 
residence), even though the construction was required by the city and the sidewalk 
may have provided an incidental benefit to the public welfare.” Such assessments 
are added to the adjusted basis of the taxpayer’s property. 


*Rey.Rul. 57-345, 1957-2 C.B. 132, and Rev.Rul. 70-622, 1970-2 C.B. 41. “Erie H. Rose, 31 TCM 142, T.C.Memo. 1972-39; Reg. § 1.164--4(a) 
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TAXin 


the: NEWS 


THEIR Depuctions 


Typically, more than 60 percent of individuals are not eligi- 
ble to itemize their deductions and, instead, claim the 
_ Standard deduction. But after buying a home and paying 
thousands of dollars of qualified residence interest and real 
estate taxes, many taxpayers often find themselves in a posi- 
tion where they can itemize their deductions. 

Now a new provision for 2008 income tax returns allows 
homeowners to deduct their real estate taxes even if they 
do not itemize. This new provision was enacted by Congress 
| to help counteract the economic slowdown stemming from 
the home mortgage and credit crisis. Property tax paid, up 


~ ANEw BENEFIT F FOR Homeowners WHo Do Nor Iremze er a 


este 


other filers, is treated as an additional cendard deducior a 
amount (see Chapter 3). This provision will most likely help 
two groups of taxpayers: those who have paid off their 
mortgage and no longer incur qualified residence interest, _ 


and low-income homeowners whose total itemized deduc- _ 


tions do not exceed the standard deduction amount. At the 
time of this writing, it is not clear whether this provision will 
play a significant role in stimulating the housing market or 
the economy as a whole. Nonetheless, Congress has chosen 
to allow this benefit through 2009 to give it more time to do 
its magic! 
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to $1,000 for married couples filing jointly and $500 for 


Apportionment of Real Property Taxes between Seller and Purchaser 


Real estate taxes for the entire year are apportioned between the buyer and seller on 
the basis of the number of days the property was held by each during the real prop- 
erty tax year. This apportionment is required whether the tax is paid by the buyer or 
the seller or is prorated according to the purchase agreement. It is the apportion- 
ment that determines who is entitled to deduct the real estate taxes in the year of 
sale. The required apportionment prevents the shifting of the deduction for real 
estate taxes from the buyer to the seller, or vice versa. In making the apportionment, 
the assessment date and the lien date are disregarded.”° 


A county’s real property tax year runs from January 1 to December 31. Susan, the owner OUR MECR WEBEL 


on January 1 of real property located in the county, sells the real property to Bob on 
June 30 (assume this year is not a leap year). Bob owns the real property from June 30 
through December 31. The tax for the real property tax year, January 1 through Decem- 
ber 31, is $3,650. The portion of the real property tax treated as imposed upon Susan, 
the seller, is $1,800 [(180/365) x $3,650, January 1 through June 29], and $1,850 [(185/ 
365) x $3,650, June 30 through December 31] of the tax is treated as imposed upon 
Bob, the purchaser. @ 


If the actual real estate taxes are not prorated between the buyer and seller as part 
of the purchase agreement, adjustments are required. The adjustments are neces- 
sary to determine the amount realized by the seller and the adjusted basis of the 
property to the buyer. If the buyer pays the entire amount of the tax, he or she has, 
in effect, paid the seller’s portion of the real estate tax and has therefore paid more 
for the property than the actual purchase price. Thus, the amount of real estate tax 
that is apportioned to the seller (for Federal income tax purposes) and paid by the 
buyer is added to the buyer’s adjusted basis. The seller must increase the amount 
realized on the sale by the same amount. 


Seth sells real estate on October 3 for $100,000. The buyer, Wilma, pays the real estate 
taxes of $3,650 for the calendar year, which is the real estate property tax year. Assum- 
ing this is not a leap year, $2,750 (for 275 days) of the real estate taxes is apportioned to 
and is deductible by the seller, Seth, and $900 (for 90 days) of the taxes is deductible 


366 days. In making the apportionment, the date of sale counts as a day the 


y tis based on a 365-day year. However, in a 
°For most years, the apportionmen is yy ee ar anaiaes, 


leap year (i.e., a year that is evenly divisible by 4), the taxes are prorated over 
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GLOBAL 
Tax Issues 


DEDUCTIBILITY OF FOREIGN Taxes” 


Josef, a citizen of the United States who works primarily in New York, as sore ie x 
months each year in Austria. He owns a residence i in Austria and pays income taxes to 
Austria on the income he earns there. Both the property tax he pays on his Austrian resi- 
dence and the income tax he pays on his Austrian income are deductible in computing 
U.S. taxable income. However, if Josef deducts the Austrian income tax, he may not 
claim the foreign tax credit with respect to this tax (see Chapter 13). 


Colts Nanas ’ tee 


by Wilma. The buyer has, in effect, paid Seth’s real estate taxes of $2,750 and has there- 
fore paid $102,750 for the property. Wilma’s basis is increased to $102,750, and the 
amount realized by Seth from the sale is increased to $102,750. @ 


The opposite result occurs if the seller (rather than the buyer) pays the real estate 
taxes. In this case, the seller reduces the amount realized from the sale by the 
amount that has been apportioned to the buyer. The buyer is required to reduce his y 
or her adjusted basis by a corresponding amount. ‘ 


EXAMPLE GIO 7 3 Ruth sells real estate to Butch for $100,000 on October 3. While Ruth held the property, 


she paid the real estate taxes of $3,650 for the calendar year, which is the real estate 
property tax year. Although Ruth paid the entire $3,650 of real estate taxes, $900 of 
that amount is apportioned to Butch, based on the number of days he owned the prop- 
erty, and is therefore deductible by him. The effect is that the buyer, Butch, has paid 
only $99,100 ($100,000 — $900) for the property. The amount realized by Ruth, the 
seller, is reduced by $900, and Butch reduces his basis in the property to $99,100. @ 


ending, 


© 


STATE AND LOCAL INCOME TAXES AND SALES TAXES 


The position of the IRS is that state and local income taxes imposed upon an individ- 
ual are deductible only as itemized deductions, even if the taxpayer’s sole source of 
income is from a business, rents, or royalties. 

Cash basis taxpayers are entitled to deduct state income taxes withheld by the 
employer in the year the taxes are withheld. In addition, estimated state income tax 
payments are deductible in the year the payment is made by cash basis taxpayers 
even if the payments relate to a prior or subsequent year.** If the taxpayer overpays 
state income taxes because of excessive withholdings or estimated tax payments, the 
refund received is included in gross income of the following year to the extent that 
the deduction reduced taxable income in the prior year. 


L0.4 


Understand the Federal income 


tax treatment of state and local 
income taxes and sales taxes. 


EXAMPLE 20 


Leona, a cash basis, unmarried taxpayer, had $800 of state income tax withheld during 
2009. Additionally in 2009, Leona paid $100 that was due when she filed her 2008 state 
income tax return and made estimated payments of $300 on her 2009 state income tax. 
When Leona files her 2009 Federal income tax return in April 2010, she elects to itemize 
deductions, which amount to $7,500, including the $1,200 of state income tax pay- 
ments and withholdings, all of which reduce her taxable income. 

As a result of overpaying her 2009 state income tax, Leona receives a refund of $200 
early in 2010. She will include this amount in her 2010 gross income in computing her 
Federal income tax. It does not matter whether Leona received a check from the state 
for $200 or applied the $200 toward her 2010 state income tax. @ 


**Rey.Rul. 71-190, 1971-1 C.B. 70. See also Rev.Rul. 82-208, 1982-2 C.B. 58, 
where a deduction is not allowed when the taxpayer cannot, in good faith, 
reasonably determine that there is additional state income tax liability. 
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Itemized Deduction for Sales Taxes Paid 


Individuals can elect to deduct either their state and local income taxes or their 
sales/use taxes paid as an itemized deduction on Schedule A of Form 1040. The an- 
nual election can reflect actual sales/use tax payments oran amount from an IRS ta- 
ble (see Appendix A). The amount from the table may be increased by sales tax paid 
on the purchase of motor vehicles, boats, and other specified items. However, if indi- 
viduals choose to deduct their sales/use taxes paid in 2009 rather than state income 
taxes, the new standard deduction for qualified motor vehicle taxes allowed under 
the American Recovery and Reinvestment Tax Act of 2009 (see Chapter 3) may not 
also be taken. Most likely, the sales tax deduction will be elected by those living in 
states with no individual income tax. At the time of this writing, this deduction alter- 
native is available through 2009. 


10.4 INTEREST 


A deduction for interest has been allowed since the income tax law was enacted in 
1913. Despite its long history of congressional acceptance, the interest deduction 
has been one of the most controversial areas in the tax law. The controversy cen- 
tered around the propriety of allowing the deduction of interest charges for the pur- 
chase of consumer goods and services and interest on borrowings used to acquire 
investments (investment interest). Personal (consumer) interest is not deductible. 
This includes credit card interest, interest on car loans, and any other interest that is 
not interest on qualified student loans, investment interest, home mortgage interest, 
or business interest. Interest on qualified student loans, investment interest, and 
qualified residence (home mortgage) interest continue to be deductible, subject to 
the limits discussed on the following pages. 


ALLOWED AND DISALLOWED ITEMS 

The Supreme Court has defined interest as compensation for the use or forbearance 
of money.” The general rule permits a deduction for interest paid or accrued within 
the taxable year on indebtedness. 


Interest on Qualified Student Loans 


Taxpayers who pay interest on a qualified student loan may be able to deduct the in- 
terest as a deduction for AGI. The deduction is allowable only to the extent that the 
proceeds of the loan are used to pay qualified education expenses. Such payments 
must be made to qualified educational institutions. See IRS Publication 970, Tax Ben- 
efits for Education, for details. 

The maximum deduction for qualified student loan interest is $2,500. However, 
the deduction is phased out for taxpayers with modified AGI (MAGI) between 
$60,000 and $75,000 ($120,000 and $150,000 on joint returns). The deduction is not 
allowed for taxpayers who are claimed as dependents or for married taxpayers filing 
separately.”° 

The numerator in the phaseout computation is equal to MAGI minus the floor 
of the phaseout range (i.e., $60,000 or $120,000, depending on filing status). The 
denominator is equal to the amount in the phaseout range (e.g., $150,000 — 
$120,000 = $30,000 for married taxpayers filing jointly). 


In 2009 Curt and Rita, who are married and file a joint return, paid $3,000 interest on a 
qualified student loan. Their MAGI was $135,000. Their maximum potential deduction 
for qualified student interest is $2,500, but it must be reduced by $1,250 as the result of 


the phaseout rules. 


Old Colony Railroad Co. v. Comm., 3 USTC $880, 10 AFTR 786, 52 S.Ct. 211 
(USSC, 1932). 

26g 991. See § 221(b)(2)(C) for the definition of MAGI. The phaseout amounts 
are subject to adjustments for inflation. The phaseout amounts apply to tax 


L0.5 


Distinguish between deductible 
and nondeductible interest and 


apply the appropriate 
limitations to deductible 
interest. 


BXAMPLE 21° 


returns for 2009. For 2008, the amounts were $55,000 and $70,000 ($115,000 
and $145,000 on joint returns). 
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$2,500 interest x ($135,000 MAGI — $120,000 phaseout floor) /$30,000 
phaseout range = $1,250 reduction 


Curt and Rita would be allowed a student loan interest deduction of $1,250 ($2,500 
maximum deduction — $1,250 reduction = $1,250 deduction for AGI). = 


Investment Interest 


Taxpayers frequently borrow funds that they use to acquire investment assets. Con- 
gress, however, has limited the deductibility of interest on funds borrowed for the 
purpose of purchasing or continuing to hold investment property. Under this limita- 
tion, the deduction for investment interest expense may not exceed the net invest- 
ment income for the year. A complete discussion of investment interest occurs in 
Chapter 11 in the context of the limitations that taxpayers face when dealing with 
assets held for investment purposes. 


Qualified Residence Interest 


Qualified residence interest is interest paid or accrued during the taxable year on indebt- 
edness (subject to limitations) secured by any property that is a qualified residence of 
the taxpayer. Qualified residence interest falls into two categories: (1) interest on ac- 
quisition indebtedness and (2) interest on home equity loans. Before discussing each 
of these categories, however, the term qualified residence must be defined. 

A qualified residence includes the taxpayer’s principal residence and one other resi- 
dence of the taxpayer or spouse. The principal residence is one that meets the require- 
ment for nonrecognition of gain upon sale under § 121 (see Chapter 15). The one 
other residence, or second residence, refers to one that is used as a residence if not 
rented or, if rented, meets the requirements for a personal residence under the 
rental of vacation home rules (refer to Chapter 6). A taxpayer who has more than 
one second residence can make the selection each year of which one is the qualified 
second residence. A residence includes, in addition to a house in the ordinary sense, 
cooperative apartments, condominiums, and mobile homes and boats that have liv- 
ing quarters (sleeping accommodations and toilet and cooking facilities). 

Although in most cases interest paid on a home mortgage is fully deductible, 
there are limitations.”” Interest paid or accrued during the tax year on aggregate 
acquisition indebtedness of $1 million or less ($500,000 for married persons filing sep- 
arate returns) is deductible as qualified residence interest. Acquisition indebtedness 
refers to amounts incurred in acquiring, constructing, or substantially improving a 
qualified residence of the taxpayer. 

Qualified residence interest also includes interest on home equity loans. These loans 
utilize the personal residence of the taxpayer as security, typically in the form of a sec- 
ond mortgage. Because the funds from home equity loans can be used for personal 
purposes (e.g., auto purchases, medical expenses), what would otherwise have been 
nondeductible consumer interest becomes deductible qualified residence interest. 

However, interest is deductible only on the portion of a home equity loan that 
does not exceed the lesser of: 


5 
7 


fae 


e The fair market value of the residence, reduced by the acquisition indebt- 
edness, or 
e $100,000 ($50,000 for married persons filing separate returns). 


EXAMPLE 220000 


Larry owns a personal residence with a fair market value of $450,000 and an outstand- 
ing first mortgage of $420,000. Therefore, his equity in his home is $30,000 ($450,000 — 
$420,000). Larry issues a second mortgage on the residence and in return borrows 
$15,000 to purchase a new family automobile. All interest on the $435,000 of debt is 
treated as qualified residence interest. = 


278 163(h)(3). 


ati 
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Leon and Pearl, married taxpayers, took out a mortgage on their home for $290,000 in PEXAMPLE 23 0 


1992. In March of the current year, when the home has a fair market value of $400,000 a 
and they owe $195,000 on the mortgage, Leon and Pearl take out a home equity loan Ue : 
for $120,000. They use the funds to purchase a boat to be used for recreational pur- 
poses. The boat, which does not have living quarters, does not qualify as a personal res- a / 
idence. On a joint return, Leon and Pearl can deduct all of the interest on the first 2 . 
mortgage since it is acquisition indebtedness. Of the $120,000 home equity loan, only 

the interest on the first $100,000 is deductible. The interest on the remaining $20,000 is y 
not deductible because it exceeds the statutory ceiling of $100,000. m O« 


Interest Paid for Services 


Mortgage loan companies commonly charge a fee for finding, placing, or processing 
a mortgage loan. Such fees are often called points and are expressed as a percentage 
of the loan amount. Borrowers often have to pay points to obtain the necessary fi- 
nancing. To qualify as deductible interest, the points must be considered compensa- 
tion to a lender solely for the use or forbearance of money. The points cannot be a 
form of service charge or payment for specific services if they are to qualify as deduct- 
ible interest.”* 

Points must be capitalized and are amortized and deductible ratably over the life 
of the loan. A special exception, however, permits the purchaser of a principal resi- 
dence to deduct qualifying points in the year of payment.*’ The exception also cov- 
ers points paid to obtain funds for home improvements. 

Points paid to refinance an existing home mortgage cannot be immediately 
expensed, but must be capitalized and amortized as interest expense over the life of 
the new loan.” 


Sandra purchased her residence several years ago, obtaining a 30-year mortgage at an PER OMEIE fe 


annual interest rate of 9%. In the current year, Sandra refinances the mortgage in 
order to reduce the interest rate to 6%. To obtain the refinancing, she has to pay points 
of $2,600. The $2,600 paid comes under the usual rule applicable to points. The $2,600 
must be capitalized and amortized over the life of the mortgage. @ 


Points paid by the seller for a buyer are, in effect, treated as an adjustment to the 
price of the residence, and the buyer is treated as having used cash to pay the points 
that were paid by the seller. A buyer may deduct seller-paid points in the tax year in 
which they are paid if several conditions are met. Refer to Revenue Procedure 94-27 
for a complete list of these conditions.”! 


Mortgage Insurance Payments 


Mortgage insurance is an additional cost that some taxpayers incur when purchasing 
a home. To protect their interests, mortgage lenders may require this coverage if the 
homebuyer cannot afford to make a down payment of at least 20 percent. The bor- 
rower pays the premiums on the policy, but the lender is the beneficiary who 
receives reimbursement in the event of foreclosure. Under currrent law, mortgage 
insurance premiums are deductible as interest if they relate to a qualified residence 
of the taxpayer. However, the deduction begins to phase out for taxpayers with AGI 
in excess of $100,000 ($50,000 for married taxpayers filing separately) has 


Prepayment Penalty 
When a mortgage or loan is paid off in full in a lump sum before its term (early), the 
lending institution may require an additional payment of a certain percentage 


*§ 163(h)(3)(E)(i). The deduction is fully phased out when AGI exceeds 
$109,000 ($54,500 for married taxpayers filing separately). This provision is 
scheduled to expire after 2010. 


Rey Rul, 69-188, 1969-1 C.B. 54. 
*§ 461(g)(2). 

“Rey Rul, 87-22, 1987-1 C.B. 146. 
5Rey.Proc. 94-27, 1994-1 C.B. 613. 
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8§ 265(a)(2). 
“Arcade Realty Co., 35 T.C. 256 (1960). 
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applied to the unpaid amount at the time of prepayment. This is known as a prepay- 
ment penalty and is considered to be interest (e.g., personal, qualified residence, 
investment) in the year paid. The general rules for deductibility of interest also apply 
to prepayment penalties. 


Interest Paid to Related Parties 


Nothing prevents the deduction of interest paid to a related party as long as the pay- 
ment actually took place and the interest meets the requirements for deductibility. 
Recall from Chapter 6 that a special rule for related taxpayers applies when the 
debtor uses the accrual basis and the related creditor is on the cash basis. If this rule 
is applicable, interest that has been accrued but not paid at the end of the debtor’s 
tax year is not deductible until payment is made and the income is reportable by the 
cash basis recipient. 


Tax-Exempt Securities 


The tax law provides that no deduction is allowed for interest on debt incurred to 
purchase or carry tax-exempt securities.°’ A major problem for the courts has been 
to determine what is meant by the words to purchase or carry. Refer to Chapter 6 for a 
detailed discussion of these issues. 


RESTRICTIONS ON DEDUCTIBILITY AND TIMING 
CONSIDERATIONS 


Taxpayer's Obligation 

Allowed interest is deductible if the related debt represents a bona fide obligation 
for which the taxpayer is liable.** Thus, for interest to be deductible, both the debtor 
and the creditor must intend for the loan to be repaid. Intent of the parties can be 
especially crucial between related parties such as a shareholder and a closely held 
corporation. In addition, an individual may not deduct interest paid on behalf of 
another taxpayer. For example, a shareholder may not deduct interest paid by the 
corporation on his or her behalf.*” Likewise, a husband may not deduct interest paid 
on his wife’s property if he files a separate return, except in the case of qualified resi- 
dence interest. If both husband and wife consent in writing, either the husband or 
the wife may deduct the allowed interest on the principal residence and one other 
residence. 


Time of Deduction 


Generally, interest must be paid to secure a deduction unless the taxpayer uses the 
accrual method of accounting. Under the accrual method, interest is deductible rat- 
ably over the life of the loan. 


On November 1, 2009, Ramon borrows $1,000 to purchase appliances for a rental 
house. The loan is payable in 90 days at 12% interest. On the due date in January 2010, 
Ramon pays the $1,000 note and interest amounting to $30. Ramon can deduct the 
accrued portion (2/3 x $30 = $20) of the interest in 2009 only if he is an accrual basis tax- 
payer. Otherwise, the entire amount of interest ($30) is deductible in 2010. = 


Prepaid Interest 


Accrual method reporting is imposed on cash basis taxpayers for interest prepay- 
ments that extend beyond the end of the taxable year.*° Such payments must be allo- 
cated to the tax years to which the interest payments relate. These provisions are 
intended to prevent cash basis taxpayers from manufacturing tax deductions before 
the end of the year by prepaying interest. 


* Continental Trust Co., 7 B.T.A. 539 (1927). 
*°§ 461(g)(1). 
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> < CONCEPTSUMMARY 


Type Deductible i Comments . 


Personal (consumer) interest No — Includes any interest that is not qualified residence interest, 


ee ae 


Lau al Deductibility of Personal, Student Loan, Investment, and Mortgage Interest 


qualified student loan interest, investment interest, or business 


interest. Examples include inte 


rest on car loans and credit card 


debt. 
Qualified student loan interest Yes Deduction for AGI; subject to limitations. : 
Investment interest (not related Yes Itemized deduction; limited to net investment income for the 
to rental or royalty property) year; disallowed interest can be carried over to future years. See 
Chapter 11 for a complete discussion of investment interest. 
Investment interest (related to Yes Deduction for AGI; limited to net investment income for the 
rental or royalty property) year; disallowed interest can be carried over to future years. See 
Chapter 11 for a complete discussion of investment interest. 
Qualified residence intereston Yes Deductible as an itemized deduction; limited to indebtedness of 
acquisition indebtedness $1 million. 
Qualified residence interest on Yes Deductible as an itemized deduction; limited to indebtedness 
home equity indebtedness equal to lesser of $100,000 or FMV of residence minus 


acquisition indebtedness. 


CLASSIFICATION OF INTEREST EXPENSE 


Whether interest is deductible for AGI or as an itemized deduction (from AGI) 
depends on whether the indebtedness has a business, investment, or personal pur- 
pose. If the indebtedness is incurred in relation to a business (other than perform- 
ing services as an employee) or for the production of rent or royalty income, the 
interest is deductible for AGI. If the indebtedness is incurred for personal use, such as 
qualified residence interest, any deduction allowed is taken from AGI and is reported 
on Schedule A of Form 1040 if the taxpayer elects to itemize. Note, however, that in- 
terest on a student loan is a deduction for AGI. If the taxpayer is an employee who 
incurs debt in relation to his or her employment, the interest is considered to be per- 
sonal, or consumer, interest. Business expenses appear on Schedule C of Form 1040, 
and expenses related to rents or royalties are reported on Schedule E. 

If a taxpayer deposits money in a certificate of deposit (CD) that has a term of 
one year or less and the interest cannot be withdrawn without penalty, the full 
amount of the interest must still be included in income, even though part of the in- 
terest is forfeited due to an early withdrawal. However, the taxpayer will be allowed a 
deduction for AGI as to the forfeited amount. 


10.5 CHARITABLE CONTRIBUTIONS 


Section 170 allows individuals and corporations to deduct contributions made to 
qualified domestic organizations. Contributions to qualified charitable organizations 
serve certain social welfare needs and thus relieve the government of the cost of pro- 
viding these needed services to the community. 

The charitable contribution provisions are among the most complex in the tax law. 
To determine the amount deductible as a charitable contribution, several important 


questions must be answered: 
°® What constitutes a charitable contribution? 


® Was the contribution made to a qualified organization? 
e When is the contribution deductible? 


L0O.6 
Understand charitable 


contributions and their related 
measurement problems and 
percentage limitations. 
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Deductions 


Taxpayers are discovering that they can do good and help 
themselves at the same time. In Raleigh, North Carolina, the 
nonprofit Builders of Hope is working with developers and 
other property owners to relocate old homes and other 
structures that otherwise would be destroyed and trucked 
off to landfills. In the typical situation, a taxpayer owns 
property where an old, but still functional, house needs to 
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Win-Win PRovects PRopuce GREEN ENVIRONMENTAL RESGLTS, 
Goop FEELINGS, AND A TAX DEDUCTION 


erwise would never have been able to afford a home. One © 


53-year-old who became a homeowner for the first time 
proclaimed, “Just to be able to own a home is a feeling of ju- 
bilation.” As a result, not only does the nonprofit organiza- 
tion help people find affordable housing, but the donors 
benefit by not having to pay to clear the unwanted old 
structures from their lots. In addition, the donor is able to 


ee 


§ 
be removed so that a new structure can be constructed to claim a charitable contribution deduction for the value of 
meet the taxpayer’s needs. One option would be to bull- the building. 
doze the old house and then haul the debris off to a landfill, s 


where it would take up precious space. Instead, Builders of 
Hope relocates the unwanted homes, puts them on new 
foundations, and then renovates them for people who oth- 


Source: Adapted from Nancy Keates, “Keeping the Wrecking Ball at 
Bay,” Wail Street Jowrnal, June 6, 2008, p. W8. 


e What record-keeping and reporting requirements apply to charitable 
contributions? 

e How is the value of donated property determined? 

° What special rules apply to contributions of property that has increased in 
value? 

e What percentage limitations apply to the charitable contribution deduction? 

e What rules apply to amounts in excess of percentage limitations (carryovers) ? 


These questions are addressed in the sections that follow. 


CRITERIA FOR A GIFT 


A charitable contribution is defined as a gift made to a qualified organization.*’ The 
major elements needed to qualify a contribution as a gift are a donative intent, the 
absence of consideration, and acceptance by the donee. Consequently, the taxpayer 
has the burden of establishing that the transfer was made from motives of disinterested 
generosity as established by the courts.*® This test is quite subjective and has led to 
problems of interpretation (refer to the discussion of gifts in Chapter 5). 


Benefit Received Rule 


When a donor derives a tangible benefit from a contribution, he or she cannot 
deduct the value of the benefit. 


EXAMPLE 26 _ Ralph purchases a ticket at $100 for a special performance of the local symphony (a 
qualified charity). If the price of a ticket to a symphony concert is normally $35, Ralph is 
allowed only $65 as a charitable contribution. Even if Ralph does not attend the con- 
cert, the deduction is limited to $65. However, if Ralph does not accept the ticket from 
the symphony, he can deduct the full $100. @ 


An exception to this benefit rule provides for the deduction of an automatic per- 
centage of the amount paid for the right to purchase athletic tickets from colleges 
and universities.*” Under this exception, 80 percent of the amount paid to or for the 
benefit of the institution qualifies as a charitable contribution deduction. 


"78 170(c). 
“Comm. v. Duberstein, 60-2 USTC 49515, 5 AFTR2d 1626, 80 S.Ct. 1190 (USSC, 
1960). 


8 170(1). 


se 
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Janet donates $500 to State University’s athletic department. The payment guarantees PEXAMPLE 27000 


that she will have preferred seating on the 50-yard line at football games. Subse- 
quently, Janet buys four $35 game tickets. Under the exception to the benefit rule, she 
is allowed a $400(80% of $500) charitable contribution deduction for the taxable year. 

If, however, Janet's $500 donation includes four $35 tickets, that portion [$140 
($35 x 4)] and the remaining portion of $360 ($500 — $140) are treated as separate 


amounts. Thus, Janet is allowed a charitable contribution deduction of $288 (80% 
of $360). a 


Contribution of Services 


No deduction is allowed for a contribution of one’s services to a qualified charitable 
organization. However, unreimbursed expenses related to the services rendered 
may be deductible. For example, the cost of a uniform (without general utility) that 
is required to be worn while performing services may be deductible, as are certain 
out-of-pocket transportation costs incurred for the benefit of the charity. In lieu of 
these out-of-pocket costs for an automobile, a standard mileage rate of 14 cents per 
mile is allowed.*” Deductions are permitted for transportation, reasonable expenses 
for lodging, and the cost of meals while away from home incurred in performing the 
donated services. The travel expenses are not deductible if the travel involves a sig- 
nificant element of personal pleasure, recreation, or vacation."! 


Grace, a delegate representing her church in Miami, Florida, travels to a two-day FSRAMELE 2800) sia Ba ahi 


national meeting in Denver, Colorado, in February. After the meeting, Grace spends 
two weeks at a nearby ski resort. Under these circumstances, none of the transporta- 
tion, meals, or lodging is deductible because the travel involved a significant element 
of personal pleasure, recreation, or vacation. @ 


Nondeductible Items 


In addition to the benefit received rule and the restrictions placed on contribution 
of services, the following items may not be deducted as charitable contributions: 


e Dues, fees, or bills paid to country clubs, lodges, fraternal orders, or simi- 
lar groups. 

e Cost of raffle, bingo, or lottery tickets. 

e Cost of tuition. 

e Value of blood given to a blood bank. 

e Donations to homeowners associations. 

e Gifts to individuals. 

e Rental value of property used by a qualified charity. 


QUALIFIED ORGANIZATIONS 


: : ; . q 42 
To be deductible, a contribution must be made to one of the following organizations: 


e Astate or possession of the United States or any subdivisions thereof. 

e A corporation, trust, community chest, fund, or foundation that is situ- 
ated in the United States and is organized and operated exclusively for re- 
ligious, charitable, scientific, literary, or educational purposes or for the 
prevention of cruelty to children or animals. 

e Aveterans’ organization. 

e A fraternal organization operating under the lodge system. 

e Acemetery company. 


De jy noe Boe See 
“1g 170(j). 
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The IRS publishes a list of organizations that have applied for and received tax- 
exempt status under § 501 of the Code.** This publication is updated frequently and 
may be helpful in determining if a gift has been made to a qualifying charitable 
organization. 

Because gifts made to needy individuals are not deductible, a deduction will not 
be permitted if a gift is received by a donee in an individual capacity rather than asa 
representative of a qualifying organization. 


AN INDIRECT Route To A CONTRIBUTION DEDUCTION 


in July, a plane crashed into a residential community in Mid- contribution should be given to her sister, Tanesha, whose - 
dleboro, destroying and damaging many homes. Tanya’s home had suffered extensive damage. The pastor appointed _ 
church, a qualified charitable organization, initiated a fund- a committee to award funds to needy citizens. The commit- _ 


raising drive to help the Middleboro citizens whose homes tee solicited applications from the community and awarded 
had been affected. Tanya donated $50,000 to First Middle- Tanesha $15,000. Discuss whether Tanya is justified in. 
boro Church and suggested to the pastor that $25,000 of her deducting $50,000 as a charitable contribution. 


TIME OF DEDUCTION 


A charitable contribution generally is deducted in the year the payment is made. 
This rule applies to both cash and accrual basis individuals. A contribution is ordi- 
narily deemed to have been made on the delivery of the property to the donee. For 
example, if a gift of securities (properly endorsed) is made to a qualified charitable 
organization, the gift is considered complete on the day of delivery or mailing. How- 
ever, if the donor delivers the certificate to his or her bank or broker or to the issuing 
corporation, the gift is considered complete on the date the stock is transferred on 
the books of the corporation. 

A contribution made by check is considered delivered on the date of mailing. 
Thus, a check mailed on December 31, 2009, is deductible on the taxpayer’s 2009 
tax return. If the contribution is charged on a credit card, the date the charge is 
made determines the year of deduction. 


RECORD-KEEPING AND VALUATION REQUIREMENTS 
Record-Keeping Requirements 


No deduction is allowed for a charitable contribution made to a qualified organiza- 
tion unless the taxpayer gathers (and, in some cases, supplies to the IRS) the appro- 
priate documentation and substantiation. The specific type of documentation 
required depends on the amount of the contribution and whether the contribution 
is made in cash or noncash property.** In addition, special rules may apply to gifts of 
certain types of property (e.g., used automobiles) where Congress has noted tax- 
payer abuse in the past. Further, for certain gifts of noncash property, Form 8283 
(Noncash Charitable Contributions) must be attached to the taxpayer’s return. 

The required substantiation must be obtained before the earlier of (1) the due 
date (including extensions) of the return for the year the contribution is claimed or 
(2) the date the return is filed. Failure to comply with the reporting rules may result 
in disallowance of the charitable contribution deduction. Additionally, significant 
overvaluation exposes the taxpayer to stringent penalties. 


“Although this Cumulative List of Organizations, IRS Publication 78, may be “The specific documentation thresholds and requirements are provided in 
helpful, qualified organizations are not required to be listed. Not all organi- § 170(f). 
zations that qualify are listed in this publication. The list is available on the 
Web at www.irs.gov. 
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CHOOSE THE CHARITY WISELY 


Ibrahim, a U.S. citizen of Turkish descent, was distressed by the damage caused by a 
major earthquake in Turkey. He donated $100,000 to the Earthquake Victims’ Relief 
Fund, a Turkish charitable organization that was set up to help victims of the earth- 
quake. Ahmed, also a U.S. citizen of Turkish descent, donated $200,000 to help with the 
relief effort. However, Ahmed’s contribution went to his mosque, which sent the pro- 
ceeds of a fund drive to the Earthquake Victims’ Relief Fund in Turkey. Ibrahim’s contri- 
bution is not deductible, but Ahmed’s is. Why? Contributions to charitable 
organizations are not deductible unless the organization is a U.S. charity. 


Common documentation and substantiation requirements are summarized in 
Concept Summary 10.2. 


Valuation Requirements 


Property donated to a charity is generally valued at fair market value at the time the 
gift is made. The Code and Regulations give very little guidance on the measure- 
ment of the fair market value except to say, “The fair market value is the price at 
which the property would change hands between a willing buyer and a willing seller, 
neither being under any compulsion to buy or sell and both having reasonable 
knowledge of relevant facts.” 

Generally, charitable organizations do not attest to the fair market value of the 
donated property. Nevertheless, as noted in Concept Summary 10.2, the taxpayer 
must maintain reliable written evidence of the donation. 


LIMITATIONS ON CHARITABLE CONTRIBUTION DEDUCTION 


In General 

The potential charitable contribution deduction is the total of all donations, both 
money and property, that qualify for the deduction. After this determination is 
made, the actual amount of the charitable contribution deduction that is allowed for 
individuals for the tax year is limited as follows: 


e If the qualifying contributions for the year total 20 percent or less of AGI, 
they are fully deductible. 

e If the qualifying contributions are more than 20 percent of AGI, the de- 
ductible amount may be limited to either 20 percent, 30 percent, or 50 
percent of AGI, depending on the type of property given and the type of 
organization to which the donation is made. 

e In any case, the maximum charitable contribution deduction may not 
exceed 50 percent of AGI for the tax year. 


To understand the complex rules for computing the amount of a charitable con- 
tribution deduction, it is necessary to understand the distinction between capital 
gain property and ordinary income property. In addition, it is necessary to under- 
stand when the 50 percent, 30 percent, and 20 percent limitations apply. If a tax- 
payer’s contributions for the year exceed the applicable percentage limitations, the 
excess contributions may be carried forward and deducted during a five-year carry- 
over period. These topics are discussed in the sections that follow. 


Ordinary Income Property 
Ordinary income property is any property that, if sold, will result in the recognition of 
ordinary income. The term includes inventory for sale in the taxpayer’s trade or 
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CONCEPT SUMMARY 


ce .» Documentation and Substantiation Requirements for Charitable Contributions 


Cash gifts e Adeduction is allowed only if the taxpayer has a proper receipt (e.g., bank 
record such as a canceled check, written statement from the charity) 
showing the name of the charitable organization and the date and 
amount of the contribution. 


Awritten statement from the charity is required if a payment is for more 
than $75 and is partly in exchange for goods or services. The statement 
must provide an estimate of the value of the goods and services received 
by the donor. 


Noncash gifts (e.g., household items) e Areceipt from the charity must be kept for any gift of property other than 
money. Clothes or other household items are deductible if they are in 
“good used condition or better” at the time of the gift. 2 


If the items are not in good used condition or better and their value is 
$500 or more, a deduction is allowed if a “qualified appraisal” is included 
with the return. 


Used automobiles e The deduction is generally limited to the amount the charity receives on 
the sale of the car. The taxpayer should obtain a statement from the 
charity documenting the sales price of the automobile. However, FMV 
may be deducted if it is $500 or less. 


Cash or noncash gifts of $250 or more e Written acknowledgment from the charity (or certain payroll records in 
the case of gifts made by payroll deductions) is required to deduct a single 
cash or property contribution of $250 or more. The acknowledgment must 
include the amount of money and a description of any other property 
contributed, whether the charity provided any goods or services in return 
for the contribution, and a description and estimated value of the goods 
or services provided. 


Noncash gifts of more than $500 e Additional substantiation (e.g., how the property was acquired and its 
basis) is required on the tax return if donated noncash property is valued 
at more than $500. Qualified appraisals may be required if noncash 
contributions exceed $5,000 in value. 


Antiques, paintings, jewelry, and e The deduction is equal to the property's appreciated FMV only if 
other “tangible personal property” the charity puts the property to “a use related to its tax-exempt 
purpose.” Otherwise, the deduction is limited to the property's cost. 
The taxpayer should obtain a statement from the charity documenting 
the property’s use. 
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business, a work of art created by the donor, and a manuscript prepared by the do- 
nor. It also includes, for purposes of the charitable contribution calculation, a capital asset 
held by the donor for less than the required holding period for long-term capital 
gain treatment (long term is a period longer than one year). To the extent that dis- 
position of property results in the recognition of ordinary income due to the recap- 
ture of depreciation, it is ordinary income property.” 

If ordinary income property is contributed, the deduction is equal to the fair mar- 
ket value of the property less the amount of ordinary income that would have been 
reported if the property were sold. In most instances, the deduction is limited to the 
adjusted basis of the property to the donor. 


EXAMOELE 28 


Tim donates stock in White Corporation to a university on May 1, 2009. Tim had pur- 
chased the stock for $2,500 on March 3, 2009, and the stock had a value of $3,600 when 
he made the donation. Since he had not held the property long enough to meet the 
long-term capital gain requirement, Tim would have recognized a short-term capital 


*For a more complete discussion of the difference between ordinary income 
and capital gain property, see Chapter 16. 
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gain of $1,100 if he had sold the property. Since short-term capital gain property is 
treated as ordinary income property for charitable contribution purposes, Tim’s chari- 
table contribution deduction is limited to the property’s adjusted basis of $2,500 


($3,600 — $1,100). = 


In Example 29, suppose the stock had a fair market value of $2,300 (rather than 
$3,600) when it was donated to charity. Because the fair market value now is less than 
the adjusted basis, the charitable contribution deduction is $2,300. 


Capital Gain Property 


Capital gain property is any property that would have resulted in the recognition of 
long-term capital gain or § 1231 gain if the property had been sold by the donor.*® 
As a general rule, the deduction for a contribution of capital gain property is equal 


to the fair market value of the property. 


Three major exceptions disallow the deductibility of the appreciation on capital 
gain property. One exception concerns certain private foundations. Private founda- 
tions are organizations that traditionally do not receive their funding from the gen- 
eral public (e.g., the Ford Foundation). Generally, foundations fall into two 
categories: operating and nonoperating. A private operating foundation is one that 
spends substantially all of its income in the active conduct of the charitable under- 
taking for which it was established. Other private foundations are nonoperating foun- 
dations. Often, only the private foundation knows its status (operating or 
nonoperating) for sure, and the status can change from year to year. 

If capital gain property is contributed to a private nonoperating foundation, the 
taxpayer must reduce the contribution by the long-term capital gain that would have 
been recognized if the property had been sold at its fair market value. The effect of 
this provision is to limit the deduction to the property’s adjusted basis.*” 


Walter purchased land for $8,000 on January 1, 1996, and has held 


since then. This year, when the land is worth $20,000, he donates it to a private nonop- 
erating foundation. Walter’s charitable contribution is $8,000 ($20,000 — $12,000), the 


land's basis. @ 


If, in Example 30, Walter had donated the land to either a public charity or a private 
operating foundation, his charitable contribution would be $20,000, the fair market 


value of the land. 


A second exception applying to capital gain property relates to tangible personalty. 
Tangible personalty is all property that is not realty (land and buildings) and does not 
include intangible property such as stock or securities. If tangible personalty is contrib- 
uted toa public charity such as a museum, church, or university, the charitable deduc- 
tion may have to be reduced. The amount of the reduction is the long-term capital 
gain that would have been recognized if the property had been sold for its fair market 
value. In general, the reduction is required if the property is put to an unvrelated use. 
The term unrelated use means a use that is unrelated to the exempt purpose or func- 
tion of the charitable organization. For example, a piece of artwork donated to the 
American Red Cross is unlikely to be put to a related use. Instead, the Red Cross would 
likely sell the art to generate funds that would then be used to support its mission of 
providing assistance to individuals who have been struck by disasters. 

This reduction generally will not apply if the property is, in fact, not put to an 
unrelated use or if, at the time of the contribution, it was reasonable to anticipate 
that the property would not be put to an unrelated use by the donee.*® 


46See General Scheme of Taxation in Chapter 16 for a discussion of holding 
periods. 

7§ 1'70(e)(1)(B)(ii). However, § 170(e)(5) provides that taxpayers who donate 
qualified appreciated stock to private nonoperating foundations may deduct the 
fair market value of the stock. Qualified appreciated stock is stock for which 
market quotations are readily available on an established securities market. 


488 170(e)(1)(B)(i) and Reg. § 1.170A—4(b)(3)(ii)(b). In certain situations, if 
the donee disposes of the property within three years of the contribution, 
the donor is required to recapture the appreciation element of the deduc- 
tion unless the donee certifies that it put the property to a related use or 
intended to put the property to a related use. 
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PSE KAM Regt a Myrtle contributes a Picasso painting, for which she paid $20,000, to a local museum. 


She had owned the painting for four years. It had a value of $30,000 at the time of the 
donation. The museum displays the painting for five years and subsequently sells it for 
$50,000. The charitable contribution is $30,000. It is not reduced by the unrealized 
appreciation since the painting is not put to an unrelated use even though it is later 
sold by the museum. 


A third exception applying to capital gain property disallows a deduction for the 
appreciation on several types of intellectual property. Patents, certain copyrights, 
trademarks, trade names, trade secrets, know-how, and some software are subject to 
this rule, which limits the contribution to the lesser of the taxpayer’s basis in the 
property or the property’s fair market value. As a consequence of this exception, if 
many of these types of intellectual property are donated by their creator, the charita- 
ble contribution deduction will be relatively small because the creator usually has a 
low basis for them. 


Fifty Percent Ceiling 


Contributions made to public charities may not exceed 50 percent of an individual’s 
AGI for the year. Excess contributions may be carried over to the next five years. The 
50 percent ceiling on contributions applies to public charities such as churches, 
schools, hospitals, and Federal, state, or local governmental units. The 50 percent 
ceiling also applies to contributions to private operating foundations and certain pri- 
vate nonoperating foundations. 

In the remaining discussion of charitable contributions, public charities and pri- 
vate foundations (both operating and nonoperating) that qualify for the 50 percent 
ceiling will be referred to as 50 percent organizations. 


Thirty Percent Ceiling 


A 30 percent ceiling applies to contributions of cash and ordinary income property 
to private nonoperating foundations that are not 50 percent organizations. The 
30 percent ceiling also applies to contributions of appreciated capital gain property 
to 50 percent organizations unless the taxpayer makes a special election (see below). 

In the event the contributions for any one tax year involve both 50 percent 
and 30 percent property, the allowable deduction comes first from the 50 percent 


property. 


EXAMPLE 32 


During the year, Lisa makes the following donations to her church: cash of $2,000 and 
unimproved land worth $30,000. Lisa had purchased the land four years ago for 
$22,000 and held it as an investment. Therefore, it is capital gain property. Lisa’s AGI 
for the year is $60,000. Disregarding percentage limitations, Lisa’s potential deduction 
is $32,000 [$2,000 (cash) + $30,000 (fair market value of land)]. 

In applying the percentage limitations, however, the current deduction for the land 
is limited to $18,000 [30% (limitation applicable to capital gain property) x $60,000 
(AGI)]. Thus, the total current deduction is $20,000 ($2,000 cash + $18,000 land). Note 
that the total deduction does not exceed $30,000, which is 50% of Lisa’s AGI. = 


Under a special election, a taxpayer may choose to forgo a deduction of the 
appreciation on capital gain property. Referred to as the reduced deduction election, 
this enables the taxpayer to move from the 30 percent limitation to the 50 percent 
limitation. 


EXAMERE S30. 


Assume the same facts as in Example 32, except that Lisa makes the reduced deduction 
election. Now the deduction becomes $24,000 [$2,000 (cash) + $22,000 (basis in land)] 
because both donations fall under the 50% limitation. Thus, by making the election 
Lisa has increased her current charitable contribution deduction by $4,000 [$24,000 je 
$20,000(Example 32)]. @ : 
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> > CONCEPT SUMMARY 


wry il Determining the Deduction for Contributions of Appreciated Property by Individuals 


rc ee ee ate ed ey 
If the Type of Property And the Property Is The Contribution Is But the Deduction Is 
Contributed Is: _ Contributed to: Measured by: Limited to: 
1. Capital gain property A 50% organization Fair market value of the property 30% of AGI 
2. Ordinary income A 50% organization The basis of the property* 50% of AGI 

property : 
3. Capital gain property A50% organization The basis of the property* 50% of AGI 


(and the property is 
tangible personal 


property put to an 
unrelated use by the 
donee) 
4. Capital gain property A 50% organization The basis of the property 50% of AGI 
(and the reduced 
deduction is elected) 
5: Capital gain property A private nonoperating The basis of the property* The lesser of: 
foundation that is not 1. 20% of AGI 
a 50% organization 2. 50% of AGI minus 


other contributions 
to 50% organiza- 
tions 


*lf the fair market value of the property is less than the adjusted basis (i.e., the property has declined in value instead of appreciating), the fair 
market value is used. 


Although the reduced deduction election appears attractive, it should be consid- 
ered carefully. The election sacrifices a deduction for the appreciation on capital 
gain property that might eventually be allowed. Note that in Example 32, the poten- 
tial deduction was $32,000, yet in Example 33 only $24,000 is allowed. The reason 
the potential deduction is decreased by $8,000 ($32,000 — $24,000) is that no carry- 
over is allowed for the amount sacrificed by the election. 


Twenty Percent Ceiling 


A 20 percent ceiling applies to contributions of appreciated capital gain property to 
private nonoperating foundations that are not 50 percent organizations. 


Contribution Carryovers 

Contributions that exceed the percentage limitations for the current year can be car- 
ried over for five years. In the carryover process, such contributions do not lose their 
identity for limitation purposes. Thus, if the contribution originally involved 30 per- 
cent property, the carryover will continue to be classified as 30 percent property in 


the carryover year. 


Assume the same facts as in Example 32. Because only $18,000 of the $30,000 value of EXAMPLE 34 


the land is deducted in the current year, the balance of $12,000 may be carried over to 
the following year. But the carryover will still be treated as capital gain property and is 
subject to the 30%-of-AGI limitation. ™ 


In applying the percentage limitations, current charitable contributions must be 
claimed first before any carryovers can be considered. If carryovers involve more 
than one year, they are utilized in a first-in, first-out order. 
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10.6 MISCELLANEOUS ITEMIZED DEDUCTIONS 


LO.7 No deduction is allowed for personal, living, or family expenses.” However, a tax- 
payer may incur a number of expenditures related to employment. If an employee 
or outside salesperson incurs unreimbursed business expenses or expenses that are 
reimbursed under a nonaccountable plan, including travel and transportation, the 
expenses are deductible as miscellaneous itemized deductions.” Certain other 
expenses also fall into the special category of miscellaneous itemized deductions. 
Some are deductible only if, in total, they exceed 2 percent of the taxpayer’s AGI. 
These miscellaneous itemized deductions include (but are not limited to) the 
following: 


List the business and personal 
expenditures that are 
deductible either as 
miscellaneous itemized 
deductions or as other itemized 
deductions. 


e Professional dues to membership organizations. 

e Uniforms or other clothing that cannot be used for normal wear. 

e Fees incurred for the preparation of one’s tax return or fees incurred for 
tax litigation before the IRS or the courts. 

e Job-hunting costs. 

e Fee paid for a safe deposit box used to store papers and documents relat- 
ing to taxable income-producing investments. 

e Investment expenses that are deductible under § 212 as discussed in 
Chapter 6. 

e Appraisal fees to determine the amount of a casualty loss or the fair mar- 
ket value of donated property. 

e Hobby losses up to the amount of hobby income (refer to Chapter 6). 

e Unreimbursed employee expenses (refer to Chapter 9). 


Certain employee business expenses that are reimbursed are not itemized deduc- 
tions, but are deducted for AGI. Employee business expenses are discussed in depth 
in Chapter 9. 


Jos HantTINa IN Ski Country: A DEDUCTIBLE EXPENSE? 


George, an avid skier, manages the ski department of a plans to fly to Reno on Sunday, have job interviews each 


—_— 


sporting goods store in St. Louis. He has been taking ski 
vacations in Lake Tahoe for several years and is considering 
finding a job in Lake Tahoe and moving there. George 
recently learned that he can deduct job-hunting expenses 
on his Federal income tax return. One of his customers, who 
is a CPA, told George that transportation costs can be 
deducted if the primary purpose of the trip is to hunt for a 
job. According to the CPA, other travel costs must be allo- 
cated between job-hunting days and personal days. George 


10.7 OTHER MISCELLANEOUS DEDUCTIONS 


PPE ARSED ESS 


morning from Monday through Thursday, and ski each 
afternoon after the job interviews are concluded. He plans 
to ski all day Friday and Saturday and fly back to St. Louis on 
Saturday night. Is George justified in taking a deduction for 
job-hunting expenses this year? Will he be justified in taking 
future deductions if he is unable to find a job this year and 
continues his job-hunting trips each year for the next several 
years? 


Certain expenses and losses do not fall into any category of itemized deductions at 
ready discussed but are nonetheless deductible. The following expenses and losses 
are deductible on line 28 of Schedule A as Other Miscellaneous Deductions. 


498 969 50 : : < 0 
§ 262. Actors and performing artists who meet certain requirements are not sub- 


ject to this rule. See § 62(a)(2)(B). 
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Gambling losses up to the amount of gambling winnings. 
Impairment-related work expenses of a handicapped person. 

Federal estate tax on income in respect of a decedent. 

Deduction for repayment of amounts under a claim of right if more than 
$3,000 (discussed in Chapter 18). 

e The unrecovered investment in an annuity contract when the annuity 
ceases by reason of death, discussed in Chapter 4. 


Unlike the expenses and losses discussed previously under Miscellaneous Itemized 
Deductions, the above expenses and losses are not subject to the 2 percent-of-AGI floor. 


10.8 COMPREHENSIVE OF SCHEDULE 


Harry and Jean Brown, married filing jointly, had the following transactions for 2008: 


Medicines that required a prescription $ 430 
Doctor and dentist bills paid and not reimbursed 2,120 
Medical insurance premium payments 1,200 
Contact lenses 170 
Transportation for medical purposes on March 1, 

2008 (280 miles x 19 cents/mile + $10.00 parking) 63 
State income tax withheld (This amount exceeds the 

sales tax from the sales tax table.) 1,900 
Real estate taxes 1,580 
Interest paid on qualified residence mortgage 2,340 
Qualifying charitable contributions paid by check 860 
Transportation in performing charitable services (800 

miles x 14 cents/mile + $7.00 parking and tolls) 119 
Unreimbursed employee expenses (from Form 2106) 870 
Tax return preparation 150 
Safe deposit box (used for keeping investment 

documents and tax records) 170 


The Browns’ AGI is $40,000. Their completed 2008 Schedule A on the following page 
reports itemized deductions totaling $8,172. Schedule A for 2008 is used for illustra- 
tion purposes because the 2009 form was not available at the date of this printing. 


10.9 OVERALL LIMITATION ON CERTAIN 
_ITEmIzeD DEDUCTIONS 


Congress has enacted several provisions limiting tax benefits for high-income tax- LO.8 


payers. These limitations include the exemption phaseout (refer to Chapter 3) and Retegnize the Ihitation on 
a phaseout of itemized deductions. For 2009, the phaseout of itemized deductions earainitetized deductions 
(also referred to as a cutback adjustment) applies to taxpayers whose AGI exceeds applicable to high-income 
$166,800 ($83,400 for married taxpayers filing separately).”” The limitation applies taxpayers. 


“ i ‘ 9 
to the following frequently encountered itemized deductions:” 


e Taxes. 

° Home mortgage interest, including points. 

e Charitable contributions. 

° Unreimbursed employee expenses subject to the 2 percent-of-AGI floor. 


e All other expenses subject to the 2 percent-of-AGI floor. 


deduction for repayment of certain amounts, certain unrecovered invest- 


518 68. For 2008, the limitation applied if AGI exceeded $159,950 ($79,975 for 
ee oi ments in an annuity, and impairment-related work expenses. 


married taxpayers filing separately). 
Other deductions subject to the limitation include Federal estate tax on 
income in respect of a decedent, certain amortizable bond premiums, the 
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SCHEDULES A&B Schedule A—Itemized Deductions Se ueld a as a ee 
rom ose) (Schedule B is on back) 2008 


Attachment 
Sequence No. 07 


Your accel ‘pa number 


111 i 111] 


Department of the Treasury 
Internal Revenue Service _—_ (99) 


> Attach to Form 1040. > See Instructions for Schedules A&B (Form 1040). 


Name(s) shown on Form 1040 


Miscellaneous 
Deductions 22 


(See 23 


Harry and Jean Brown 


Doo, Pete ce: §. fees OO eee ee ae 
Tax preparation fees . 


Other expenses—investment, safe iepoat bot etc. List pe and 


ee 


Medical Caution. Do not include expenses reimbursed or paid by others. 9 [= eee oe 
and 1 Medical and dental expenses (see page A-1). <tay. ata 3,983 ae 
Dental 2 Enter amount from Form 1040, line 38 2 ee ge Psat pe an 
Expenses 3 Multiply line 2 by 7.5% (.075) . eda 3,000 
4 Subtract line 3 from line 1. If line 3 is more 6 than line 1, enter ries i : 
Taxes You 5 State and local (check only one box): A ae 
Paid a Income taxes, or Be tence ty 1,900 
(See b [1 General sales taxes «i ae Ge a 
page A-2.) 6 Real estate taxes (see page A-5). . . . 1,580 - 
7 Personal property taxes. . . eee ee OS Rare 
8 Other taxes. List type and amount > ee Me SB Re id za 
9 Addlines5through8 . ... . on TS) Ate Sor 3,480 
Interest 10 Home mortgage interest and points ahem to you on Pani 1098 Ties sieriiale al 
You Paid 11 Home mortgage interest not reported to you on Form 1098. If paid i 
(See to the person from whom you bought the home, see page A-6 
page A-5.) and show that person’s name, identifying no., and address 
NOte rr Re) So Sen Ss cc ee a 3 oleae 
folie 12 Points not reported to you on Form 1098. See page A-6 lea va no anal 
t for special rules, 
deducnele. 13 Qualified mortgage insurance premiums (eee page Fe 6) alk bile otemicardeyerd! oy 
14 Investment interest. Attach Form 4952 if required. (See ig 
page A-6.) . . 
15 Add lines 10 through 14 eee 2,340 
Gifts to 16 Gifts by cash or check. If you made any gift of Se or Poa 
Charity more, see page A-7 . . 860 
If youmadea 17 Other than by cash or check. If any Neat a $250 0 or more, pao team 
gift and got a see page A-8. You must attach Form 8283 if over $500 |_17 119 
ay 18 Carryover from prior yeares,.8 14-4 ee ee 
19 Add lines 16 through 18. ‘ 
Casualty and 
Theft Losses 20 Casualty or theft loss(es). Attach Form 4684. (See page A la le ga 
Job Expenses 21 Unreimbursed employee expenses—job travel, union dues, job a 
and Certain education, etc. Attach Form 2106 or 2106-EZ if required. (See page 97 
Pe 
es 


page A-9.) AMOUNT P29... 2.2 Safe deposit.box.............. 

24 Add lines 21 through 23 vie ee 

25 Enter amount from Form 1040, line 38 25 40,000 

26 Multiply line 25 by 2% (.02) 800 

27 Subtract line 26 from line 24. If line 26 is is more > than line 24, enter -0- 
Other 28 Other—from list on page A-10. List type and amount B .................................. 
Miscellancols) eee eee 
Deductions |= |§§ § «= —s—* Be se alippeltape pla isla A re eel 
Total 29 Is Form 1040, line 38, over $159,950 (over $79,975 if married filing separately)? 
Itemized J No. Your deduction is not limited. Add the amounts in the far right column for 
Deductions lines 4 through 28. Also, enter this amount on Form 1040, line 40. > 8,172 


30 


For Paperwork Reduction Act Notice, see Form 1040 instructions. 


[] Yes. Your deduction may be limited. See page A-10 for the amount to enter. 
If you elect to itemize deductions even though they are less than your standard 
deduction, check here . 05... at aa 


Cat. No. 11330X 


Schedule A (Form 1040) 2008 
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The following deductions are not subject to the limitation on itemized 
deductions: 


Medical and dental expenses. 
Investment interest expense. 
Nonbusiness casualty and theft losses. 
Gambling losses. 


The overall limitation applicable to itemized deductions has been subject toa phase- 
out procedure since 2006. Therefore, taxpayers subject to the limitation must use a 
two-step computation to determine the reduction required by the overall limitation. 


Step 1 
Calculate the lesser of : 


* 3 percent of the amount by which AGI exceeds $166,800 ($83,400 if 
married filing separately). 


* 80 percent of itemized deductions that are affected by the limit. 


Step 2 

Multiply the amount computed in Step 1 by the fraction that applies to the tax year 
involved. For 2006 and 2007, the phaseout was equal to two-thirds of the Step 1 
amount. For 2008 and 2009, the phaseout is equal to one-third of the Step 1 amount. 
The overall limitation will no longer exist for taxable years beginning after 2009. 


The overall limitation is applied after applying all other limitations to itemized 
deductions that are affected by the overall limitation. For example, as discussed, 
other limitations apply to charitable contributions, certain meals and entertainment 
expenses, and certain miscellaneous itemized deductions. 


Herman, who is single, had AGI of $200,000 for 2009. He incurred the following 


expenses and losses during the year: 


Medical expenses before 7.5%-of-AGI limitation $16,000 
State and local income taxes 3,200 
Real estate taxes 2,800 
Home mortgage interest 7,200 
Charitable contributions 2,000 
Casualty loss before 10% limitation (after $500 floor) 21,500 
Unreimbursed employee expenses subject to 2%-of-AGI limitation 4,300 
Gambling losses (Herman had $3,000 gambling income) 7,000 
Herman’s itemized deductions before the overall limitation are computed as follows: 
Medical expenses [$16,000 —(7.5% x $200,000)] $ 1,000 
State and local income taxes 3,200 
Real estate taxes 2,800 
Home mortgage interest 7,200 
Charitable contributions 2,000 
Casualty loss [$21,500 — (10% x $200,000)] 1,500 
Unreimbursed employee expenses [$4,300 —(2% x $200,000)] 300 
Gambling losses ($7,000 loss limited to $3,000 of gambling income) 3,000 
Total itemized deductions before overall limitation $21,000 


Herman’s itemized deductions subject to the overall limitation are as follows: 


State and local income taxes $ 3,200 
Real estate taxes 2,800 
7,200 


Home mortgage interest 
Charitable contributions 2,000 
Unreimbursed employee expenses 
Total 
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TAXin 
the-NEWS 


L0.9 
Identify tax planning strategies 


that can maximize the benefit of 
itemized deductions. 


Step 1 
Calculate the lesser of: 


© 3%($200,000 AGI — $166,800) $, 996": 
® 80% of itemized deductions subject to limitation ($15,500 x .80) 12,400 


Step 2 
Multiply the Step 1 amount by one-third ($996 x 1/3) hiprcey! 


Therefore, the amount of the reduction is $332, and Herman has $20,668 of deductible 
itemized deductions, computed as follows: 


Deductible itemized deductions subject to overall limitation 


($15,500 — $332) $15,168 
Itemized deductions not subject to overall limitation: ’ 
Medical expenses 1,000 
Casualty loss 1,500 
Gambling losses 3,000 
Deductible itemized deductions $20,668 


TAX PLANNING: 


10.10 EFFECTIVE UTILIZATION OF ITEMIZED 
DEDUCTIONS 


Since an individual may use the standard deduction in one year and itemize deduc- 


tions in another year, it is frequently possible to obtain maximum benefit by shifting — 


itemized deductions from one year to another. For example, if a taxpayer’s itemized 
deductions and the standard deduction are approximately the same for each year of 
a two-year period, the taxpayer should use the standard deduction in one year and 
shift itemized deductions (to the extent permitted by law) to the other year. The 
individual could, for example, prepay a church pledge for a particular year to shift 
the deduction to the current year or avoid paying end-of-the-year medical expenses 
to shift the deduction to the following year. 


- rw > 9 
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10.11 UTILIZATION OF MEDICAL DEDUCTIONS 


When a taxpayer anticipates that medical expenses will approximate the percentage 
floor, much might be done to generate a deductible excess. Any of the following pro- 
cedures can help build a deduction by the end of the year: 


e Incur the obligation for needed dental work or have needed work carried 
out.°? Orthodontic treatment, for example, may have been recom- 
mended for a member of the taxpayer’s family. 

° Have elective remedial surgery that may have been postponed from 
prior years (e.g., tonsillectomies, vasectomies, correction of hernias, 
hysterectomies). 

e Incur the obligation for capital improvements to the taxpayer’s personal 
residence recommended by a physician (e.g., an air filtration system to al- 
leviate a respiratory disorder). 


As an aid to taxpayers who may experience temporary cash-flow problems at the 
end of the year, the use of credit cards is deemed to be payment for purposes of tim- 
ing the deductibility of charitable and medical expenses. 


On December 13, 2009, Marge (a calendar year taxpayer) purchases two pairs of pre- exer 


scription contact lenses and one pair of prescribed orthopedic shoes for a total of $450. 
These purchases are separately charged to Marge’s credit card. On January 6, 2010, 
Marge receives her statement containing these charges and makes payment shortly 
thereafter. The purchases are deductible as medical expenses in the year charged 
(2009) and not in the year the account is settled (2010). = 


Recognizing which expenditures qualify for the medical deduction also may be 
crucial to exceeding the percentage limitations. 


Mortimer employs Lana (an unrelated party) to care for his incapacitated and depen- PEXENPER 3700 0 


dent mother. Lana is not a trained nurse but spends approximately one-half of the time 
performing nursing duties (e.g., administering injections and providing physical ther- 
apy) and the rest of the time doing household chores. An allocable portion of Lana’s 
wages that Mortimer pays (including the employer's portion of FICA taxes) qualifies as 
a medical expense. @ 


10.12 TIMING THE PAYMENT OF DEDUCTIBLE 
TAXES 


It is sometimes possible to defer or accelerate the payment of certain deductible 
taxes, such as state income tax, real property tax, and personal property tax. For 
instance, the final installment of estimated state income tax is generally due after 
the end of a given tax year. Accelerating the payment of the final installment could 
result in larger itemized deductions for the current year. 


PR APR RO EA GORE BADE IE ENE POE SI IE DERE RNA EERE OO IIIS ORE 


EXAMPLE 38 


Jenny, who is single, expects to have itemized deductions of $5,500 in 2009 and $2,500 
in 2010. She plans to pay $900 as the final installment on her 2009 estimated state 
income tax, which is due on January 15, 2010. The standard deduction for 2009 is 
$5,700 for single taxpayers. If Jenny does not pay the final installment until 2010, she 
will not itemize in either 2009 or 2010. However, if she pays the final installment in 


8Prepayment of medical expenses does not generate a current deduction 
unless the taxpayer is under an obligation to make the payment. 
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December 2009, her itemized deductions will be $6,400($5,500 + $900) in 2009, and she 
will benefit from itemizing. @ 


10.13 PROTECTING THE INTEREST DEDUCTION 


Although the deductibility of prepaid interest by a cash basis taxpayer has been 
severely restricted, a notable exception allows a deduction for points paid by the 
buyer to obtain financing for the purchase or improvement of a principal residence 
in the year of payment. However, such points must actually be paid by the taxpayer 
obtaining the loan and must represent a charge for the use of money. It has been 
held that points paid from the mortgage proceeds do not satisfy the payment 
requirement.” Also, the portion of the points attributable to service charges does 
not represent deductible interest.” Taxpayers financing home purchases or 
improvements usually should direct their planning toward avoiding these two hur- 
dles to immediate deductibility. 

In rare instances, a taxpayer may find it desirable to forgo the immediate expens- 
ing of points in the year paid. Instead, it could prove beneficial to capitalize the 
points and write them off as interest expense over the life of the mortgage. 


| EXAMPLE 30 Gerald purchases a home on December 15, 2009, for $380,000 with $120,000 cash and a 


15-year mortgage of $260,000 financed by the Greater Metropolis National Bank. Ger- 
ald pays two points in addition to interest allocated to the period from December 15 
until December 31, 2009, at an annual rate of 6%. Since Gerald does not have enough 
itemized deductions to exceed the standard deduction for 2009, he should elect to cap- 
italize the points and amortize them over 15 years. In this instance, Gerald would 
deduct $346.67 for 2010, as part of his qualified residence interest expense [$5,200(two 
points) divided by 15 years], if he elects to itemize that year. ™ 


————= oe ee 


—ae 


Because personal (consumer) interest is not deductible, taxpayers should con- 
sider making use of home equity loans. Recall that these loans utilize the personal 
residence of the taxpayer as security. The funds from these loans can be used for per- 
sonal purposes (e.g., auto loans, vacations). By making use of home equity loans, 
therefore, what would have been nondeductible consumer interest becomes deduct- 
ible qualified residence interest. 


10.14 AssURING THE CHARITABLE 
___CONTRIBUTION DEDUCTION 


eee 


ER REED ISAO EPS CE LETS 


For a charitable contribution deduction to be available, the recipient must be a 
qualified charitable organization. Sometimes the mechanics of how the contribution 
is carried out can determine whether a deduction results. 


Fumiko wants to donate $5,000 to her church’s mission in Kobe, Japan. In this regard, 
she considers three alternatives: 


1. Send the money directly to the mission. 

2. Give the money to her church with the understanding that it is to be passed 
on to the mission. 

3. Give the money directly to the missionary in charge of the mission who is 
currently in the United States on a fund-raising trip. 


“Alan A. Rubnitz, 67 T.C. 621 (1977). Seller-paid points may also be deductible Donald L. Wilkerson, 70 T.C. 240 (1978). 
by the buyer under the provisions of Rev.Proc. 94-27, cited in footnote 31. 


a 
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GETTING THE BIGGEST BANG FOR THE Buck WHEN SupportTING CHARITY 


Individuals are often motivated to support a charitable IRS to verify that a particular charity is qualified 
organization's goals for numerous reasons: they want to (www.irs.gov). 

help by providing food and shelter to those in need, ® The donor may want to know whether the chari- 
responding to natural disasters, or delivering other basic _ table organization is efficient in using the 
goods or services to the needy. But in a world of limited resources at its disposal in meeting its objectives. 
resources, donors also must choose which organization(s) to To compare the relative efficiency of charities 
support from among many worthwhile causes because it is on ascale of 0 to 10, check with Charity Naviga- 
impossible to support all of them in a meaningful way. So tor (www.charitynavigator.org). 

what factors might be helpful to a prospective donor in ® Is the organization efficient in its fund-raising 
deciding how to deploy limited charitable dollars? efforts, or does the charity typically incur a large 


amount of fund-raising expenditures relative 
to the resources it generates? This type of 
information is reflected in a grade assigned by 
the American Institute of Philanthropy 
(www.charitywatch.org). 


e All other things being equal, a deductible gift is 
better than a nondeductible gift. Therefore, to 
ensure a charitable contribution deduction, the 
donor should be certain that the recipient is a 
qualified domestic organization. Check with the 


If Fumiko wants to obtain a deduction for the contribution, she should choose alter- 
native 2. A direct donation to the mission (alternative 1) is not deductible because the 
mission is a foreign charity. A direct gift to the missionary (alternative 3) does not com- 
ply since an individual cannot be a qualified charity for income tax purposes.°° m 


A clearly established rule provides that a donor may not claim a charitable contri- 
bution to the extent that a benefit is received in return. For example, if $100 is paid 
to attend a charity ball and a reasonable value of that privilege is $35, the charitable 
contribution is $65. However, consider the following circumstances. 


In response to a solicitation from the University Medical Association, Rich and Lucile [EXAMPLE 4f 5 | 


pay $200, which allows them to attend a fund-raising benefit event. The charity mails 
them a ticket and a statement indicating that for a contribution at the $200 level, $140 
may be deducted because the value of the benefit provided to the donor equals $60. If 
Rich and Lucile accept the ticket, whether they attend the benefit or not, their deduc- 
tion is $140. However, if they return the ticket to the charity for resale (e.g., they know 
their schedule will prevent them from attending), the charitable contribution deduc- 
tion equals the entire amount paid for the ticket. ™ 


When making noncash donations, the type of property chosen can have decided 
implications in determining the amount, if any, of the deduction. 


EXAMPLE 42 — 


Sam wants to give $60,000 in value to his church in some form other than cash. In this 
connection, he considers four alternatives: 


1. Stock held for two years as an investment with a basis of $100,000 and a fair 
market value of $60,000. 

2. Stock held for five years as an investment with a basis of $10,000 and a fair 
market value of $60,000. 


56 Thomas E. Lesslie, 36 TCM 495, T.C.Memo. 1977-111. 
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3. The rent-free use for a year of a building that normally leases for $5,000 a 
month. 

4. A valuable stamp collection held as an investment and owned for 10 years 
with a basis of $10,000 and a fair market value of $60,000. The church plans 
to sell the collection if and when it is donated. 


Alternative 1 is ill-advised as the subject of the gift. Even though Sam would obtain a 
deduction of $60,000, he would forgo the potential loss of $40,000 that would be rec- 
ognized if the property were sold.>’ Alternative 2 makes good sense since the deduc- 
tion still is $60,000 and none of the $50,000 of appreciation that has occurred must be 
recognized as income. Alternative 3 yields no deduction at all and is not a wise choice. 
Alternative 4 involves tangible personalty that the recipient does not plan to use. As a 
result, the amount of the deduction is limited to $10,000, the stamp collection’s 
basis.°° = 


For property transfers (particularly real estate), the ceiling limitations on the 
amount of the deduction allowed in any one year (50 percent, 30 percent, or 20 per- 
cent of AGI, as the case may be) could be a factor to take into account. With proper 
planning, donations can be controlled to stay within the limitations and therefore 
avoid the need for a carryover of unused charitable contributions. 


PoEXAMELE G3 = J Andrew wants to donate a tract of unimproved land held as an investment to Eastern 


University (a qualified charitable organization). The land has been held for six years 
and has a current fair market value of $300,000 and a basis to Andrew of $50,000. 
Andrew’s AGI for the current year is estimated to be $200,000, and he expects much 
the same for the next few years. In the current year, he deeds (transfers) an undivided 
one-fifth interest in the real estate to the university. @ 


. 
* 
- 

bs 
a 
€ 
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What has Andrew in Example 43 accomplished for income tax purposes? In the 
current year, he will be allowed a charitable contribution deduction of $60,000 
(4% x $300,000), which will be within the applicable limitation of AGI (30% x 
$200,000). Presuming no other charitable contributions for the year, Andrew has 
avoided the possibility of a carryover. In future years, Andrew can arrange donations 
of undivided interests in the real estate to stay within the bounds of the percentage 
limitations. The only difficulty with this approach is the need to revalue the real 
estate each year before the donation, since the amount of the deduction is based on 
the fair market value of the interest contributed at the time of the contribution. 


| EXAMPLE 44 ss dies in October 2009. In completing her final income tax return for 2009, Tif- 


fany’s executor determines the following information: AGI of $104,000 and a donation 
by Tiffany to her church of stock worth $60,000. Tiffany had purchased the stock two 
years ago for $50,000 and held it as an investment. Tiffany's executor makes the 
reduced deduction election and, as a consequence, claims a charitable contribution 
deduction of $50,000. With the election, the potential charitable contribution deduc- 
tion of $50,000 ($60,000 — $10,000) is less than the 50% ceiling of $52,000 ($104,000 x 
50%). If the executor had not made the election, the potential charitable contribution 
deduction of $60,000 would have been reduced by the 30% ceiling to $31,200 
($104,000 x 30%). No carryover of the $28,800 ($60,000 — $31,200) would have been 
available. @ 


>7LaVar M. Withers, 69 T.C. 900 (1978). “No reduction of appreciation is necessary in alternative 2 since stock is 


intangible property and not tangible personalty. 
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REFOCUS ON THE BIG PICTURE 


Because the Federal tax law provides that qualified residence interest and real estate 
taxes are deductible by individual taxpayers, the after-tax cost of a home purchase 
will be reduced by the tax savings associated with these itemized tax deductions. 
Given the Williamsons’ projected taxable income, they are in the 28 percent Federal 
tax bracket and the 6 percent state tax bracket (i.e., aggregate marginal tax bracket 
of 34 percent). As a result, the after-tax cost of financing the purchase of the home 
will be: 


Nondeductible principal payments $ 2,000 
Deductible qualified residence interest and real estate taxes = 
[($37,000 + $3,000) x (1 — .34)] 26,400 
Total $28,400 
After-tax monthly cost ($28,400 + 12) $ 2,367 


Because the Williamsons will be able to itemize their deductions if they purchase a 
new home and will be able to deduct most of their monthly house payment, the 
home purchase will be affordable. 


What If? 


What if the Williamsons use the less expensive route to finance the purchase of their 
home by using their retirement and taxable portfolio as security for the loan? What 
may at first appear to be a cost-effective approach ends up being more costly when 
considering the impact of the tax law. With this approach, the interest expense is 
not deductible because it is not qualified residence interest; further, it is not deduct- 
ible as investment interest (see Chapter 11). Therefore, the after-tax cost of financ- 
ing the home using this approach makes the home unaffordable. 


Nondeductible principal and interest payments $37,000 
Deductible real estate taxes [$3,000 x (1 — .34)] 1,980 
Total $38,980 
After-tax monthly cost ($38,980 + 12) $ 3,248 


KEY TERMS 3 


ITEMIZED 
DEDUCTIONS 
CAN REDUCE THE 
AFTER-TAX COST 
OF MAJOR 
PURCHASES 


Acquisition indebtedness, 10-16 Home equity loans, 10-16 Ordinary income property, 10-23 
Capital gain property, 10-25 Medical expense, 10-3 Points, 10-17 
Charitable contribution, 10-19 Miscellaneous itemized deductions, Qualified residence interest, 10-15 


Health Savings Account (HSA), 10-9 10-28 


DISCUSSION QUESTIONS 


1. LO.1 Dan, a self-employed individual taxpayer, prepared his own income tax return for 
the past year and has asked you to check it for accuracy. Your review indicates that Dan 
failed to claim certain business entertainment expenses. 

a. Will the correction of this omission affect the amount of medical expenses Dan can 


deduct? Explain. 
b. Would it matter if Dan were employed rather than self-employed? 
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Cissueio 


Pe issucio 


L0.2 Barbara incurred the following expenses during the year: $840 dues at a health 
club she joined at the suggestion of her physician to improve her general physical 
condition; $240 for multiple vitamins and antioxidant vitamins; $500 for a smoking 
cessation program; $240 for nonprescription nicotine gum; $600 for insulin; and $7,200 
for funeral expenses for her mother who passed away in June. Which of these expenses 
may be included in computing the medical expense deduction? 


L0.2 Joe was in an accident and required cosmetic surgery for injuries to his nose. He 
also had the doctor do additional surgery to reshape his chin, which had not been 
injured. Will the cosmetic surgery to Joe’s nose qualify as a medical expense? Will the 
cosmetic surgery to Joe’s chin qualify as a medical expense? Explain. 


L0.2 Jerry and Ernie are comparing their tax situations. Both are paying all of the 
nursing home expenses of their parents. Jerry may include the expenses in computing 
his medical expense deduction, but Ernie may not. Can you offer any explanation for the 
difference? 


L0.2 Eduardo was injured in a diving accident and is confined to a wheelchair. In order 
to be able to live alone at his home, he has entrance ramps constructed. In addition, he 
has the doorways and halls widened and has extensive modifications made to the kitchen 
and bathrooms. Do the capital expenditures incurred to modify his home constitute a 
valid medical expense? If so, what portion of the expense is deductible? 


L0.2 Bob and June were divorced in 2007. In July 2009, their daughter, Harriet, broke 
her leg while playing soccer. Harriet lives with June, and June claims her as a dependent. 
Bob pays for the medical expenses related to Harriet’s injury. Can Bob claim the medical 
expenses he pays for Harriet on his tax return? 


. L0.2 In 2009, David, a sole proprietor of a bookstore, pays a $7,500 premium for medical 


insurance for himself and his family. Joan, an employee of a small firm that doesn’t 
provide her with medical insurance, pays medical insurance premiums of $8,000 for 
herself. How does the tax treatment differ for David and Joan? 


L0.2 Arturo, a calendar year taxpayer, paid $16,000 in medical expenses and sustained a 
$20,000 casualty loss in 2009. He expects $12,000 of the medical expenses and $14,000 of 
the casualty loss to be reimbursed by insurance companies in 2010. Before considering 
any limitations on these deductions, how much can Arturo include in determining his 
itemized deductions for 2009? 


LO.2 Discuss the tax treatment of contributions to and withdrawals from Health Savings 
Accounts. 


L0.2 A local ophthalmologist’s advertising campaign included a certificate for free 
LASIK eye surgery for the lucky winner of a drawing. Ahmad held the winning ticket, 
which was drawn in December 2008. Ahmad had no vision problems and was uncertain 
what he should do with the prize. In February 2009, Ahmad’s daughter, who lives with 
his former wife, was diagnosed with a vision problem that could be treated with either 
prescription glasses or LASIK surgery. The divorce decree requires that Ahmad pay for 
all medical expenses incurred for his daughter. Identify the relevant tax issues for 
Ahmad. 


L0.3 Diego sold his personal residence to Dinah on July 1, 2009. He had paid real 

property taxes on March 1, 2009, the due date for property taxes for 2009. 

a. Howwill Diego’s payment affect his deduction for property taxes in 2009? 

b. Will Diego’s payment of the taxes have any effect on Dinah’s itemized deductions for 
2009? 

c. What other tax or financial effects will Diego’s payment of the taxes have on either 
party? 


L0.3, 6 In 2009, a state issued checks to homeowners as a rebate of property taxes. Funds 
for the rebate were available because of unexpectedly high state tax revenues due to a 
new law that legalized gambling in the state. In December 2009, Edward received a $290 
rebate check from the state. In January 2010, he returned the check to the governor 
because he thought it was improper for the state to spend the money in this manner. 
Edward, a dedicated opponent of gambling and other “games of chance,” attached a 
letter to the governor indicating his desire to have the $290 spent on a campaign to 


13. 


14. 


Ley, 


16. 


PT: 


18. 


19: 


20. 


a. 


Ba 
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educate youth about the financial and nonfinancial dangers of gambling. List some of 
the tax issues relevant to Edward’s situation. 


L0.5, 9 Julia owns a principal residence in California, a condo in New York City, and a 
houseboat in Florida. All of the properties have mortgages on which Julia pays interest. 
What are the limitations on Julia’s mortgage interest deduction? What strategy should 
Julia consider to maximize her mortgage interest deduction? 


L0.5, 9 Jimmy Wolf’s car was destroyed by a tornado. Unfortunately, his insurance had 
lapsed two days before he incurred the loss. Jimmy uses his car for both business and 
personal use. Jimmy, who is self-employed, does not have adequate savings to replace the 
car and must borrow money to purchase a new car. He is considering taking out a home 
equity loan, at a 4% interest rate, to obtain funds for the purchase. Sherry, his wife, would 
prefer not to do so because they paid off their mortgage recently and she does not want 
to incur any obligations related to their home. She would prefer to sell some of their 
stock in Bluebird, Inc., to raise funds to purchase the new car. Jimmy does not want to sell 
the stock because it has declined in value since they purchased it and he is convinced that 
its price will increase within the next two years. Jimmy has suggested that they obtain 
conventional financing for the purchase from their bank, which charges 7% interest on 
car loans. Identify the tax issues related to each of the three alternatives Jimmy and 
Sherry are considering. 


LO.5 Jerry purchased a personal residence from Kim. In order to sell the residence, Kim 
agreed to pay $3,000 in points related to Jerry's mortgage. Discuss the deductibility of the 
points. 


L0O.5 Ed borrows $20,000 and purchases an automobile. Jack borrows $20,000 to 
purchase a diamond engagement ring for his fiancée. Ed qualifies for an interest 
deduction on the amount he borrowed, but Jack does not. Can you offer any explanation 
for the difference? 


LO.5 Ellen borrowed $50,000 from her parents for a down payment on the purchase of a 
new home. She paid interest of $3,200 in 2007, $0 in 2008, and $9,000 in 2009. The IRS 
disallowed the deduction. Can you offer any explanation for the disallowance? 


LO.6 The city of Ogden was devastated by a tornado in April of this year, leaving many 
families in need of food, clothing, shelter, and other necessities. Betty contributed $500 
to a family whose home was completely destroyed by the tornado. Jack contributed $700 
to the family’s church, which gave the money to the family. Discuss the deductibility of 
these contributions. 


L0.6 Andy pays tuition to a parochial school run by his church so that his daughter can 
attend the school. The church is a qualified charity. Can Andy deduct any portion of the 
tuition payments as a charitable contribution? 


LO.6 Nancy, who is a professor at State University, does some of her writing and class 
preparation at home at night. Her department provides faculty members with a $1,500 
allowance for a desktop computer for use at school, but does not ordinarily provide 
computers for use at home. In order to have a computer for use at school and at home, 
Nancy has asked the department to provide her with a notebook computer that costs 
$2,500. The head of her department is willing to provide the standard $1,500 allowance 
and will permit Nancy to purchase the $2,500 notebook computer if she makes a 
donation of $1,000 to the department. If she acquires the notebook computer, Nancy’s 
home use of the computer will be approximately 60% for business and 40% for personal 
use not related to her job. Discuss the tax issues that Nancy should consider in deciding 
whether to acquire the notebook computer under these conditions. 


L0.6 Jean traveled to New York City during the year to do volunteer work for one week 
for the Salvation Army. She normally receives $1,000 salary per week at her job and is 
planning to deduct the $1,000 as a charitable contribution. In addition, Jean incurred the 
following costs in connection with the trip: $300 for transportation, $1,300 for lodging, 
and $250 for meals. What is Jean’s deduction associated with this charitable activity? 


L0.6 Zina decided to have a garage sale to get rid of a number of items that she no 
longer needed, including books, old stereo equipment, clothing, bicycles, and furniture. 
She scheduled the sale for Friday and Saturday, but was forced to close at noon Friday 


DECISION MAKING 


ISSUE ID 
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because of a torrential downpour. She had collected $500 for the items she sold before 
closing. The heavy rains continued through the weekend, and Zina was unable to 
continue the sale. She had not enjoyed dealing with the people who came to the sale on 
Friday morning, so she donated the remaining items to several local organizations. Zina 
has asked your advice on how she should treat these events on her tax return. List some 
of the tax issues you would discuss with her. 


23. LO.6, 9 Harry, whose combined Federal and state marginal income tax rates total 40% in 


2009, expects to retire in 2010 and have a combined marginal tax rate of 30%. He plans 
to donate $100,000 to his church. Because he will not have the cash available until 2010, 
Harry donates land (capital gain property) that he has owned for six years to the church 
in December 2009; Harry’s basis for the land is $20,000, and it has a fair market value of 
$100,000. He reacquires the land from the church for $100,000 in February 2010. Discuss 
Harry’s objectives and all tax issues related to his actions. 


PROBLEMS 


24, LO.2 Emma Doyle is employed as a corporate attorney. For calendar year 2009, she had 
AGI of $100,000 and paid the following medical expenses: 


Medical insurance premiums $3,700 
Doctor and dentist bills for Bob and April (Emma’s parents) 6,800 
Doctor and dentist bills for Emma 5,200 
Prescription medicines for Emma 400 
Nonprescription insulin for Emma 350 


Bob and April would qualify as Emma’s dependents except that they file a joint 
return. Emma’s medical insurance policy does not cover them. Emma filed a claim for 
reimbursement of $2,800 of her own expenses with her insurance company in December 
2009 and received the reimbursement in January 2010. What is Emma’s maximum 
allowable medical expense deduction for 2009? Prepare a memo for your firm’s tax files 
where you document your conclusions. 


25. L0.2 Reba, who is single, does a lot of business entertaining at home. Lawrence, Reba’s 
84year-old dependent grandfather, lived with Reba until this year when he moved to 
Lakeside Nursing Home because he needs medical and nursing care. During the year, 
Reba made the following payments on behalf of Lawrence: 


Room at Lakeside $11,000 
Meals for Lawrence at Lakeside 2,200 
Doctor and nurse fees at Lakeside 1,700 
Cable TV service for Lawrence's room at Lakeside 380 
Total $15,280 


Lakeside has medical staffin residence. Disregarding the 7.5% floor, how much, if any, of 
these expenses qualifies for a medical expense deduction by Reba? 


26. LO.2 Jung suffers from heart problems and, upon the recommendation of a physician, 
has an elevator installed in his personal residence. In connection with the elevator, Jung 
incurs and pays the following amounts during the current year: 


Elevator and cost of installation $15,500 
Increase in utility bills due to the elevator 750 
Cost of certified appraisal 500 


The system has an estimated useful life of 20 years. The appraisal was to determine the 
value of Jung’s residence with and without the system. The appraisal states that the system 


increased the value of Jung’s residence by $2,000. How much of these expenses qualifies 
for the medical expense deduction in the current year? 


27. L0.2 For calendar year 2009, Jean was a self-employed consultant with no employees. She 
had $80,000 net profit from consulting and paid $7,000 in medical insurance premiums on 
a policy covering 2009. How much of these premiums may Jean deduct as a deduction for 
AGI, and how much may she deductas an itemized deduction (subject to the 7.5% floor)? 
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ae 
fa jo During the current year, Susan incurred and paid the following expenses for Beth 
(her daughter), Ed (her father), and herself: 
Surgery for Beth $4,200 
Red River Academy charges for Beth: 
Tuition 5,600 
Room, board, and other expenses 4,800 
Psychiatric treatment 5,100 
Doctor bills for Ed 2,200 
Prescription drugs for Susan, Beth, and Ed 780 
Insulin for Ed 540 
Nonprescription drugs for Susan, Beth, and Ed 570 Not dadulbe 
Charges at Heartland Nursing Home for Ed: 
Medical care : 4,800 
Lodging 3,700 


Meals 2,650 “a 7 Id O 


Beth qualifies as Susan’s dependent, and Ed would also qualify except that he 
receives $9,500 of taxable retirement benefits from his former employer. Beth’s IY [4 
psychiatrist recommended Red River Academy because of its small classes and J CANL- 
specialized psychiatric treatment program that is needed to treat Beth’s illness. Ed, who 
is a paraplegic and diabetic, entered Heartland in October. Heartland offers the type of 
care that he requires. 
Upon the recommendation of a physician, Susan has an air filtration system 
installed in her personal residence. She suffers from severe allergies. In connection with 
this equipment, Susan incurs and pays the following amounts during the year: 


Filtration system and cost of installation $6,500 
Increase in utility bills due to the system 700 
Cost of certified appraisal 360 


The system has an estimated useful life of 10 years. The appraisal was to determine the 
value of Susan’s residence with and without the system. The appraisal states that the sys- 
tem increased the value of Susan’s residence by $2,200. Ignoring the 7.5% floor, what is 
the total of Susan’s expenses that qualifies for the medical expense deduction? 


29. LO.2 In May, Rebecca’s daughter, Susan, sustained a serious injury that made it footy © ISS UIEN Dine se eae 


impossible for her to continue living alone. Susan, who is a novelist, moved back into 
Rebecca’s home after the accident. Susan has begun writing a new novel based on her 
recent experiences. To accommodate Susan, Rebecca incurred significant remodeling 
expenses (widening hallways, building a separate bedroom and bathroom, making 
kitchen appliances accessible to Susan). In addition, Rebecca had an indoor swimming 
pool constructed so Susan could do rehabilitation exercises prescribed by her physician. 

In September, Susan underwent major reconstructive surgery in Denver. The surgery 
was performed by Dr. Rama Patel, who specializes in treating injuries of the type sustained 
by Susan. Rebecca drove Susan from Champaign, Illinois, to Denver, a total of 1,100 miles, 
in Susan’s specially equipped van. They left Champaign on Tuesday morning and arrived 
in Denver on Thursday afternoon. Rebecca incurred expenses for gasoline, highway tolls, 
meals, and lodging while traveling to Denver. Rebecca stayed in a motel near the clinic for 
eight days while Susan was hospitalized. Identify the relevant tax issues based on this 
information and prepare a list of questions that you would need to ask Rebecca and Susan 
in order to advise them as to the resolution of any issues you have identified. 


30. LO.2 During 2009, Felicia, who is self-employed, paid $500 per month for an HSA plan 
that provides medical insurance coverage with a $2,900 deductible. The plan covers 
Felicia, her husband, and three children. Of the $500 monthly payment, $200 was for the 
high-deductible policy and $300 was deposited into an HSA. How much of the amount 
paid for the high-deductible policy can Felicia deduct as a deduction for AGI? 


L0.3 The real property tax year in Adams County is the calendar year. The real property 
tax becomes a personal liability of the owner of real property on January | in the current 
real property tax year 2009. The tax is payable on July 1, 2009. On June 30, 2009, Phil sells 
his house to Cheryl for $330,000. On July 1, 2009, Cheryl pays the entire real estate tax of 
$5,475 for the year ending December 31, 2009. 
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a. How much of the property taxes may Phil deduct? 
b. How much of the property taxes may Cheryl deduct? 
c. What is Cheryl’s basis in the property? 


L0.4 Daniel is a selfemployed, calendar year taxpayer. He reports on the cash basis. 
Daniel made the following estimated state income tax payments: 


Date Amount 

January 15, 2009 $1,200 (4th payment for 2008) : 
April 15, 2009 1,500 (1st payment for 2009) ; { 
June 15, 2009 1,500 (2nd payment for 2009) j 
September 15, 2009 1,500 (3rd payment for 2009) ‘ 
January 15, 2010 1,500 (4th payment for 2009) y 


Daniel had a tax overpayment of $800 on his 2008 state income tax return and, rather = 
than requesting a refund, had the overpayment applied to his 2009 state income taxes. 
What is the amount of Daniel’s state income tax itemized deduction for his 2009 Federal 

\ income tax return? 


(ss, LO.5 In 1999, Stephen, who is single, purchased a personal residence for $400,000 and 

took out a mortgage of $250,000 on the property. In May of the current year, when the 
residence had a fair market value of $640,000 and Stephen owed $220,000 on the 
mortgage, he took out a home equity loan for $260,000. He used the funds to purchase a 
recreational vehicle, which he uses 100% for personal use. What is the maximum amount 
on which Stephen can deduct home equity interest? 


o—, 
34. NLO.5 Ron and Tom are equal owners in Robin Corporation. On July 1, 2009, each lends 
nyfaee corporation $30,000 at an annual interest rate of 10%. Ron and Tom are brothers. 
Both shareholders are on the cash method of accounting, and Robin Corporation is on 
the accrual method. All parties use the calendar year for tax purposes. On June 30, 2010, 
Robin repays the loans of $60,000 together with the specified interest of $6,000. 
a. How much of the interest can Robin Corporation deduct in 2009? In 2010? 
b. When is the interest included in Ron and Tom’s gross income? 


\ 


(38.0. Nadia donates $4,000 to Eastern University’s athletic department. The payment 
- guarantees that Nadia will have preferred seating near the 50-yard line. 
a. Assume Nadia subsequently buys four $100 game tickets. How much can she deduct 
as a charitable contribution to the university’s athletic department? 
b. Assume that Nadia’s $4,000 donation includes four $100 tickets. How much can she 
deduct as a charitable contribution to the university’s athletic department? 


/26.) L0.6 Becky had AGI of $100,000 in 2009. She donated Amber Corporation stock with a 
\_/ basis of $13,000 to a qualified charitable organization on July 5, 2009. 

a. What is the amount of Becky’s deduction, assuming that she purchased the stock on 
December 4, 2008, and the stock had a fair market value of $23,000 when she made 
the donation? 

b. Assume the same facts as in (a), except that Becky purchased the stock on July 1, 
2006. 

c. Assume the same facts as in (a), except that the stock had a fair market value of 
$7,500 (rather than $23,000) when Becky donated it to the charity. 


DECISION MAKING 37. L0.6, 9 Pedro contributes a painting to an art museum in October of this year. He has 
owned the painting for 12 years, and it is worth $130,000 at the time of the donation. 


Pedro’s adjusted basis for the painting is $90,000, and his AGI for the year is $250,000. 
Pedro has asked you whether he should make the reduced deduction election for this 
contribution. Write a letter to Pedro Valdez at 1289 Greenway Avenue, Foster City, CA 

7~» 94404 and advise him on this matter. 


( 38. 10.6 During the year, Ricardo made the following contributions to a qualified public 
charity: 


Cash $110,000 
Stock in Seagull, Inc. (a publicly traded corporation) 140,000 


39. 


40. 


a) 


42. 
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Ricardo acquired the stock in Seagull, Inc., as an investment six years ago at a cost of | 


$60,000. Ricardo’s AGI is $420,000. 

a. What is Ricardo’s charitable contribution deduction (before application of the over- 
all limitation on certain itemized deductions)? 

b. Howare excess amounts, if any, treated? 


L0.6 Russell, who has AGI of $200,000 in 2009, contributes stock in Blue Corporation (a 

publicly traded corporation) to City College, a qualified charitable organization. The 

stock is worth $118,000, and Russell acquired it as an investment two years ago at a cost of 

$88,000. 

a. What amount can Russell deduct as a charitable contribution, assuming he carries 
over any disallowed contribution from 2009 to future years? 

b. What is the maximum amount that Russell can deduct as a charitable contribution 
in 2009? 

c. What factors should Russell consider in deciding how to treat the contribution for 
Federal income tax purposes? 

d. Assume Russell dies in December 2009. What advice would you give the executor of his 
estate with regard to possible elections that can be made relative to the contribution? 


L0.6 On December 30, 2009, Roberta purchased four tickets to a charity ball sponsored 

by the city of San Diego for the benefit of underprivileged children. Each ticket cost $200 

and had a fair market value of $35. On the same day as the purchase, Roberta gave the 

tickets to the minister of her church for personal use by his family. At the time of the gift 

of the tickets, Roberta pledged $4,000 to the building fund of her church. The pledge 

was satisfied by a check dated December 31, 2009, but not mailed until January 3, 2010. 

a. Presuming Roberta is a cash basis and calendar year taxpayer, how much can she 
deduct as a charitable contribution for 2009? 

b. Would the amount of the deduction be any different if Roberta is an accrual basis 
taxpayer? Explain. 


LO.6, 9 In December each year, Alice Young contributes 10% of her gross income to the 
United Way (a 50% organization). Alice, who is in the 35% marginal tax bracket, is 
considering the following alternatives for satisfying the contribution. 


Fair Market Value 


(1) Cash donation $21,000 
(2) Unimproved land held for six years ($3,000 basis) 21,000 
(3) Blue Corporation stock held for eight months ($3,000 basis) 21,000 
(4) Gold Corporation stock held for two years ($26,000 basis) 21,000 


Alice has asked you to help her decide which of the potential contributions listed above 
will be most advantageous taxwise. Evaluate the four alternatives and write a letter to Alice 
to communicate your advice to her. Her address is 2622 Bayshore Drive, Berkeley, CA 


94709. 


L0.2, 3, 4, 5, 7, 8, 9 Bart and Tara Parker, both age 47, are married and have no 
dependents. They have asked you to advise them whether they should file jointly or 
separately in 2009. They present you with the following information: 


Bart Tara Joint 
Salary $40,000 
Business net income $100,000 
Interest income 400 1,200 $2,200 
Deductions for AGI 2,000 13,000 
Medical expenses 9,500 600 
State income tax 800 2,000 
Real estate tax 3,400 
5,200 


Mortgage interest 
Unreimbursed employee expenses 1,100 


DECISION MAKING 


DECISION MAKING 
COMMUNICATIONS 


DECISION MAKING 
COMMUNICATIONS 
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If they file separately, Bart and Tara will split the real estate tax and mortgage interest 
deductions equally. Write Bart and Tara a letter in which you make and explain a recom- 
mendation on filing status for 2009. Bart and Tara reside at 2003 Highland Drive, Dur- 
ham, NC 27707. 


43. LO.8 For calendar year 2009, Jon and Betty Hansen file a joint return reflecting AGI of 
$240,000. Their itemized deductions are as follows: 


Medical expenses $23,000 
Casualty loss (not covered by insurance) 26,400 
Interest on home mortgage 10,000 
Property taxes on home 13,000 
Charitable contributions 17,000 
State income tax 15,000 


After all necessary adjustments are made, what is the amount of itemized deductions the 
Hansens may claim? 


44. L0.2, 3, 4, 5, 6, 7, 8 Charles, who is single, had AGI of $400,000 during 2009. He 
incurred the following expenses and losses during the year: 


Medical expenses (before 7.5%-of-AGI floor) $39,500 
State and local income taxes 5,200 
Real estate taxes 4,400 
Home mortgage interest 5,400 
Charitable contributions 4,800 
Casualty loss before 10% limitation (after $500 floor) 47,000 
Unreimbursed employee expenses subject to 2%-of-AGI limitation 8,900 
Gambling losses (Charles had $7,400 of gambling income) 9,800 


Compute Charles’s itemized deductions before and after the overall limitation. 


45. L0.2, 3, 4, 5, 6, 7, 8 Evan is single and has AGI of $277,300 in 2009. His potential 
itemized deductions before any limitations for the year total $52,300 and consist of the 


following: 

Medical expenses (before 7.5%-of-AGI floor) $28,000 
Interest on home mortgage 8,700 
State income taxes 9,500 
Real estate taxes 3,600 
Charitable contributions 2,500 


After all necessary adjustments are made, what is the amount of itemized deductions 
Evan may claim? 


46. L0.2, 3, 4, 5, 6, 7, 8 Thomas, who is a head of household with one dependent, had AGI 
of $240,000 for 2009. He incurred the following expenses and losses during the year: 


Medical expenses (before 7.5%-of-AGI floor) $20,000 
State and local income taxes 3,900 
Real estate taxes 2,100 
Home mortgage interest 4,400 
Charitable contributions 4,500 
Casualty loss before 10% limitation (after $500 floor) 25,000 
Unreimbursed employee expenses subject to 2%-of-AGI limitation 5,600 
Gambling losses (Thomas had $2,700 of gambling income) 4,900 


Calculate Thomas’s allowable itemized deductions for the year. 


, 
Ss 
= 


a 


CHAPTER 10 Deductions and Losses: Certain Itemized Deductions 10-45 


CUMULATIVE PROBLEMS 


47. Alice J. and Bruce M. Byrd are married taxpayers who file a joint return. Their Social 


Security numbers are 123-45-6789 and 111-11-1111, respectively. Alice’s birthday 
is September 21, 1961, and Bruce’s is June 27, 1960. They live at 473 Revere Avenue, 
Ames, MA 01850. Alice is the office manager for Ames Dental Clinic, 433 Broad 
Street, Ames, MA 01850 (employer identification number 98-7654321). Bruce is the 
manager of a Super Burgers fast-food outlet owned and operated by Plymouth 
Corporation, 1247 Central Avenue, Hauppauge, NY 11788 (employer identification 
number 11-1111111). 


The following information is shown on their Wage and Tax Statements (Form W-2) 
for 2008. 


Line Description Alice Bruce 
1 Wages, tips, other compensation $58,000 $62,100 
2 Federal income tax withheld 4,500 6,300 
3 Social Security wages : 58,000 62,100 
4 Social Security tax withheld 3,596 3,850 
5 Medicare wages and tips 58,000 62,100 
6 Medicare tax withheld 841 900 
15 State Massachusetts Massachusetts 
16 State wages, tips, etc. 58,000 62,100 


17 State income tax withheld 2,950 3,100 


The Byrds provide over half of the support of their two children, Cynthia (born January 
25, 1984, Social Security number 123—45-6788) and John (born February 7, 1988, Social 
Security number 123—45-6786). Both children are full-time students and live with the 
Byrds except when they are away at college. Cynthia earned $4,200 from a summer 
internship in 2008, and John earned $3,800 from a part-time job. 

During 2008, the Byrds furnished 60% of the total support of Bruce’s widower 
father, Sam Byrd (born March 6, 1932, Social Security number 12345-6787). Sam lived 
alone and covered the rest of his support with his Social Security benefits. Sam died in 
November, and Bruce, the beneficiary of a policy on Sam’s life, received life insurance 
proceeds of $800,000 on December 28. 

The Byrds had the following expenses relating to their personal residence during 
2008: 


Property taxes $5,000 
Interest on home mortgage 8,800 
Repairs to roof 5,750 
Utilities 4,100 
Fire and theft insurance 1,900 
The following facts relate to medical expenses for 2008: 
Medical insurance premiums $4,500 
Doctor bill for Sam incurred in 2007 and not 

paid until 2008 7,600 
Operation for Sam 8,500 
Prescription medicines for Sam 900 
Hospital expenses for Sam 3,500 
Reimbursement from insurance company, 

received in 2008 3,600 


The medical expenses for Sam represent most of the 60% Bruce contributed toward his 


father’s support. 
Other relevant information follows: 


e@ When they filed their 2007 state return in 2008, the Byrds paid additional state income 
tax of $900. 


TAX RETURN PROBLEM 
DECISION MAKING 


TaxCut 
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© During 2008, Alice and Bruce attended a dinner dance sponsored by the Ames Police 
Disability Association (a qualified charitable organization). The Byrds paid $300 for 
the tickets. The cost of comparable entertainment would normally be $50. 

e The Byrds contributed $5,000 to Ames Presbyterian Church and gave used clothing 
(cost of $1,200 and fair market value of $350) to the Salvation Army. All donations are 
supported by receipts and are in very good condition. 

© In 2008, the Byrds received interest income of $2,750, which was reported on a Form 
1099-INT from Second National Bank. ; 

e Alice’s employer requires that all employees wear uniforms to work. During 2008, Alice 
spent $450 on new uniforms and $225 on laundry charges. 

® Bruce paid $400 for an annual subscription to the Journal of Franchise Management. 

© Neither Alice’s nor Bruce’s employer reimburses for employee expenses. 

© The Byrds do not keep the receipts for the sales taxes they paid and had no major pur- 
chases subject to sales tax. 

e Alice and Bruce paid no estimated Federal income tax. Neither Alice nor Bruce wishes 
to designate $3 to the Presidential Election Campaign Fund. 


Part I—Tax Computation 

Compute net tax payable or refund due for Alice and Bruce Byrd for 2008. If they have 
overpaid, they want the amount to be refunded to them. If you use tax forms for your 
computations, you will need Forms 1040 and 2106 and Schedules A and B. Suggested soft- 
ware: TaxCut. 


Part 2—Tax Planning 

Alice and Bruce are planning some significant changes for 2009. They have provided you 
with the following information and asked you to project their taxable income and tax 
liability for 2009. 

The Byrds will invest the $800,000 of life insurance proceeds in short-term 
certificates of deposit (CDs) and use the interest for living expenses during 2009. They 
expect to earn total interest of $32,000 on the CDs. 

Bruce has been promoted to regional manager, and his salary for 2009 will be 
$88,000. He estimates that state income tax withheld will increase by $4,000. 

Alice, who has been diagnosed with a serious illness, will take a leave of absence from 
work during 2009. The estimated cost for her medical treatment is $15,400, of which 
$4,700 will be reimbursed by their insurance company in 2009. Their medical insurance 
premiums will increase to $5,000. 

John will graduate from college in December 2008 and will take a job in New York 
City in January 2009. His starting salary will be $46,000. 

Assume all the information reported in 2008 will be the same in 2009 unless other 
information has been presented above. 


Paul and Donna Decker are married taxpayers, ages 44 and 42, who file a joint return for 
2009. The Deckers live at 1121 College Avenue, Carmel, IN 46032. Paul is an assistant 
manager at Carmel Motor Inn, and Donna is a teacher at Carmel Elementary School. 
They present you with W-2 forms that reflect the following information: 


Paul Donna 
Salary $60,000 $61,000 
Federal tax withheld 7,000 7,200 
State income tax withheld 950 1,000 
FICA (Social Security and 
Medicare) withheld 4,590 4,667 
Social Security numbers 111-11-1111 123-45-6789 


Donna is the custodial parent of two children from a previous marriage who reside 
with the Deckers through the school year. The children, Larry and Jane Parker, reside 
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with their father, Bob, during the summer. Relevant information for the children 
follows: 


eS 


Larry Jane 
Age 17 18 
Social Security numbers 123-45-6788 123-45-6787 
Months spent with Deckers 9 9 


Under the divorce decree, Bob pays child support of $200 per month per child during 
the nine months the children live with the Deckers. Bob says he spends $225 per month 
per child during the three summer months they reside with him. Donna and Paul can 
document that they provide $3,000 support per child per year. The divorce decree is 
silent as to which parent can claim the exemptions for the children. 

In August, Paul and Donna added a suite to their home to provide more 
comfortable accommodations for Hannah Snyder (123-45-6786), Donna’s mother, who 
had moved in with them in February 2008 after the death of Donna’s father. Not wanting 
to borrow money for this addition, Paul sold 300 shares of Acme Corporation stock for 
$50 per share on May 3, 2009, and used the proceeds of $15,000 to cover construction 
costs. The Deckers had purchased the stock on April 29, 2004, for $30 per share. They 
received dividends of $800 on the jointly owned stock a month before the sale. 

Hannah, who is 66 years old, received $7,500 in Social Security benefits during the 
year, of which she gave the Deckers $2,500 to use toward household expenses and 
deposited the remainder in her personal savings account. The Deckers determine that 
they have spent $3,000 of their own money for food, clothing, medical expenses, and 
other items for Hannah. They do not know what the rental value of Hannah’s suite would 
be, but they estimate it would be at least $300 per month. 

Interest paid during the year included the following: 


Home mortgage interest (paid to Carmel Federal Savings & Loan) $8,000 
Interest on an automobile loan (paid to Carmel National Bank) 1,490 
Interest on Citibank Visa card 870 


In July, Paul hit a submerged rock while boating. Fortunately, he was thrown from 
the boat, landed in deep water, and was uninjured. However, the boat, which was 
uninsured, was destroyed. Paul had paid $25,000 for the boat in June 2008, and its value 
was appraised at $18,400 on the date of the accident. 

The Deckers paid doctor and hospital bills of $9,000 and were reimbursed $2,100 by 
their insurance company. They spent $700 for prescription drugs and medicines and 
$2,810 for premiums on their health insurance policy. They have filed additional claims 
of $1,200 with their insurance company and have been told they will receive payment for 
that amount in January 2010. Included in the amounts paid for doctor and hospital bills 
were payments of $380 for Hannah and $850 for the children. 

Additional information of potential tax consequence follows: 


Real estate taxes paid $3,700 
Sales taxes paid (per table) 1,379 
Contributions to church 4,500 
Appraised value of books donated to public library 750 
Paul’s unreimbursed employee expenses to attend hotel 

management convention: 

Airfare 840 

Hotel 270 

Meals 125 

Registration fee 340 
Refund of state income tax for 2008 (the Deckers itemized on 

their 2008 Federal tax return) 1,600 


Compute net tax payable or refund due for the Deckers for 2009. Ignore the child 
tax credit in your computations. If they have overpaid, the amount is to be credited 


toward their taxes for 2010. 
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RESEARCH PROBLEMS 


i} THOMSON REUTERS Note: Solutions to Research Problems can be prepared by using the Checkpoint® 
Checkpoint? Student Edition Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. After several years of a difficult marriage, Donald and Marla agreed to a 
divorce. As part of the property settlement, Marla transferred to Donald corporate stock, a 


commercial building, and a personal residence. Donald transferred other property to 
Marla, but the fair market value of the property was $600,000 less than the fair market value 
of the property Marla had transferred to him. To make the settlement equal, Donald 
agreed to pay Marla $600,000, payable over 10 years at 8% interest. For several years, 
Donald deducted the interest on his Federal income tax return as investment interest. 
Upon audit, the IRS disallowed the interest deduction, classifying it as nondeductible 
personal interest. Donald believes the interest is deductible and has asked you to find 
support for the deduction. Write a letter indicating your findings to Donald Jansen, 104 
South Fourth Street, Dalton, GA 30720. 


=e ee 


Partial list of research aids: 
U.S. v. Gilmore, 63-1 USTC 49285, 11 AFTR2d 758, 83 S.Ct. 623 (USSC, 1963). 
John L. Seymour, 109 T.C. 279 (1997). 


Research Problem 2. Jane suffers from a degenerative spinal disorder. Her physician said that 
swimming could help prevent the onset of permanent paralysis and recommended the 
installation of a swimming pool at her residence for her use. Jane’s residence had a market 
value of approximately $500,000 before the swimming pool was installed. The swimming 
pool was built, and an appraiser estimated that the value of Jane’s home increased by 
$98,000 because of the addition. 

The pool cost $194,000, and Jane claimed a medical expense deduction of $96,000 
($194,000 — $98,000) on her tax return. Upon audit of the return, the IRS determined 
that an adequate pool should have cost $70,000 and would increase the value of her home 
by only $31,000. Thus, the IRS claims that Jane is entitled to a deduction of only $39,000 
($70,000 — $31,000). 

a. Is there any ceiling limitation on the amount deductible as a medical expense? 

b. Can capital expenditures be deducted as medical expenses? 

c. What is the significance of a “minimum adequate facility”? Should aesthetic or archi- 
tectural qualities be considered in this determination? 


Research Problem 3. In January, Ron, a firefighter, was injured in the line of duty as a result of 


interference by a homeowner. He incurred medical expenses of $6,500 related to his 
injuries. Ron sued the homeowner and was awarded damages of $26,500 in December. The 
court indicated that $6,500 of the award was for payment of Ron’s medical expenses and 
$20,000 was for punitive damages. Ron has prepared his income tax return for the year and 
has asked you to review it. You notice that Ron has not reported any part of the award as 
income and has included the medical expenses in computing his itemized deductions. 
Write a brief memorandum to the tax files that summarizes the advice you should give Ron. 


Research Problem 4. Tom and Mary Smith, whose son was found murdered in a parking 
garage, offered a $100,000 reward for the city police to use to obtain information leading to 
the arrest and conviction of the murderer. As a result of the reward, a person who had 
overheard the murderer telling a friend about the crime reported the conversation to the 
police. The murderer was arrested and convicted, and the Smiths contributed the money 
to the police department, which gave the reward to the informant. Can the Smiths treat the 
payment as an itemized deduction? 


COMMUNICATIONS Research Problem 5. Marcia, a shareholder in a corporation with stores in five states, donated 
stock with a basis of $10,000 to a qualified charitable organization in 2008. Although the 


stock of the corporation was not traded on a public stock exchange, many shares had been 
sold over the past several years. Based on the average selling price for the stock in 2008, 
Marcia deducted $95,000 on her 2008 tax return. Marcia received a notice from the IRS 
that the $95,000 deduction had been reduced to $10,000 because she had not obtained a 
qualified appraisal or attached a summary of her appraisal to her tax return. Marcia has 
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asked you to advise her on this matter. Write a letter containing your conclusions to Ms. 
Marcia Meyer, 1311 Santos Court, San Bruno, CA 94066. 


Partial list of research aids: 
Reg. § 1.1'70A-13(c)(2). 


Use the tax resources of the Internet to address the following questions. Do not restrict 
your search to the World Wide Web, but include a review of newsgroups and general 
reference materials, practitioner sites and resources, primary sources of the tax law, 1. activity 

chat rooms and discussion groups, and other opportunities. 

Research Problem 6. Find the IRS web site and print a copy of Schedule A. If the 2009 


Schedule A is available, compare it with the 2008 Schedule A in the text (page 10-30) and 
discuss any changes. 


Research Problem 7. On then President George W. and Laura Bush’s 2007 Federal income 
tax return, Schedule A shows deductible charitable contributions of $165,660. Search the 
Internet to learn the charities the Bushes supported with their charitable giving. 
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Investor Losses 


LEARNING OBJECTIVES 


After completing Chapter 11, you should be able to: 


L0.1 


Discuss tax shelters and the reasons 
for at-risk and passive loss limitations. 


L0.2 
Explain the at-risk limitation. 


L0.3 


Describe how the passive loss rules 
limit deductions for losses, and 
identify the taxpayers subject to these 
restrictions. 


L0.4 


Discuss the definition of passive 
activities and the rules for identifying 
an activity. 


LO0.5 


Analyze and apply the tests for 
material participation. 


L0.6 


Understand the nature of rental 
activities under the passive loss rules. 


L0.7 


Recognize the relationship between 
the at-risk and passive activity 
limitations. 


L0.8 


Discuss the special treatment available 
to real estate activities. 


L0.9 


Determine the proper tax treatment 
upon the disposition of a passive 
activity. 


LO.10 


Identify restrictions placed on the 
deductibility of other investor losses 
and deductions, including those that 
apply to investment interest. 


LO.11 

Suggest tax planning strategies to 
minimize the effect of the passive loss 
limitations. 
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Income (broadly conceived)... 242,22 i202. ewe wislae mie owns wos om ae mnie nie alee 


Mm (less  EXclusionS 5.00 /<0keh< ce cfs sav oe eh ae Ree ce PS ee CG ee X, X00) 
Tax Formula Mi GIOSS INCOME 5. oo. cca sie rig ca tg o05 vi at po enactlnbom ne mend oir Stel ee wee BK KKK 
- for Individuals | Less: Deductions for adjusted gross incOMe .........0escseeeeeeeeeeeeeeeenees 


42 Business income or - (loss). Attach Schedule Cc or C- EZ Bs 
13 Capital gain or (loss). Attach Schedule D if required. If not required, check | here > 1 
14 | Other gains or (losses). Attach Form 4797 . . . . ee 2 


- This framework for individual * 
_ taxation! is based onthe — 

~ Income Tax Formula in 
"Bains 3.1. The portions of — 


the formula that are bold- : 17 ~—~Rental real estate, royalties, panoterice: Ss colpe tens, pe tc Attach s Schedule E 
‘ faced are covered in this 
chapter. Below those por- Adjusted gross inCOM@.s.5< cd. ncs.cnos oe cee Semis Gate eran han emia: Grae ear nen BXX,XXX 
tions are shown the sections Less: The greater of total itemized deductions or the standard deduction .................. (X,XXX) 
of Form 1040 where the 


results are reported. 40 


Personal and dependency exemptions ........0...00- 02sec ee eee reece eee eee eens 


Taxable INCOME sc cen wee os aat ey ce vee Wawa «sty «ee $XX,XXX 
Tax on taxable income (see tax Tables or Tax Rate Schedules).....................--.05- $ X,XXX 
Less: Tax credits (including income taxes withheld and prepaid) ......................... (Xxx) 


Tax due (OF FETUNG)... aie ce ek eras ee aes as a pets ne oe ee 


THE BIG PICTURE 


| INVESTOR LOSS Trudy and Jim Reswick are considering ways to enhance their financial security. In 
. fact, they are willing to borrow a substantial sum so that they can make an appropri- 


LIMITATIONS ate investment. 


AFFECT THE Currently, Trudy and Jim’s sole source of income is their salaries from full-time 
C i jobs, totaling $100,000. Their most significant asset is their personal residence (fair 
VIABILITY OF market value of $500,000 with a mortgage of $350,000). Their broker suggests that 
the Reswicks borrow $100,000 at 8 percent and use the proceeds to make one of the _ 
CERTAIN following investments: q 
INVESTMENT ° Ahigh-growth, low-yield portfolio of marketable securities. The portfolio’s 5 7 
OPPORTUNITIES value iS expected to grow 10 percent each year. ‘ 


* An interest in a limited partnership that owns and operates orange groves 
in Florida. The limited partnership interest is expected to generate tax 
losses of $25,000 in each of the next five years after which profits are 
expected. The broker predicts that after taking into account the tax bene- 
fit from the losses, the Reswicks would average an annual 10 percent 
return over a 10-year period. 

° An interest in a local limited partnership that owns and rents apartments 
to college students. This limited partnership interest also would generate 
losses of $25,000 per year for five years after which profits would follow. 
These expected profits and losses would produce an average annual total 
return of 10 percent over a 10-year period. 


Trudy and Jim want to choose the alternative that produces the best after-tax return 
over a 10-year planning horizon. They are aware, however, that tax restrictions may 


limit the advantages of some of these investment options. In this connection, evalu- 
ate each option. 


As discussed in Chapter 6, a tax deduction for an expense or a loss is not 
allowed unless specifically provided for by Congress. For example, losses can be 
recognized and deducted in the case of certain unprofitable investments only 
because the Code so provides. Such losses can arise from the operation of an ac- 
uvity or upon its ultimate disposition. For most individual taxpayers, deductible 
investor losses come within the scope of § 165(c)(2) relating to transactions 
entered into for profit.’ In many situations, the tax law limits the amount or tim- 
ing of a deduction or loss, or even changes its nature (i.e., ordinary rather than 
capital). Thus, for various reasons, Congress has imposed restrictions on the 


deductibility of investor losses. This, in turn, may affect the viability of the invest- 
ment itself. 


11.1 THE TAx SHELTER PROBLEM 


Before Congress enacted legislation to reduce their effectiveness, tax shelters pro- 
vided a popular way to avoid or defer taxes, as they could generate deductions and 
other benefits to offset income from other sources. Because of the tax avoidance 
potential of many tax shelters, they were attractive to wealthy taxpayers in high 
income tax brackets. Many tax shelters merely provided an opportunity for 
“investors” to buy deductions and credits in ventures that were not expected to gen- 
erate a profit, even in the long run. 

Although it may seem odd that a taxpayer would intentionally invest in an activity 
that was designed to produce losses, there is a logical explanation. The typical tax 
shelter operated as a partnership and relied heavily on nonrecourse financing.” 
Accelerated depreciation and interest expense deductions generated large losses in 
the early years of the activity. At the very least, the tax shelter deductions deferred 
the recognition of any net income from the venture until the activity was sold. In the 
best of situations, the investor could realize additional tax savings by offsetting other 
income (e.g., salary, interest, and dividends) with deductions flowing from the tax 
shelter. Ultimately, the sale of the investment would result in capital gain. The fol- 
lowing examples illustrate what was possible before Congress enacted legislation to 
curb tax shelter abuses. 


Bob, who earned a salary of $400,000 as a business executive and dividend income 
of $15,000, invested $20,000 for a 10% interest in a cattle-breeding tax shelter. 
Through the use of $800,000 of nonrecourse financing and available cash of 
$200,000, the partnership acquired a herd of an exotic breed of cattle costing $1 
million. Depreciation, interest, and other deductions related to the activity 
resulted in a loss of $400,000, of which Bob’s share was $40,000. Bob was allowed 
to deduct the $40,000 loss, even though he had invested and stood to lose only 
$20,000 if the investment became worthless. The net effect of the $40,000 deduc- 
tion from the partnership was that a portion of Bob’s salary and dividend income 
was “sheltered,” and as a result, he was required to calculate his tax liability on 
only $375,000 of income [$415,000 (salary and dividends) — $40,000 (deduction)] 
rather than $415,000. If this deduction were available under current law and if 


If the losses areineued in connection with a trade or business, § 165(c)(1) 
applies. 

*Nonrecourse debt is an obligation for which the borrower is not personally 
liable. An example of nonrecourse debt is a liability on real estate acquired 


lateral for the loan. 


4 
CHAPTER 11 /nvestor Losses 


LO.1 


Discuss tax shelters and the 


reasons for at-risk and passive 
loss limitations. 


11-3 


EXAMPLE 1 


a by a partnership without the partnership or any of the partners assuming any 
liability for the mortgage. The acquired property generally is pledged as col- 
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Bob was in a combined Federal and state income tax bracket of 40%, this deduc- 
tion would generate a tax savings of $16,000 ($40,000 x 40%) in the first year 


alone! @ 


A review of Example 1 shows that the taxpayer took a two-for-one write-off ($40,000 
deduction, $20,000 investment). In the heyday of these types of tax shelters, pro- 
moters often promised multiple write-offs for the investor. 


The first major provision aimed at tax shelters was the at-risk limitation. Its objec- © 


tive is to limit a taxpayer’s deductions to the amount “at risk,” which is the amount 
the taxpayer stands to lose if the investment becomes worthless. 


aeRMPTE RL Returning to the facts of Example 1, under the current at-risk rules Bob would be 


allowed to deduct $20,000 (i.e., the amount that he could lose if the business failed). 
This deduction would reduce his other income, and as a result, Bob would have to 
report only $395,000 of income ($415,000 — $20,000). The remaining nondeductible 
$20,000 loss and any future losses flowing from the partnership would be suspended 
under the at-risk rules and would be deductible in the future only as his at-risk amount 
increased. ™ 


The second major attack on tax shelters came with the passage of the passive ac- 
tivity loss rules. These rules are intended to halt an investor’s ability to benefit 
from the mismatching of an entity’s expenses and income that often occurs in the 
early years of the business. Congress observed that despite the at-risk limitations, 
investors could still deduct losses flowing from an entity and thereby defer their 
tax liability on other income. In effect, the passive activity rules have, to a great 
degree, limited the tax benefits arising from such investments. Now ventures 
where investors are not involved in the day-to-day operations of the business are 
generally referred to as passive investments, or passive activities, rather than tax 
shelters. 

The passive loss rules require the taxpayer to segregate all income and losses into 
three categories: active, passive, and portfolio. In general, the passive loss limits disal- 
low the deduction of passive losses against active or portfolio income, even when the 
taxpayer is at risk to the extent of the loss. In general, passive losses can only offset 
passive income. 


PWR AR PLE G0 | Returning to the facts of Example 1, the passive activity loss rules further restrict 


Bob's ability to claim the $20,000 tax deduction shown in Example 2. Because Bob 
is a passive investor and does not materially participate in any meaningful way in 
the activities of the cattle-breeding operation, the $20,000 loss allowed under the 
at-risk rules is disallowed under the passive loss rules. The passive joss is disal- 
lowed because Bob does not generate any passive income that could absorb his 
passive loss. Further, his salary (active income) and dividends (portfolio income) 
cannot be used to absorb any of the passive loss. Consequently, Bob’s current-year 
taxable income must reflect his nonpassive income of $415,000, and he receives 
no current benefit from his share of the partnership loss. However, all is not lost 
because Bob’s share of the entity’s loss is suspended; it is carried forward and can 
be deducted in the future when he has passive income or sells his interest in the 
activity. & 


The nature of the at-risk limits and the passive activity loss rules and their impact 
on investors are discussed in the pages that follow. An interesting consequence of 
these rules is that now investors evaluating potential investments must consider 
mainly the economics of the venture instead of the tax benefits or tax avoidance pos- 
sibilities that an investment may generate. 
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Wuat Is A Tax SHELTER? 

The at-risk and passive activity rules have existed for more ® There is no reasonable expectation that profits 
than two decades and have effectively curbed the use of (and not just tax benefits) may arise from the 
many tax shelters that were considered abusive. Does this transaction. 
success mean that tax shelters no longer exist? Hardly! The ® No real business or economic purpose (other 
IRS continues to battle taxpayers who find ways to reduce than avoiding taxes) exists to justify the 
their tax liabilities by making use of complicated tax shelter transaction. 
transactions that are not subject to the at-risk or passive e The transaction is pursued solely to generate tax 
activity rules. savings and does not involve a legitimate invest- 

Determining whether a particular transaction is a tax ment technique. 


shelter can sometimes be difficult. Nonetheless, the pres- 
ence of the following attributes often indicates that a tax 
shelter exists and can lead to an IRS challenge. 


Yale Law School Professor Michael Graetz once asserted that 
a tax shelter is “a deal done by very smart people that, 
absent tax considerations, would be very stupid.” This obser- 
vation may well say it all! 


11.2 At-Risk Lruirs_ 


The at-risk provisions limit the deductibility of losses from business and income- LO.2 
producing activities. These provisions, which apply to individuals and closely held 
corporations, are designed to prevent taxpayers from deducting losses in excess of 
their actual economic investment in an activity. In the case of an S corporation or a 
partnership, the at-risk limits apply at the owner level. Under the at-risk rules, a tax- 
payer’s deductible loss from an activity for any taxable year is limited to the amount 
the taxpayer has at risk at the end of the taxable year (the amount the taxpayer could 
actually lose in the activity). 

While the amount at risk generally vacillates over time, the initial amount consid- 
ered at risk consists of the following:” 


RE ERIE PERLE SDE LEE EEE PRI SEDO ED IAP AE I NALA EEL RR NEE OCA 


Explain the at-risk limitation. 


e The amount of cash and the adjusted basis of property contributed to the 
activity by the taxpayer. 

e Amounts borrowed for use in the activity for which the taxpayer is person- 
ally liable or has pledged as security property not used in the activity. 


This amount generally is increased each year by the taxpayer’s share of income and 
is decreased by the taxpayer’s share of losses and withdrawals from the activity. In 
addition, because general partners are jointly and severally liable for recourse debts 
of the partnership, their at-risk amounts are increased when the partnership 
increases its debt and are decreased when the partnership reduces its debt. How- 
ever, a taxpayer generally is not considered at risk with respect to borrowed amounts 
if either of the following is true: 


e The taxpayer is not personally liable for repayment of the debt (e.g., non- 


recourse debt). 4 
e The lender has an interest (other than as a creditor) in the activity. 


*§ 465(b)(1). 
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a 


ep CONCEPT SUMMA RY 


An important exception provides that in the case of an activity involving the holding 
of real property, a taxpayer is considered at risk for his or her share of any qualified 
nonrecourse financing that is secured by real property used in the activity.* 

Subject to the passive activity rules discussed later in the chapter, a taxpayer may 
deduct a loss as long as the at-risk amount is positive. However, once the at-risk 
amount is exhausted, any remaining loss cannot be deducted until a later year. Any — 
losses disallowed for any given taxable year by the at-risk rules may be deducted in 
the first succeeding year in which the rules do not prevent the deduction—that is, 
when there is, and to the extent of, a positive at-risk amount. 


[EXAM ETE AO In 2009, Sue invests $40,000 in an oil partnership that, by the use of nonrecourse loans, 


spends $60,000 on deductible intangible drilling costs applicable to her interest. 
Assume Sue’s interest in the partnership is subject to the at-risk limits but is not subject 
to the passive loss limits. Since Sue has only $40,000 of capital at risk, she cannot deduct 
more than $40,000 against her other income and must reduce her at-risk amount to 
zero ($40,000 at-risk amount — $40,000 loss deducted). The nondeductible loss of 
$20,000 ($60,000 loss generated — $40,000 loss allowed) can be carried over to 2010. = 


LD EREMPER 3. In 2010, Sue has taxable income of $15,000 from the oil partnership and invests an 


additional $10,000 in the venture. Her at-risk amount is now $25,000($0 beginning bal- 
ance + $15,000 taxable income + $10,000 additional investment). This enables Sue to 
deduct the carryover loss and requires her to reduce her at-risk amount to $5,000 
($25,000 at-risk amount — $20,000 carryover loss allowed). = 


An additional complicating factor is that previously allowed losses must be recap- 
tured to the extent the at-risk amount is reduced below zero.” That is, previous losses 
that were allowed must be offset by the recognition of enough income to bring the 
at-risk amount up to zero. This rule applies in such situations as when the amount at 
risk is reduced below zero by distributions to the taxpayer or when the status of 
indebtedness changes from recourse to nonrecourse. 


7 a. 


‘Section 465(b)(6) defines qualified nonrecourse financing. 5§ 465(e). 


ETHICS 
& Equity 


11.3 Passtve Loss Limits 


CLASSIFICATION AND IMPACT OF PASSIVE INCOME AND LOSSES 


The passive loss rules operate by requiring taxpayers to classify their income and 
losses into various categories. Then the rules limit the extent to which losses in the 
passive category can be used to offset income in the other categories. 


Classification 


The passive loss rules require income and losses to be classified into one of three cat- 
egories: active, passive, or portfolio. Active income includes the following: 


e Wages, salary, commissions, bonuses, and other payments for services ren- 
dered by the taxpayer. 

° Profitfrom a trade or business in which the taxpayer is a material participant. 

e Gain on the sale or other disposition of assets used in an active trade or 
business. 

¢ Income from intangible property if the taxpayer’s personal efforts signifi- 
cantly contributed to the creation of the property. 


Portfolio income includes the following: 


e Interest, dividends, annuities, and royalties not derived in the ordinary 
course of a trade or business. 

® Gain or loss from the disposition of property that produces portfolio 
income or is held for investment purposes. 


Section 469 provides that income or loss from the following activities is treated as 
passive. 


e Any trade or business or income-producing activity in which the taxpayer 
does not materially participate. 

e Subject to certain exceptions, all rental activities, whether the taxpayer 
materially participates or not. 


Although the Code defines rental activities as passive activities, several exceptions 
allow losses from certain real estate rental activities to offset nonpassive (active or 
portfolio) income. These exceptions are discussed under Special Passive Activity 
Rules for Real Estate Activities later in the chapter. 


General Impact 


Losses or expenses generated by passive activities can be deducted only to the extent 
of income from all of the taxpayer’s passive activities. Any excess may not be used to 
offset income from active sources or portfolio income. Instead, any unused passive 
losses are suspended and carried forward to future years to offset passive income 
generated in those years. Otherwise, suspended losses may be used only when a 


| 
: oP res 
R11 Investor Losses — 


L0.3 


Describe how the passive loss 


rules limit deductions for losses, 
and identify the taxpayers 
subject to these restrictions. 
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taxpayer disposes of his or her entire interest in an activity. In that event, all current 
and suspended losses related to the activity may offset active and portfolio income. 


Kim, a physician, earns $150,000 from her full-time practice. She also receives $10,000 
in dividends and interest from various portfolio investments, and her share of loss from 
a passive investment not limited by the at-risk rules is $60,000. Because the loss is a pas- 
sive loss, it is not deductible against her other income. The loss is suspended and is car- 
ried over to the future. If Kim has passive income from this investment or from other 
passive investments in the future, she can offset the suspended loss against that passive 
income. If she does not have passive income to offset this suspended loss in the future, 
she will be allowed to offset the loss against other types of income when she eventually 
disposes of the passive activity. ™ 


Impact of Suspended Losses 


When a taxpayer disposes of his or her entire interest in a passive activity, the actual 
economic gain or loss from the investment, including any suspended losses, can 
finally be determined. As a result, under the passive loss rules, upon a fully taxable 
disposition, any overall loss realized from the activity by the taxpayer is recognized 
and can be offset against any income. 

A fully taxable disposition generally involves a sale of the property to a third party 
at arm’s length and thus, presumably, for a price equal to the property’s fair market 
value. Gain recognized upon a transfer of an interest in a passive activity generally is 
treated as passive and is first offset by the suspended losses from that activity. 


Rex sells an apartment building, a passive activity, with an adjusted basis of $100,000 


for $180,000. In addition, he has suspended losses of $60,000 associated with the build- 
ing. His total gain, $80,000, and his taxable gain, $20,000, are calculated as follows: 


Net sales price $ 180,000 
Less: Adjusted basis (100,000) 
Total gain $ 80,000 
Less: Suspended losses (60,000) 
Taxable gain (passive) $ 20,000 


If current and suspended losses of the passive activity exceed the gain realized or 
if the sale results in a realized loss, the amount of 


e any loss from the activity for the tax year (including losses suspended in 
the activity disposed of) 


in excess of 


® net income or gain for the tax year from all passive activities (without 
regard to the activity disposed of) 


is treated as a loss that is not from a passive activity. In computing the loss from the 
activity for the year of disposition, any gain or loss recognized is included. 


Dean sells an apartment building, a passive activity, with an adjusted basis of $100,000 
for $150,000. In addition, he has current and suspended losses of $60,000 associated 
with the building and has no other passive activities. His total gain of $50,000 and his 
deductible loss of $10,000 are calculated as follows: 


Net sales price $ 150,000 
Less: Adjusted basis (100,000) 
Total gain $ 50,000 
Less: Suspended losses (60,000) 
Deductible loss (not passive) ($ 10,000) 


The $10,000 deductible loss is offset against Dean’s active and portfolio income. = 
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Carryovers of Suspended Losses 


In the above examples, it was assumed that the taxpayer had an interest in only 
one passive activity, and as a result, the suspended loss was related exclusively to 
the activity that was disposed of. Taxpayers often own interests in more than one 
activity, however, and in that case, any suspended losses must be allocated among 
the activities in which the taxpayer has an interest. The allocation to an activity is 
made by multiplying the disallowed passive activity loss from all activities by the 
following fraction: 


Loss from activity 
Sum of losses for taxable year from all activities having losses 


Diego has investments in three passive activities with the following income and losses EXAMPLE = i 


for 2008: 
Activity A ($ 30,000) 
Activity B (20,000) 
Activity C 25,000 
Net passive loss ($ 25,000) 
Net passive loss allocated to: 
Activity A ($25,000 x $30,000/$50,000) ($ 15,000) 
Activity B ($25,000 x $20,000/$50,000) (10,000) 
Total suspended losses ($ 25,000) 


Suspended losses are carried over indefinitely and are offset in the future against 
any passive income from the activities to which they relate.® 


Assume the same facts as in Example 9 and that Activity A produces $10,000 of income PExAMECS {0 | 


in 2009. Of the suspended loss of $15,000 from 2008 for Activity A, $10,000 is offset 
against the income from this activity. If Diego sells Activity A in early 2010, then the 
remaining $5,000 suspended loss is used in determining his taxable gain or loss. @ 


Passive Credits 

Credits arising from passive activities are limited in much the same way as 
passive losses. Passive credits can be utilized only against regular tax attributable to 
passive income,’ which is calculated by comparing the tax on all income (including 
passive income) with the tax on income excluding passive income. 


Sam owes $50,000 of tax, disregarding net passive income, and $80,000 of tax, consid- EXAMPLE CU 0 


ering both net passive and other taxable income (disregarding the credits in both 
cases). The amount of tax attributable to the passive income is $30,000. 


Sam in the preceding example can claim a maximum of $30,000 of passive activ- 
ity credits; the excess credits are carried over. These passive activity credits (such 
as the low-income housing credit and rehabilitation credit—discussed in Chapter 
13) can be used only against the regular tax attributable to passive income. If a 
taxpayer has a net loss from passive activities during a given year, no credits can 


be used. 


°§ 469(b). 7§ 469(d)(2). 
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Carryovers of Passive Credits 


Tax credits attributable to passive activities can be carried forward indefinitely much 
like suspended passive losses. Unlike passive losses, however, passive credits are lost 
forever when the activity is disposed of in a taxable transaction where loss is recog- 
nized. Credits are allowed on dispositions only when there is sufficient tax on passive 
income to absorb them. 


PSEXAMPLE 2200 00 | Alicia sells a passive activity for a gain of $10,000. The activity had suspended losses of 


$40,000 and suspended credits of $15,000. The $10,000 gain is offset by $10,000 of the 
suspended losses, and the remaining $30,000 of suspended losses is deductible against 
Alicia's active and portfolio income. The suspended credits are lost forever because the 
sale of the activity did not generate any tax. This is true even if Alicia has positive tax- 
able income or is subject to the alternative minimum tax (discussed in Chapter 12). = 


Pe RAMELE P30 lf Alicia in Example 12 had realized a $100,000 gain on the sale of the passive activity, 


the suspended credits could have been used to the extent of the regular tax attribut- 
able to the net passive income. 


Gain on sale $100,000 
Less: Suspended losses (40,000) 
Taxable gain $ 60,000 


If the tax attributable to the taxable gain of $60,000 is $15,000 or more, the entire ’ 
$15,000 of suspended credits can be used. If the tax attributable to the gain is less than 
$15,000, the excess of the suspended credits over the tax attributable to the gain is lost 
forever. & 


When a taxpayer has sufficient regular tax liability from passive activities to trigger 
the use of suspended credits, the credits lose their character as passive credits. They 
are reclassified as regular tax credits and made subject to the same limits as other 
credits (discussed in Chapter 13). 


Passive Activity Changes to Active 


If a formerly passive activity becomes an active one, suspended losses are allowed to 
the extent of income from the now active business.” If any of the suspended loss 
remains, it continues to be treated as a loss from a passive activity. The excess sus- 
pended loss can be deducted from passive income or carried over to the next tax 
year and deducted to the extent of income from the now active business in the suc- 
ceeding year(s). The activity must continue to be the same activity. 


TAXPAYERS SUBJECT TO THE PASSIVE LOSS RULES 


The passive loss rules apply to individuals, estates, trusts, personal service corpora- 
tions, and closely held C corporations.” Passive income or loss from investments in S 
corporations or partnerships (see Chapter 20) flows through to the owners, and the 
passive loss rules are applied at the owner level. 


Personal Service Corporations 


Application of the passive loss limitations to personal service corporations is 
intended to prevent taxpayers from sheltering personal service income by creating 
personal service corporations and acquiring passive activities at the corporate level. 


Two tax accountants, who earn an aggregate of $200,000 a year in their individual 
practices, agree to work together in a newly formed personal service corporation. 
Shortly after its formation, the corporation invests in a passive activity that produces a 


*§ 469(f). °§ 469(a). 


TAXin 


the-NEWS 


| Under the general passive activity loss rules, expenses and 
_ losses arising from a passive activity can be deducted against 
| income generated by a taxpayer's other passive activities. 
| Therefore, the losses of one passive activity can shelter the 
| income from other passive activities. However, passive 
investments in publicly traded partnerships (PTPs) are sub- 
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_ Beware oF Passive Loss REsTRICTIONS THAT APPLY TO 
INVESTMENTS IN PuBLICLY TRADED PARTNERSHIPS 


are met, as partnerships. For the PTPs taxed as partnerships, 
the limited partners (i.e., private investors) are taxed on 
income generated by the PTP. Any losses, however, are lim- 
ited by a special set of passive loss rules. The PTP losses may 


‘not offset passive income from other passive activities. 


Losses can only offset passive income from the same PTP. 
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| ject to more restrictive rules. 
Like corporate stock, interests in PTPs are publicly traded. 
PTPs are taxed either as corporations or, if certain conditions 


Thus, they can produce a tax benefit in a subsequent year _ 
when the PTP generates a profit or when the partner sells 
the PTP interest. : 


$200,000 loss during the year. Because the passive loss rules apply to personal service 
corporations, the corporation may not deduct the $200,000 loss against the $200,000 
of active income. 


Determination of whether a corporation is a personal service corporation is based 
on rather broad definitions. A personal service corporation is a regular (or C) corpo- 
ration that meets both of the following conditions: 


e The principal activity is the performance of personal services. 
e Such services are substantially performed by employee-owners. 


Generally, personal service corporations include those in the fields of health, law, 
engineering, architecture, accounting, actuarial science, performing arts, and con- 
sulting.'° A corporation is treated as a personal service corporation if more than 10 
percent of the stock (by value) is held by employee-owners.'' An employee is treated 
as an employee-owner if he or she owns stock on any day during the taxable year.'* 
For these purposes, shareholder status and employee status do not even have to 
occur on the same day. 


Closely Held C Corporations 


Application of the passive loss rules to closely held (non-personal service) C corpora- 
tions is also intended to prevent individuals from incorporating to avoid the passive 
loss limitations. A corporation is classified as a closely held corporation if at any time 
during the taxable year more than 50 percent of the value of its outstanding stock is 
owned, directly or indirectly, by or for five or fewer individuals. Closely held C corpo- 
rations (other than personal service corporations) may use passive losses to offset 
active income, but not portfolio income. 


Silver Corporation, a closely held (non-personal service) C corporation, has $500,000 of 
passive losses from a rental activity, $400,000 of active income, and $100,000 of portfo- 
lio income. The corporation may offset $400,000 of the $500,000 passive loss against 
the $400,000 of active business income, but may not offset the remainder against the 
$100,000 of portfolio income. Thus, $100,000 of the passive loss is suspended ($500,000 
passive loss — $400,000 offset against active income). @ 


nog 448(d)(Q)(A). 12g 969A (b)(2). 


"§ 469()(2). 
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Application of the passive loss limitations to closely held C corporations prevents 
taxpayers from transferring their portfolio investments to such corporations in order 
to offset passive losses against portfolio income. 


PASSIVE ACTIVITIES DEFINED 


Section 469 specifies that the following types of activities are to be treated as passive: 


L0.4 


Discuss the definition of passive 


activities and the rules for e Any trade or business or income-producing activity in which the taxpayer 
identifying an activity. does not materially participate. 
e Subject to certain exceptions, all rental activities. 


To understand the meaning of the term passive activity and the impact of the 
rules, one must address the following issues, each of which is the subject of statutory 
or administrative guidance: 


e What constitutes an activity? 
e What is meant by material participation? 
e When is an activity a rental activity? 


Even though guidance is available to help the taxpayer deal with these issues, their 
resolution is anything but simple. 


Identification of an Activity 


Identifying what constitutes an activity is a necessary first step in applying the passive 
loss limitations. Taxpayers who are involved in complex business operations need to 
determine whether a given segment of their overall business operations constitutes a 
separate activity or is to be treated as part of a single activity. Proper treatment is nec- 
essary in order to determine whether income or loss from an activity is active or 
passive. 


; ERAMELE NG Fe Ben owns a business with two separate departments. Department A generates net 


income of $120,000, and Department B generates a net loss of $95,000. Ben partici- 
pates for 700 hours in the operations of Department A and for 100 hours in Depart- 
ment B. If Ben is allowed to treat the departments as components of a single activity, 
he can offset the $95,000 loss from Department B against the $120,000 of income from 
DepartmentA. @ 


f EXAM ERR TF Assume the same facts as in the previous example. If Ben is required to treat each 


department as a separate activity, the tax result is not as favorable. Because he is a ma- 
terial participant in Department A (having devoted 700 hours to it), the $120,000 profit 
is active income. However, he is not considered a material participant in Department B 
(100 hours), and the $95,000 loss is a passive loss. Therefore, Ben cannot offset the 
$95,000 passive loss from Department B against the $120,000 of active income from 
Department A. (A complete discussion of the material participation rules follows.) ™ 


. 


Recall that on the disposition of a passive activity, a taxpayer is allowed to offset 
suspended losses from the activity against other types of income. Therefore, identify- 
ing what constitutes an activity is of crucial importance for this purpose too. 


EX ANE Seer Linda owns a business with two departments. Department A has a net loss of $125,000 


in the current year, and Department B has a $70,000 net loss. She disposes of Depart- 
ment B at the end of the year. Assuming Linda is allowed to treat the two departments 
as separate passive activities, she can offset the passive loss from Department B against 
other types of income in the following order: gain from disposition of the passive activ- 
ity, other passive income, and nonpassive income. This treatment leaves her with a sus- 
pended loss of $125,000 from Department A. If Departments A and B are treated as 
components of the same activity, however, on the disposal of Department B, its 
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$70,000 net loss would be suspended along with the other $125,000 of suspended loss 
of the activity. = 


The rules used to delineate what constitutes an activity for purposes of the passive 
loss limitations are provided in the Regulations.!® These guidelines state that, in gen- 
eral, a taxpayer can treat one or more trade or business activities or rental activities 
as a single activity if those activities form an appropriate economic unit for measuring 
gain or loss. To determine what ventures form an appropriate economic unit, all of 
the relevant facts and circumstances must be considered. Taxpayers may use any rea- 
sonable method in applying the facts and circumstances. The following example, 


adapted from the Regulations, illustrates the application of the general rules for 
grouping activities. 4 


George owns a men’s clothing store and a video game parlor in Chicago. He also owns FexSMPEE io 


a men’s clothing store and a video game parlor in Milwaukee. Reasonable methods of 
applying the facts and circumstances test may result in any of the following groupings: 


e All four activities may be grouped into a single activity because of common 
ownership and control. 

® The clothing stores may be grouped into an activity, and the video game 
parlors may be grouped into a separate activity. 

® The Chicago activities may be grouped into an activity, and the Milwaukee 
activities may be grouped into a separate activity. 

e Each of the four activities may be treated as a separate activity. @ 


Regrouping of Activities Taxpayers should carefully consider all tax factors in deciding 
how to group their activities. Once activities have been grouped, they cannot be 
regrouped unless the original grouping was clearly inappropriate or there has been 
a material change in the facts and circumstances. The Regulations also grant the IRS 
the right to regroup activities when both of the following conditions exist:'° 


e The taxpayer’s grouping fails to reflect one or more appropriate eco- 
nomic units. 

e One of the primary purposes of the taxpayer’s grouping is to avoid the 
passive loss limitations. 


Special Grouping Rules for Rental Activities Two rules deal specifically with the group- 
ing of rental activities. These provisions are designed to prevent taxpayers from 
grouping rental activities, which are generally passive, with other businesses in a way 
that would result in a tax advantage. 

First, a rental activity may be grouped with a trade or business activity only if one 
activity is insubstantial in relation to the other. That is, the rental activity must be 
insubstantial in relation to the trade or business activity, or the trade or business ac- 
tivity must be insubstantial in relation to the rental SeONiie The Regulations provide 
no clear guidelines as to the meaning of “insubstantial.” 


Schemers, a firm of CPAs, owns a building in downtown Washington, D.C., in which SExaMPCe 2S 


they conduct their public accounting practice. The firm also rents space on the street 
level of the building to several retail establishments. Of the total revenue generated by 
the firm, 95% is associated with the public accounting practice, and 5% is related to 
the rental operation. It is likely that the rental activity would be considered insubstan- 
tial relative to the accounting practice and the two ventures could be grouped as one 
nonrental activity. This grouping could be advantageous to the firm, particularly if the 
rental operation generates a loss! Alternatively, treating the rental operation as a 


ere 514004 Reg. § 1.469-4(f). 
“Reg. § 1.469-4(c)(3). Reg, § 1.469-4(d). 
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separate activity may be advantageous if this operation produces (passive) income. The 
passive income could then be used to absorb otherwise nondeductible passive losses. @ 


Second, taxpayers generally may not treat an activity involving the rental of real 
property and an activity involving the rental of personal property as a single activity. 


Material Participation 
oe If an individual taxpayer materially participates in a nonrental trade or business ac- 
Analyze and apply the tests for tivity, any loss from that activity is treated as an active loss that can offset active or 
piston perelcioatloy: | portfolio income. If a taxpayer does not materially participate, however, the loss is 


treated as a passive loss, which can only offset passive income. Therefore, controlling 
whether a particular activity is treated as active or passive is an important part of the 
tax strategy of a taxpayer who owns an interest in one or more businesses. Consider 
the following examples. 


PRAM PEE et Dewayne, a corporate executive, earns a salary of $600,000 per year. In addition, he 


owns a separate business in which he participates. The business produces a loss of 
$100,000 during the year. If Dewayne materially participates in the business, the 
$100,000 loss is an active loss that may offset his active income from his corporate 
employer. If he does not materially participate, the loss is passive and is suspended. 
Dewayne may use the suspended loss in the future only when he has passive income or 
disposes of the activity. # 


CR RAMELE G2 2 Kay, an attorney, earns $350,000 a year in her law practice. She owns interests in two 


activities, A and B, in which she participates. Activity A, in which she does not materi- 
ally participate, produces a loss of $50,000. Kay has not yet met the material participa- 
tion standard for Activity B, which produces income of $80,000. However, she can meet 
the material participation standard if she spends an additional 50 hours in Activity B 
during the year. Should Kay attempt to meet the material participation standard for 
Activity B? If she continues working in Activity B and becomes a material participant, 
the $80,000 of income from the activity is active, and the $50,000 passive loss from Ac- 
tivity A must be suspended. A more favorable tax strategy is for Kay to not meet the 
material participation standard for Activity B, thus making the income from that activ- 
ity passive. This enables her to offset the $50,000 passive loss from Activity A against 
the passive income from Activity B. = 


. 
| 


It is possible to devise numerous scenarios in which the taxpayer could control 
the tax outcome by increasing or decreasing his or her participation in different 
activities. Examples 21 and 22 demonstrate some of the possibilities. The conclusion 
reached in most analyses of this type is that taxpayers will benefit by having profitable 
activities classified as passive so that any passive losses can be used to offset that pas- 
sive income. If the activity produces a loss, however, the taxpayer will benefit if it is 
classified as active so that the loss is not subject to the passive loss limitations. 

As discussed previously, a nonrental trade or business in which a taxpayer owns 
an interest must be treated as a passive activity unless the taxpayer materially partici- 
pates. As the Staff of the Joint Committee on Taxation explained, a material partici- 
pant is one who has “a significant nontax economic profit motive” for taking on 
activities and selects them for their economic value. In contrast, a passive investor 
mainly seeks a return from a capital investment (including a possible reduction in 
taxes) as a supplement to an ongoing source of livelihood.!” Even if the concept or 
the implication of being a material participant is clear, the precise meaning of the 
term material participation can be vague. As enacted, § 469 requires a taxpayer to 
participate on a regular, continuous, and substantial basis in order to be a material 


"General Explanation of the Tax Reform Act of 1986 (“Blue Book”), prepared by 
The Staff of the Joint Committee on Taxation, May 4, 1987, H.R. 3838, 99th 
Cong., p. 212. 
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participant. In many situations, however, it is difficult or impossible to gain any assur- 
ance that this nebulous standard is met. 

In response to this dilemma, Temporary Regulations'® provide seven tests that 
are intended to help taxpayers cope with these issues. Material participation is 


achieved by meeting any one of the tests. These tests can be divided into three 
categories: 


e Tests based on current participation. 
e Tests based on prior participation. 
e Test based on facts and circumstances. 


Tests Based on Current Participation The first four tests are quantitative tests that 
require measurement, in hours, of the taxpayer’s participation in the activity during 
the year. 


1. Does the individual participate in the activity for more than 500 hours during the year? 


The purpose of the 500-hour requirement is to restrict deductions from the 
types of trade or business activities Congress intended to treat as passive activities. 
The 500-hour standard for material participation was adopted for the following 
reasons:'” 

e Few investors in traditional tax shelters devote more than 500 hours a year 

to such an investment. 

e The IRS believes that income from an activity in which the taxpayer par- 

ticipates for more than 500 hours a year should not be treated as passive. 


2. Does the individual’s participation in the activity for the taxable year constitute substan- 
tially all of the participation in the activity of all individuals (including nonowner 
employees) for the year? 


Ned, a physician, operates a separate business in which he participates for 80 hours dur- [EXAMPLE 2300 


ing the year. He is the only participant and has no employees in the separate business. 
Ned meets the material participation standard of Test 2. If he had employees, it could 
be difficult to apply Test 2, because the Temporary Regulations do not define the term 
substantially all. @ 


3. Does the individual participate in the activity for more than 100 hours during the year, 
and is the individual’s participation in the actwwity for the year not less than the partict- 
pation of any other individual (including nonowner employees) for the year? 


Adam, a college professor, owns a separate business in which he participates 110 hours SERAM PLE 24 cb 


during the year. He has an employee who works 90 hours during the year. Adam meets 
the material participation standard under Test 3, but probably does not meet it under 
Test 2 because his participation is only 55% of the total participation. It is unlikely that 
55% would meet the substantially all requirement of Test 2. = 


Tests 2 and 3 are included because the IRS recognizes that the operation of some 
activities does not require more than 500 hours of participation during the year. 


4. Is the activity a significant participation activity for the taxable year, and does the indi- 
vidual’s aggregate participation in all significant participation activities during the year 
exceed 500 hours ? 


"Temp.Reg. § 1.469-5T(a). The Temporary Regulations are also Proposed ST .D. 8175, 1988-1 CB. 191. 
Regulations. Temporary Regulations have the same effect as final Regulations. 
Refer to Chapter 2 for a discussion of the different categories of Regulations. 
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A significant participation activity is a trade or business in which the individual’s 
participation exceeds 100 hours during the year. This test treats taxpayers as ma- 
terial participants if their aggregate participation in several significant participa- 
tion activities exceeds 500 hours. Test 4 thus accords the same treatment to an 
individual who devotes an aggregate of more than 500 hours to several significant 
participation activities as to an individual who devotes more than 500 hours to a 
single activity. 


PE AMEL ERS | Mike owns five different businesses. He participates in each activity during the year as 


follows: 
Activity Hours of Participation 
A 110 
B 140 
G 120 
D 150 
E 100 


Activities A, B, C, and D are significant participation activities, and Mike’s aggregate 
participation in those activities is 520 hours. Therefore, Activities A, B, C, and D are not 
treated as passive activities. Activity E is not a significant participation activity (not 
more than 100 hours), so it is not included in applying the 500-hour test. Activity E is 
treated as a passive activity, unless Mike meets one of the other material participation 
tests for that activity. = 


| EXAMPLE 26 00 AGES Re Bs Assume the same facts as in the previous example, except that Activity A does not exist. 


All of the activities are now treated as passive under Test 4. Activity E is not counted in 
applying the more-than-500-hour test, so Mike’s aggregate participation in significant 
participation activities is 410 hours (140 in Activity B + 120 in Activity C + 150 in Activity 
D). He could meet the significant participation test for Activity E by participating for 
one more hour in the activity. This would cause Activities B, C, D, and E to be treated as 
nonpassive activities. However, before deciding whether to participate for at least one 
more hour in Activity E, Mike should assess how the participation would affect his over- 
all tax liability. = 


oe we <P 


Tests Based on Prior Participation Tests 5 and 6 are based on material participation in 
prior years. Under these tests, a taxpayer who is no longer a participant in an activity 
can continue to be classified as a material participant. The IRS takes the position that 
material participation in a trade or business for a long period of time is likely to indi- 
cate that the activity represents the individual’s principal livelihood, rather than a 
passive investment. Consequently, withdrawal from the activity, or reduction of par- 
ticipation to the point where it is not material, does not change the classification of 
the activity from active to passive. 


5. Did the individual materially participate in the activity for any 5 taxable years 
(whether consecutive or not) during the 10 taxable years that immediately precede the 
taxable year? 


Dawn, who owns a 50% interest in a restaurant, was a material participant in the oper- 
ations of the restaurant from 2003 through 2007. She retired at the end of 2007 and is 
no longer involved in the restaurant except as an investor. Dawn will be treated as a 
material participant in the restaurant in 2008. Even if she does not become involved in 
the restaurant as a material participant again, she will continue to be treated as a ma- 
terial participant in 2009, 2010, 2011, and 2012. In 2013 and later years, Dawn’s share 
of income or loss from the restaurant will be classified as passive unless she materially 
participates in those years. @ 
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6. Is the activity a personal service activity, and did the individual materially partici- 


pate in the activity for any three preceding taxable years (whether consecutive 
or not) ? 


As indicated above, the material participation standards differ for personal ser- 
vice activities and other businesses. An individual who was a material participant in a 
personal service activity for any three years prior to the taxable year continues to be 
treated as a material participant after withdrawal from the activity. 


Evan, a CPA, retires from the EFG Partnership after working full-time in the partner- PER RRTE 2600 oi 


ship for 30 years. As a retired partner, he will continue to receive a share of the prof- 
its of the firm for the next 10 years, even though he will not participate in the firm's 
operations. Evan also owns an interest in a passive activity that produces a loss for 
the year. Because he continues to be treated as a material participant in the EFG Part- 
nership, his income from the partnership is active income. Therefore, he is not 
allowed to offset the loss from his passive investment against the income from the 
EFG Partnership. @ 


Test Based on Facts and Circumstances Test 7 assesses the facts and circumstances to 
determine whether the taxpayer has materially participated. 


7. Based on all the facts and circumstances, did the individual participate in the activity on 
a regular, continuous, and substantial basis during the year? 


Unfortunately, the Temporary Regulations provide little guidance as to the mean- 
ing of regular, continuous, and substantial participation.”” However, a part of the 
Temporary Regulations has been reserved for further development of this test. For 
the time being, taxpayers should rely on Tests 1 through 6 in determining whether 
the material participation standards have been met. 


Participation Defined Participation generally includes any work done by an individual 
in an activity that he or she owns. Participation does not include work if it is of a type 
not customarily done by owners and if one of its principal purposes is to avoid the 
disallowance of passive losses or credits. Also, work done in an individual’s capacity 
as an investor (e.g., reviewing financial reports in a nonmanagerial capacity) is not 
counted in applying the material participation tests. However, participation by an 
owner’s spouse counts as participation by the owner.”” 


Tom, who is a partner in a CPA firm, owns a computer store that has operated at a PRAMS C8 | 


loss during the year. In order to offset this loss against the income from his CPA prac- 
tice, Tom would like to avoid having the computer business classified as a passive 
activity. Through December 15, he has worked 400 hours in the business in manage- 
ment and selling activities. During the last two weeks of December, he works 80 
hours in management and selling activities and 30 hours doing janitorial chores. Also 
during the last two weeks in December, Tom's wife participates 40 hours as a sales- 
person. She has worked as a salesperson in the computer store in prior years, but has 
not done so during the current year. If any of Tom’s work is of a type not customarily 
done by owners and if‘one of its principal purposes is to avoid the disallowance of 
passive losses or credits, it is not counted in applying the material participation tests. 
It is likely that Tom’s 480 hours of participation in management and selling activities 
will count as participation, but the 30 hours spent doing janitorial chores will 
not. However, the 40 hours of participation by his wife will count, and as a result, 
Tom will qualify as a material participant under the more-than-500-hour rule (480 + 


40=520). = 


“Temp Reg. § 1.469-5T(b)(2). 2'Temp Reg. § 1.469-5T(f)(3). 


7 a? i Cee i 
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Limited Partners A limited partner is one whose liability to third-party creditors of the 
partnership is limited to the amount the partner has invested in the partnership. Such 
a partnership must have at least one general partner, who is fully liable in an individual 
capacity for the debts of the partnership to third parties. Generally, a limited partner is 
not considered a material participant unless he or she qualifies under Test 1,5, or 6in 
the above list. However, a general partner may qualify as a material participant by meet- 
ing any of the seven tests. If a general partner also owns a limited interest in the same 
limited partnership, all interests are treated as a general interest.” 


Rental Activities Defined 
iO) Subject to certain exceptions, all rental activities are to be treated as passive activ- 
Understand the nature of rental | - jties.*° A rental activity is defined as any activity where payments are received princi- 
raed Bee ye Pere pally for the use of tangible (real or personal) property.”* Importantly, an activity 
rules. : HiGIT. : ; te : 
7 that is classified as a rental activity is subject to the passive activity loss rules, even if 
the taxpayer involved is a material participant. ; 
= 


WEEUUESTMEYEMMIIIIN —— <o-51, owns a flect of automobiles that are held for rent and spends an average of K 
Sarah owns a fleet of automobiles that are held for rent and spends an average of ¢ 


60 hours a week in the activity. Assuming that her automobile business is classified as 
a rental activity, it is automatically subject to the passive activity rules, even though 
Sarah spends more than 500 hours a year in its operation. @ 


Temporary Regulations, however, provide exceptions for certain situations where 
activities involving rentals of real and personal property are not to be treated as rental 
SL ate gO 
activities. 


PH EXAMPLE 30030 Dan owns a DVD rental business. Because the average period of customer use is seven 


days or less, Dan’s DVD business is not treated as a rental activity. @ 


The fact that Dan’s DVD business in the previous example is not treated as 
a rental activity does not necessarily mean that it is classified as a nonpassive ac- 
tivity. Instead, the DVD business is treated as a trade or business activity subject 
to the material participation standards. If Dan is a material participant, the busi- 
ness is treated as active. If he is not a material participant, it is treated as a pas- 
sive activity. 

Thus, activities covered by any of the following six exceptions provided by the 
Temporary Regulations are not automatically treated as nonpassive activities merely 
because they would not be classified as rental activities. Instead, the activities are sub- 
ject to the material participation tests. 


1. The average period of customer use of the property is seven days or less. 


Under this exception, activities involving the short-term use of tangible property 
such as automobiles, DVDs, tuxedos, tools, and other such property are not treated 
as rental activities. The provision also applies to short-term rentals of hotel or motel 
rooms. 

This exception is based on the presumption that a person who rents property for 
seven days or less is generally required to provide significant services to the customer. 
Providing such services supports a conclusion that the person is engaged in a service 
business rather than a rental business. 


2. The average period of customer use of the property is 30 days or less, and the owner of the 
property provides significant personal services. 


“Temp.Reg. § 1.469-5T (e)(3)(ii). 48 469())(8). 
*§ 469(c)(2). *Temp.Reg. § 1.469-1T(e)(3)(ii). 


An up-and-coming industry provides an alternative for peo- 
ple who need to use an automobile only for short periods 
and find car ownership neither cost-effective nor afford- 
able. Several organizations, mainly in large cities, own fleets 
of cars that their members can borrow for a short period for 
a small fee. For example, a member can use a car for two 
hours in Seattle for about $20. Essentially, these organiza- 
tions enable their members to avoid the hassle of car owner- 
ship by “car sharing.” Other advantages include reducing 
the carbon footprint of big city living and relieving pressure 
on a community's transportation infrastructure. One prob- 
lem, though, is that some localities are charging members 
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SHOULD CAR SHARING BE EXCLGDED FROM THE CAR RENTAL Tax? 


companies like Hertz and Avis. Opponents of the tax con- | 
tend that car sharing is fundamentally different from the 
car rentals provided by the big companies. They fear that 
the tax could significantly and adversely alter the attractive 
aspects of car sharing. 
Should state and local governments carve out an excep- 
tion for car-sharing activities to exclude them from the defi- 
nition of rental activities for purposes of the car rental tax? 
That would be analogous to the Federal tax law's treatment 
of activities involving property that is rented for a short pe- 
riod of time (e.g., DVD rentals)—they are not treated as 
rental activities for purposes of the passive loss rules. 
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car rental taxes similar to those imposed on large car rental 


For longer-term rentals, the presumption that significant services are provided is 
not automatic, as it is in the case of the seven-day exception. Instead, the taxpayer 
must be able to prove that significant personal services are rendered in connection 
with the activity. Relevant facts and circumstances include the frequency with which 
such services are provided, the type and amount of labor required to perform the 
services, and the value of the services relative to the amount charged for the use of 
the property. Significant personal services include only services provided by 
individuals.”® 


3. The owner of the property provides extraordinary personal services. The average period of 
customer use is of no consequence in applying this test. 


Extraordinary personal services are services provided by individuals where the cus- 
tomers’ use of the property is incidental to their receipt of the services. For example, 
a patient’s use of a hospital bed is incidental to his or her receipt of medical services. 
Another example is the use of a boarding school’s dormitory, which is incidental to 
the scholastic services received. 


4. The rental of the property is treated as incidental to a nonrental activity of the taxpayer. 


Rentals of real property incidental to a nonrental activity are not considered a 
passive activity. The Temporary Regulations provide that the following rentals are 
. Brora: © 97 
not passive activities:”’ 


¢ Property held primarily for investment. This occurs where the principal pur- 
pose for holding the property is the expectation of gain from the appreci- 
ation of the property and the gross rent income is less than 2 percent of 
the lesser of (1) the unadjusted basis or (2) the fair market value of the 


property. 


oi «ati EXAMPLE 32 
Ramon invests in vacant land for the purpose of realizing a profit on its appreciation. = 


He leases the land during the period it is held. The land’s unadjusted basis is $250,000, 
and the fair market value is $350,000. The lease payments are $4,000 per year. Because 
gross rent income is less than 2% of $250,000, the activity is nota rental activity. ™ 


**Temp.Reg. § 1.469-1T(e)(3)(iv). *7Temp.Regs. §§ 1.469-1T (e)(3)(vi)(B) through (D). 
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© Property used in a trade or business. This occurs where the property is 
owned by a taxpayer who is an owner of the trade or business using 
the rental property. The property must also have been used in the 
trade or business during the year or during at least two of the five 
preceding taxable years. The 2 percent test above also applies in this 
situation. 


EXAM PDR Ye cse A farmer owns land with an unadjusted basis of $250,000 and a fair market value of 


$350,000. He used it for farming purposes in 2007 and 2008. In 2009, he leases the land 
to another farmer for $4,000. The activity is not a rental activity. @ 


° Lodging rented for the convenience of an employer. If an employer provides 
lodging for an employee incidental to the employee’s performance 
of services in the employer’s trade or business, no rental activity 
exists. 


These rules were written to prevent taxpayers from converting active or portfolio 
income into passive income for the purpose of offsetting other passive losses. 


5. The taxpayer customarily makes the property available during defined business hours for 
nonexclusive use by various customers. 


| EXAMPER 30 TARTS ae | Pat is the owner-operator of a public golf course. Some customers pay daily greens fees 


each time they use the course, while others purchase weekly, monthly, or annual 
passes. The golf course is open every day from sunrise to sunset, except on certain holi- 
days and on days when the course is closed due to inclement weather conditions. Pat is 
not engaged in a rental activity, regardless of the average period customers use the 
course. # 


6. The property is provided for use in an activity conducted by a partnership, S corpo- 
ration, or joint venture in which the taxpayer owns an interest. 


EXAMPLE 35 


Joe, a partner in the Skyview Partnership, contributes the use of a building to the part- 
nership. The partnership has net income of $30,000 during the year, of which Joe’s 
share is $10,000. Unless the partnership is engaged in a rental activity, none of Joe’s 
income from the partnership is income from a rental activity. = ; 


~ INTERACTION OF THE AT-RISK AND PASSIVE ACTIVITY LIMITS 
The determination of whether a loss is suspended under the passive loss rules is 
made after application of the at-risk rules, as well as other provisions relating to the 
measurement of taxable income. A loss that is not allowed for the year because the 
taxpayer is not at risk with respect to it is suspended under the at-risk provision and 
not under the passive loss rules. Further, a taxpayer’s basis is reduced by deductions 
\(e.g., depreciation) even if the deductions are not currently usable because of the 
passive loss rules. 


L0.7 y 


Recognize the relationsht 
between the at-risk and passive 
activity limitations. 


Jack's adjusted basis in a passive activity is $10,000 at the beginning of 2008. His loss 
from the activity in 2008 is $4,000. Since Jack has no passive activity income, the $4,000 
cannot be deducted. At year-end, Jack has an adjusted basis and an at-risk amount of 
$6,000 in the activity and a suspended passive loss of $4,000. = 


Jack in Example 36 has a loss of $9,000 in the activity in 2009. Since the $9,000 exceeds 
his at-risk amount ($6,000) by $3,000, that $3,000 loss is disallowed by the at-risk rules. 


“cup del 
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If Jack has no passive activity income, the remaining $6,000 is suspended under the pas- 
sive activity rules. At year-end, he has: 


© A $3,000 loss suspended under the at-risk rules. 
© $10,000 of suspended passive losses. 
e An adjusted basis and an at-risk amount in the activity of zero. - 


Jack in Example 37 realizes $1,000 of passive income from the activity in 2010. Because AAEM E 36 


the $1,000 increases his at-risk amount, $1,000 of the $3,000 unused loss is reclassified 
as a passive loss. If he has no other passive income, the $1,000 income is offset by 
$1,000 of suspended passive losses. At the end of 2010, Jack has: 


® No taxable passive income. 

® $2,000($3,000 — $1,000) of unused losses under the at-risk rules. 

® $10,000 of (reclassified) suspended passive losses ($10,000 + $1,000 of reclas- 
sified unused at-risk losses — $1,000 of passive losses offset against passive 
income). 

e An adjusted basis and an at-risk amount in the activity of zero. a 


In 2011, Jack has no gain or loss from the activity in Example 38. He contributes $5,000 EeRSMELE 38 


more to the passive activity. Because the $5,000 increases his at-risk amount, the $2,000 
of losses suspended under the at-risk rules is reclassified as passive. Jack gets no passive 
loss deduction in 2011. At year-end, he has: 


e Nosuspended losses under the at-risk rules. 

© $12,000 of suspended passive losses ($10,000 + $2,000 of reclassified sus- 
pended at-risk losses). 

e An adjusted basis and an at-risk amount of $3,000 ($5,000 additional invest- 
ment — $2,000 of reclassified losses).  m 


SPECIAL PASSIVE ACTIVITY RULES FOR REAL ESTATE ACTIVITIE! 


/ 
The passive loss limits contain two exceptions related to real estate activities. These | 


exceptions allow all or part of real estate rental losses to offset active or portfolio’ 
income, even though the activity otherwise is defined as a passive activity. 


Material Participation in a Real Property Rental Trade or Business 

The first exception relates to a special rule for material participation in a real estate 
rental trade or business. Losses from real estate rental activities are not treated as pas- 
sive losses for certain real estate professionals.”° To qualify for nonpassive treatment, 
a taxpayer must satisfy both of the following requirements: 


e More than half of the personal services that the taxpayer performs in 
trades or businesses are performed in real property trades or businesses 
in which the taxpayer materially participates. 

e The taxpayer performs more than 750 hours of services in these real prop- 
erty trades or businesses as a material participant. 


Taxpayers who do not satisfy the above requirements must continue to treat losses 
from real estate rental activities as passive losses. 


During the current year, Della performs personal service activities as follows: 900 hours 
as a personal financial planner, 550 hours in a real estate development business, and 
600 hours in a real estate rental activity. Any loss Della incurs in either real estate activ- 
ity will not be subject to the passive loss rules. Being a nonrental business, the develop- 
ment business is deemed active under the more-than-500-hour rule. The real estate 


8 469(c)(7). 
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Discuss the special treatment 
available to real estate activities. 


"a 
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One exception to the passive loss rules allows real estate 
professionals to treat rental losses as active if they arise from 
a business that is an active endeavor as opposed to one that 
is more passive oriented. To receive this preferential treat- 
ment, however, Temp.Reg. § 1.469-5T(f)(4) requires a real 
estate professional to show “by any reasonable means” that 
more than half of his or her personal services rendered dur- 
ing a year were devoted to real estate trades or businesses. 
Although contemporaneous records may be the best way to 
accumulate the necessary proof of involvement, many tax- 
payers wait to build their case “after the fact.” This 
approach can result in the taxpayers providing nothing 
more than “ballpark guesstimates!” 

The Lee brothers, one a doctor and professor and the 
other a full-time IRS employee, apparently found them- 
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REcorD KEEPING INVOLVES CREATIVE WRITING FOR SOME! 


Ulysses K. and Jane Lee, 92 TCM 263, T.Cc.Memo. 2006-193). 
After they deducted significant rental losses on their returns 
as real estate professionals, the IRS asked for documentation 
of their hours. Not only did the claims that the Lees pre- 
sented in court more than double the time of the first logs 
submitted to the IRS but some of their log entries strained 
credibility. For example, one brother claimed that he spent 
“24 hours to replace four miniblinds in one of the apart- 
ments, 42 hours to paint another, and 56 hours to install a 
new toilet in a third.” Such seemingly inflated hours 
devoted to their real estate ventures were accompanied by 
unrealistically low assessments of the hours spent at their 
full-time jobs. Needless to say, the court concluded that the 
logs were not credible and, therefore, the Lees were not real 
estate professionals. 


selves in just such a predicament (Kai H. and Susanna Lee; 


rental activity is active since more than 50% of her personal services are devoted to real 
property trades or businesses (i.e., the development and rental businesses), and her ma- 
terial participation in those real estate activities exceeds 750 hours. Thus, any losses 
from either real estate activity can offset active and portfolio sources of income. # 


As discussed earlier, a spouse’s work is taken into consideration in satisfying 
the material participation requirement. However, the hours worked by a spouse 
are not taken into account when ascertaining whether a taxpayer has worked for 
more than 750 hours in real property trades or businesses during a year.”? Serv- 
ices performed by an employee are not treated as being related to a real estate 
trade or business unless the employee performing the services owns more than a 
5 percent interest in the employer. Additionally, a closely held C corporation 
may also qualify for the passive loss relief if more than 50 percent of its gross 
receipts for the year are derived from real property trades or businesses in which 
it materially participates. 


Real Estate Rental Activities 


The second exception is more significant in that it is not restricted to real estate 
professionals. This exception allows individuals to deduct up to $25,000 of losses 
from real estate rental activities against active and portfolio income.*? The poten- 
tial annual $25,000 deduction is reduced by 50 percent of the taxpayer’s AGI in 
excess of $100,000. Thus, the entire deduction is phased out at $150,000 of AGI. 
If married individuals file separately, the $25,000 deduction is reduced to zero 
unless they lived apart for the entire year. If they lived apart for the entire year, 
the loss amount is $12,500 each, and the phaseout begins at $50,000. AGI for 
purposes of the phaseout is calculated without regard to IRA deductions, Social 
Security benefits, interest deductions on education loans, and net losses from 
passive activities. 


To qualify for the $25,000 exception, a taxpayer must meet the following 
requirements:* 


§ 469(c)(7)(B) and Reg. § 1.469-9. 
8 469(i). 


48 469(i)(6). 
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* Actively participate in the real estate rental activity. 
e Own 10 percent or more (in value) of all interests in the activity during 


the entire taxable year (or shorter period during which the taxpayer held 
an interest in the activity). 


The difference between active participation and material participation is that the for- 
mer can be satisfied without regular, continuous, and substantial involvement in 
operations as long as the taxpayer participates in making management decisions in a 
significant and bona fide sense. In this context, relevant management decisions 
include such decisions as approving new tenants, deciding on rental terms, and 
approving capital or repair expenditures. 

The $25,000 allowance is available after all active participation rental losses and 
gains are netted and applied to other passive income. If a taxpayer has a real estate 
rental loss in excess of the amount that can be deducted under the real estate rental 
exception, that excess is treated as a passive loss. 


Brad, who has $90,000 of AGI before considering rental activities, has $85,000 of LEXAMPLE t 


losses from a real estate rental activity in which he actively participates. He also 
actively participates in another real estate rental activity from which he has $25,000 
of income. He has other passive income of $36,000. Of the net rental loss of 
$60,000, $36,000 is absorbed by the passive income, leaving $24,000 that can be 
deducted against active or portfolio income because of the availability of the 
$25,000 allowance. @ 


The $25,000 offset allowance is an aggregate of both deductions and credits in 
deduction equivalents. The deduction equivalent of a passive activity credit is the 
amount of deductions that reduces the tax liability for the taxable year by an amount 
equal to the credit.** A taxpayer with $5,000 of credits and a tax bracket of 25 per- 
cent would have a deduction equivalent of $20,000 ($5,000 + 25%). 

If the total deduction and deduction equivalent exceed $25,000, the taxpayer 
must allocate the allowance on a pro rata basis, first among the losses (including real 
estate rental activity losses suspended in prior years) and then to credits in the fol- 
lowing order: (1) credits other than rehabilitation and low-income housing credits, 
(2) rehabilitation credits, and (3) low-income housing credits. 


EXAMPLE 42 


Kevin is an active participant in a real estate rental activity that produces $8,000 of 
income, $26,000 of deductions, and $1,500 of credits. Kevin, who is in the 25% tax 
bracket, may deduct the net passive loss of $18,000 ($8,000 — $26,000). After deducting 
the loss, he has an available deduction equivalent of $7,000 ($25,000 — $18,000 passive 
loss). Therefore, the maximum amount of credits that he may claim is $1,750 ($7,000 x 
25%). Since the actual credits are less than this amount, Kevin may claim the entire 
$1,500 credit. = 


EXAMPLE 43 


Kelly, who is in the 25% tax bracket, is an active participant in three separate real 
estate rental activities. The relevant tax results for each activity are as follows: 


© Activity A: $20,000 of losses. 
© Activity B: $10,000 of losses. 
e Activity C: $4,200 of credits. 


Kelly’s deduction equivalent from the credits is $16,800 ($4,200 + 25%). Therefore, the 
total passive deductions and deduction equivalents are $46,800 ($20,000 + $10,000 + 


*2§ 469(j)(5). 
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LO.9 


Determine the proper tax 


treatment upon the disposition 
of a passive activity. 


EXAMPLE 44 


°§ 469(g)(2). 


re 
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$16,800), which exceeds the maximum allowable amount of $25,000. Consequently, 
Kelly must allocate pro rata first from among losses and then from among credits. 
Deductions from losses are limited as follows: 


e Activity A {$25,000 x [$20,000 + ($20,000 + $10,000)]} = $16,667. 
e Activity B {$25,000 x [$10,000 +($20,000 + $10,000)]} = $8,333. 
Since the amount of passive deductions exceeds the $25,000 maximum, the deduction 


balance of $5,000 and passive credits of $4,200 must be carried forward. Kelly's sus- 
pended losses and credits by activity are as follows: 


Activity 
Total A B Cc 
Allocated losses $ 30,000 $ 20,000 $10,000 $ -0- 
Allocated credits 4,200 —0- —0- 4,200 
Utilized losses (25,000) (16,667) (8,333) —0- 
Suspended losses 5,000 B33 1,667 -0- 
Suspended credits 4,200 -0- -0- 4,200 
| 


DISPOSITIONS OF PASSIVE INTERESTS 


Recall from an earlier discussion that if a taxpayer disposes of an entire interest 
in a passive activity, any suspended losses (and in certain cases, suspended cred- 
its) may be utilized when calculating the final economic gain or loss on the 
investment. In addition, if a loss ultimately results, that loss can offset other 
types of income. However, the consequences may differ if the activity is dis- 
posed of in a transaction that is other than a fully taxable transaction. The fol- 
lowing discusses the treatment of suspended passive losses in other types of 
dispositions. 


Disposition of a Passive Activity at Death 


A transfer of a taxpayer’s interest in an activity by reason of the taxpayer’s death 
results in suspended losses being allowed (to the decedent) to the extent they 
exceed the amount, if any, of the step-up in basis allowed.°** Suspended losses are lost 
to the extent of the amount of the basis increase. The losses allowed generally are 
reported on the final return of the deceased taxpayer. 


A taxpayer dies with passive activity property having an adjusted basis of $40,000, sus- 
pended losses of $10,000, and a fair market value at the date of the decedent's death 
of $75,000. The increase (i.e., step-up) in basis (see Chapter 14) is $35,000 (fair market 
value at date of death in excess of adjusted basis). None of the $10,000 suspended loss 
is deductible by either the decedent or the beneficiary. The suspended losses ($10,000) 
are lost because they do not exceed the step-up in basis ($35,000). = 


A taxpayer dies with passive activity property having an adjusted basis of $40,000, sus- 
pended losses of $10,000, and a fair market value at the date of the decedent’s death 
of $47,000. Since the step-up in basis is only $7,000 ($47,000 — $40,000), the suspended 
losses allowed are limited to $3,000 ($10,000 suspended loss at time of death — $7,000 
increase in basis). The $3,000 loss available to the decedent is reported on the dece- 
dent’s final income tax return. @ 


Fair MARKET VALUE? 


Lucien dies in the current year holding an interest in a lim- 
ited partnership that owns and operates an apartment com- 
plex. Lucien’s interest includes a $10,000 suspended passive 
activity loss that he had not been able to claim. Ron, the 
executor of Lucien’s estate, is not aware of any recent quali- 
fied appraisals or sales that would help determine the fair 
market value of the limited partnership interest. Ron 
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How Macu LatirapE CAN A TAXPAYER TAKE IN SETTING 


subject to the Federal estate tax. Lucien’s records reflect a 
predeath basis in the interest of $65,000. 

' The partnership’s bookkeeper has a “gut feeling” that 
the partnership interest is worth anywhere between 
$65,000 and $80,000. This is good news to Ron, and based 
on her “guesstimate,” Ron sets the value at $65,000. 

What is Ron trying to accomplish in arriving at this valua- 


decides not to hire a qualified appraiser to determine this 
value because Lucien’s estate is not large enough to be 


tion? What ethical and equitable issues arise? 


Disposition of a Passive Activity by Gift 
In a disposition of a taxpayer’s interest in a passive activity by gift, the suspended 
losses are added to the basis of the property.** 


A taxpayer makes a gift of passive activity property having an adjusted basis of EXAMPLE Ko 


$40,000, suspended losses of $10,000, and a fair market value at the date of the gift of 
$100,000. The taxpayer cannot deduct the suspended losses in the year of the disposi- 
tion. However, the suspended losses transfer with the property and are added to the 
adjusted basis of the property in the hands of the donee. # 


When a passive activity is transferred by gift, the suspended losses become perma- 
nently nondeductible to both the donor and the donee. Nonetheless, a tax benefit 
may be available to the donee for another reason. Due to the increase in the prop- 
erty’s basis, greater depreciation deductions can result, and there will be less gain 
(or more loss) on a subsequent sale of the property. The side benefits of increased 
basis do not materialize if the recipient is a charity, as such organizations generally 
are not subject to income taxation. 


Installment Sale of a Passive Activity 

An installment sale of a taxpayer’s entire interest in a passive activity triggers the rec- 
ognition of the suspended losses.*” The losses are allowed in each year of the install- 
ment obligation in the ratio that the gain recognized in each year bears to the total 
gain on the sale. 


Stan sells his entire interest in a passive activity for $100,000. His adjusted basis in the LRSOMEEE AP S| 


property is $60,000. If he uses the installment method, his gross profit ratio is 40% 
($40,000/$100,000). If Stan receives a $20,000 down payment, he will recognize a gain 
of $8,000 (40% of $20,000). If the activity has a suspended loss of $25,000, Stan will 
deduct $5,000 [($8,000 + $40,000) x $25,000] of the suspended loss in the first year. @ 


Nontaxable Exchange of a Passive Activity 


In a nontaxable exchange of a passive investment, the taxpayer keeps the suspended 
losses, which generally become deductible when the acquired property is sold. If the 
activity of the old and the new property is the same, suspended losses can be used 


before the activity’s disposition. 


*§ 469(j)(6). *§ 469(g)(3). 
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activity rule? 


Who is subject to the passive activity rules? Individuals. : 


What is a passive activity? 


What is an activity? 


What is the fundamental passive 
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Estates. 
Trusts. a 
Personal service corporations. 
Closely held C corporations. 


Trade or business or income-producing sone in "which rhe xpa 
not materially participate during the year, or rental activities, subj 
certain exceptions, regardless of the taxpayer’s level of partici panion. 

One or more trade or business or rental activities tat comprise an 
appropriate economic unit. 


How is an appropriate economic unit Based on a reasonable application of the relevant facts and circumstances. — 


determined? 
What is material participation? 


What is a rental activity? 


SEX AMPEE 8°55 


ch 


LO.10 


Identify restrictions placed on 
the deductibility of other 
investor losses and deductions, 
including those that apply to 
investment interest. 


In general, the taxpayer participates on a regular, continuous, and 
substantial basis. More specifically, when the taxpayer meets the 
conditions of one of the seven tests provided in the Regulations. 


In general, an activity where payments are received for the use of tangible 
property. More specifically, a rental activity that does not meet one of 
the six exceptions provided in the Regulations. Special rules apply to 
rental real estate. 


A taxpayer exchanges a duplex for a limited partnership interest in a § 721 nonrecogni- 
tion transaction (see Chapter 20 for details). The suspended losses from the duplex are 
not deductible until the limited partnership interest is sold. Two different activities 
exist: a real estate rental activity and a limited partnership activity. If the taxpayer had 
continued to own the duplex and the duplex had future taxable income, the sus- 
pended losses would have become deductible before the time of disposition. ™ 


Ina § 1031 nontaxable exchange (see Chapter 15 for details), a taxpayer exchanges a duplex 
for an apartment building. The suspended losses from the duplex are deductible against 
future taxable income of the apartment building, because the same activity exists. ™ 


11.4 INVESTMENT INTEREST 


RRS BIE SEE ESRI DIE LES DDL LT ELAPSED SELLER DLP BEE E ELLIE 


Toe frequently borrow funds that they use to eae investment assets. When the 
interest expense is large relative to the income from the investments, substantial tax 
benefits could result. Congress has therefore limited the deductibility of interest on 
funds borrowed for the purpose of purchasing or continuing to hold investment prop- 
erty. Investment interest expense is now limited to net investment income for the year. 

Investment income is gross income from interest, dividends (see below), annuities, 
and royalties not derived in the ordinary course of a trade or business. However, 
income from a passive activity and income from a real estate activity in which the tax- 
payer actively participates are not included in investment income. 

The following types of income are not included in investment income unless the 
taxpayer elects to do so. 


» Net capital gain attributable to the disposition of (1) property producing 
the types of income just enumerated or (2) property held for investment 
purposes. 
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° Qualified dividends that are taxed at the same marginal rate that is appli- 
cable to a net capital gain. 


A taxpayer may include net capital gain and qualifying dividends as investment 
income by electing to do so on Form 4952. The election is available only if the tax- 
payer agrees to reduce amounts qualifying for the 15 percent (0 percent for low- 
income taxpayers) rates that otherwise apply to net capital gain (see Chapter 16) 
and qualifying dividends (refer to Chapter 4) by an equivalent amount. 


Terry incurred $13,000 of interest expense related to her investments during the year. PEXAMPUE G00 


Her investment income included $4,000 of interest, $2,000 of qualifying dividends, and 
a $5,000 net capital gain on the sale of investment securities. If Terry does not make 
the election to include the net capital gain and qualified dividends in investment 
income, her investment income for purposes of computing the investment income limi- 
tation is $4,000 (interest income). If she does make the election, her investment income 
is $11,000 ($4,000 interest + $2,000 qualifying dividends + $5,000 net capital gain). = 


Net investment income is the excess of investment income over investment expenses. 
Investment expenses are those deductible expenses directly connected with the pro- 
duction of investment income. Investment expenses do not include interest expense. 
When investment expenses fall into the category of miscellaneous itemized deductions 
that are subject to the 2 percent-of-AGI floor (refer to Chapter 10), some may not enter 
into the calculation of net investment income because of the floor. 


Gina has AGI of $80,000, which includes qualified dividends of $15,000 and interest PES AMURE 8 | 


income of $3,000. Besides investment interest expense, she paid $3,000 of city ad val- 
orem property tax on stocks and bonds and had the following miscellaneous itemized 


expenses: 
Safe deposit box rental (to hold investment securities) $ 120 
Investment counsel fee 1,200 
Unreimbursed business travel 850 
Uniforms 600 
Total miscellaneous itemized expenses $2,770 


Before Gina can determine her investment expenses for purposes of calculating net 
investment income, those miscellaneous expenses that are not investment expenses 
are disallowed before any investment expenses are disallowed under the 2%-of-AGI 
floor. This is accomplished by selecting the /esser of the following: 


1. The amount of investment expenses included in the total of miscellaneous item- 
ized deductions subject to the 2%-of-AGl floor. 
2. The amount of miscellaneous expenses deductible after the 2%-of-AGI rule is 


applied. 
The amount under item 1 is $1,320 [$120 (safe deposit box rental) + $1,200 (investment 
counsel fee)]. The item 2 amount is $1,170 [$2,770 (total of miscellaneous expenses) — 
$1,600(2% of $80,000 AGI)]. 
Then, Gina’s investment expenses are calculated as follows: 


Deductible miscellaneous deductions investment 


expense (the lesser of item 1 or item 2) $1,170 
Plus: Ad valorem tax on investment property 3,000 
Total investment expenses $4,170 


Gina elects to include the qualified dividends in investment income. Gina’s net invest- 
ment income is $13,830 ($18,000 investment income — $4,170 investment expenses). # 


After net investment income is determined, deductible investment interest 
expense can be calculated. 
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MERU Bese Adam is an attorney employed by a law firm. His investment activities for the year are 


as follows: 
Net investment income $30,000 
Investment interest expense 44,000 


Adam’s investment interest deduction is $30,000. @ 


The amount of investment interest disallowed is carried over to future years. In 
Example 52, therefore, the amount that is carried over to the following year is 
$14,000 ($44,000 investment interest expense — $30,000 allowed). No limit is placed 
on the length of the carryover period. The investment interest expense deduction is 
determined by completing Form 4952. : 


11.5 OTHER INVESTMENT LOSSES 


The investment activities summarized below are discussed elsewhere in this text (see 
the references provided). 


e Sales of securities held as investments for less than basis yield capital 
losses. These losses can offset capital gains. In the case of individual tax- 
payers, excess losses are applied against ordinary income up to $3,000 
(§ 1211). Any remaining excess capital losses are carried over for use in 
future years (§ 1212). See Chapter 16 for additional discussion. 

e Securities held as an investment that become worthless produce capital 
losses. The losses are usually long term since they are treated as occurring 
on the last day of the year in which the securities become worthless 
[(§ 165(g)(1) ]. Because the securities must be completely worthless, deter- 
mining the year when this takes place often is difficult. See Chapter 7 for 
additional discussion. 

¢ Losses on small business stock (i.e., stock that qualifies under § 1244) are 
treated as ordinary losses up to a maximum of $100,000. Thus, the limita- 
tions placed on capital losses (see above) are avoided. See Chapter 7 for 
additional discussion. 

e As discussed in Chapter 6, vacation homes that are rented for part of the 
year may generate investment losses depending on the extent of the 
rental period as compared to time devoted to personal use (§ 280A). If 
sufficient rental activity takes place, the facility may be treated as rental 
property. As such, any losses could be subject to the passive loss rules. See 
the discussion earlier in this chapter. 

e When an activity is classified as a hobby, any losses resulting are limited to 
the income from the activity [§ 183(b)(2) ]. If the activity is not a hobby (i.e., 
a profit motive controls), however, full deduction of the losses is allowed 
[$§ 162 and 212(2) ]. See the relevant discussion of hobby losses in Chapter 6. 


TAX PLANNING: 
11.6 UTILIZING LOSSES 


L0.11 Perhaps the biggest challenge individuals face with the passive loss rules is to recognize 
Suggest tax planning strategies the potential impact of the rules and then to structure their affairs to minimize this 
to minimize the effect of the impact. Taxpayers who have passive activity losses (PALs) should adopt a strategy of 
passive loss limitations. generating passive activity income that can be sheltered by existing passive losses. One 
approach is to buy an interest in a passive activity that is generating income (referred to 
as passive income generators, or PIGs). Then the PAL can offset income from the PIG. 
From a tax perspective, it would be foolish to buy a loss-generating passive activity unless 
one has other passive income to shelter or the activity is rental real estate that can qual- 
ify for the $25,000 exception or the exception available to real estate professionals. 
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Ifa taxpayer does invest in an activity that produces losses subject to the passive loss 
rules, the following strategies may help to minimize the loss of current deductions: 


° Ifmoney is borrowed to finance the purchase of a passive activity, the asso- 
ciated interest expense is generally treated as part of any passive loss. Con- 
sequently, by increasing the amount of cash used to purchase the passive 
investment, the investor will need less debt and will incur less interest 
expense. By incurring less interest expense, a possible suspended passive 
loss deduction is reduced. 

* Ifthe investor does not have sufficient cash readily available for the larger 
down payment, it can be obtained by borrowing against the equity in his 
or her personal residence. The interest expense on such debt will be de- 
ductible under the qualified residence interest provisions (see Chapter 
10) and will not be subject to the passive loss limitations. Thus, the tax- 
payer avoids the passive loss limitation and secures a currently deductible 
interest expense. 


Often unusable passive losses accumulate and provide no current tax benefit 
because the taxpayer has no passive income. When the taxpayer disposes of the 
entire interest in a passive activity, however, any suspended losses from that activity 
are used to reduce the taxable gain. If any taxable gain still remains, it can be offset 
by losses from other passive activities. As a result, the taxpayer should carefully select 
the year in which a passive activity is disposed of. It is to the taxpayer’s advantage to 
wait until sufficient passive losses have accumulated to offset any gain recognized on 
the asset’s disposition. 
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Bill, a calendar year taxpayer, owns interests in two passive activities: Activity A, PEXAMPLE 53) | 


which he plans to sell in December of this year at a gain of $100,000; and Activity B, 
which he plans to keep indefinitely. Current and suspended losses associated with Ac- 
tivity B total $60,000, and Bill expects losses from the activity to be $40,000 next year. 
If Bill sells Activity A this year, the $100,000 gain can be offset by the current and sus- 
pended losses of $60,000 from Activity B, producing a net taxable gain of $40,000. 
However, if Bill delays the sale of Activity A until January of next year, the $100,000 
gain will be fully offset by the $100,000 of losses generated by Activity B ($60,000 
current and prior losses + $40,000 next year’s loss). Consequently, by postponing the 
sale by one month, he could avoid recognizing $40,000 of gain that would otherwise 
result. @ 


Taxpayers with passive losses should consider the level of their involvement in all 
other trades or businesses in which they have an interest. If they show that they do 
not materially participate in a profitable activity, the activity becomes a passive activ- 
ity. Any income generated by the profitable business then could be sheltered by cur- 
rent and suspended passive losses. Family partnerships in which certain members do 
not materially participate would qualify. The silent partner in any general partner- 
ship engaged in a trade or business would also qualify. 


Gail has an investment in a limited partnership that produces annual passive losses of 
approximately $25,000. She also owns a newly acquired interest in a convenience store 
where she works. Her share of the store’s income is $35,000. If she works enough to be 
classified as a material participant, her $35,000 share of income is treated as active 
income. This results in $35,000 being subject to tax every year, while her $25,000 loss is 
suspended. However, if Gail reduces her involvement at the store so that she is not a 
material participant, the $35,000 of income receives passive treatment. Consequently, 
the $35,000 of income can be offset by the $25,000 passive loss, resulting in only 
$10,000 being subject to tax. Thus, by reducing her involvement, Gail ensures that the 
income from the profitable trade or business receives passive treatment and can then 
be used to absorb passive losses from other passive activities. ™ 


EXAMPLE 54 
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As this chapter has shown, the passive loss rules can have a dramatic effect on a 
taxpayer’s ability to claim passive losses currently. As a result, it is important to keep 
accurate records of all sources of income and losses, particularly any suspended pas- 
sive losses and credits and the activities to which they relate, so that their potential 
tax benefit will not be lost. 

Finally, because of the restrictive nature of the passive activity loss rules, it may be 
advantageous for a taxpayer to use a vacation home enough to convert it to a second 
residence. This would enable all of the qualified interest and real estate taxes to be 
deducted without limitation. However, this strategy would lead to the loss of other 
deductions, such as repairs, maintenance, and insurance. See Examples 24 and 2h 
and the related discussion in Chapter 6. 


REFOCUS ON THE BIG PICTURE 


INVESTOR LOSS 
LIMITATIONS CAN 
SIGNIFICANTLY 
AFFECT 
INVESTMENT 
RETURNS 


The objective for most investors should be to maximize after-tax wealth from among 
investment alternatives. This requires an understanding of the relevant tax restric- 
tions that apply to certain expenses and losses arising from various investment 
choices. The after-tax returns from the three alternatives the Reswicks are consider- 
ing may be affected by the at-risk, passive activity, and investment interest limitations. 

The high-growth, low-yield portfolio is expected to generate very little if any cur- 
rent dividend income (i.e., net investment income). Nonetheless, if the broker’s pre- 
diction is correct, the market value of the securities will grow by approximately 10 
percent a year. However, the annual $8,000 interest expense on the debt incurred to 
purchase the securities may not be deductible as investment interest due to the lack 
of net investment income. Unless investment income is generated from some other 
source, the interest will not be deductible until the securities are sold. To the extent 
the interest is deducted as investment interest, the gain on the portfolio’s sale will 
not be subject to preferential capital gains rates (see Example 50). As a result, the net 
after-tax return will be impaired because of the investment interest limitation. 

The net returns from the other two investment choices will be diminished by the 
at-risk and passive activity loss rules in addition to the investment interest limitation. 
The projected 10 percent return is apparently contingent on the investor being able 
to utilize the current tax losses as they arise. These benefits will be deferred because 
the at-risk and passive activity loss rules delay the timing of the deductions. For exam- 
ple, in the case of the orange grove investment, none of the passive losses are deduct- 
ible until year 6 when the investment is expected to produce passive income. In the 
real estate rental venture, however, Jim and Trudy could deduct the $25,000 passive 
loss under the exception for rental real estate for the first four years (see Example 
41); the at-risk rules would limit any additional losses in year 5 to the at-risk amount. 
Consequently, since the at-risk and passive loss rules limit the tax losses flowing to the 
Reswicks, the after-tax return will not be nearly as high as their broker predicts. 


What If? 


If the Reswicks decide that the investment in marketable securities is their best 
option, could they modify their plan so that they avoid the restriction imposed by the 
investment interest limitation? Jim and Trudy’s net after-tax return would improve if 
the interest cost of financing their investment could be deducted as incurred. They 
could finance their investment by borrowing up to $100,000 against the equity in their 
home (see Chapter 10). The interest on the home equity loan would be fully deducti- 
ble, and consequently the after-tax return from their investment would increase. Fur- 
thermore, any gain recognition would be deferred until the securities are sold, and 
the tax on the gain would be subject to the preferential capital gains rate. 


o 
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KEY TERMS 
Active income, 11-7 Investment interest, 11-26 Portfolio income, 11-7 
At-risk limitation, 11-4 Material participation, 11-14 Rental activity, 11-18 
Closely held corporation, 11-11 Net investment income, 11-27 . Significant participation activity, 11-16 
Extraordinary personal services, Passive loss, 11-4 Tax shelters, 11-3 
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14. 


5, 


16. 
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Investment income, 11-26 


Personal service corporation, 11-11 


DISCUSSION QUESTIONS 


L0.1 Describe the general purpose and effect of the at-risk rules and the passive activity 
rules. 


L0.2 Alice invested $100,000 for a 25% interest in a partnership in which she is not a 
material participant. The partnership borrowed $200,000 from a bank on a recourse loan 
and used the proceeds to acquire a building. What is Alice’s at-risk amount? 


L0.2 List some events that increase and decrease an investor’s at-risk amount. What are 
some strategies that a taxpayer can employ to increase the at-risk amount in order to 
claim a higher deduction for losses? 


. L0.2 Roberto invested $18,000 in a chicken-production operation. Using nonrecourse 


notes, the business purchases $120,000 worth of grain to feed the chickens. If Roberto’s 
share of the expense is $26,000, how much can he deduct? 


. LO.3 Explain the meaning of the terms active income, portfolio income, and passive income. 


. LO.3 Manuel owns an interest in an activity that produces a $100,000 loss during the 


year. Would he generally prefer to have the activity classified as active or passive? Discuss. 


LO.3 Kim owns an interest in an activity that produces $100,000 of income during the 
year. Would Kim prefer to have the activity classified as active or passive? Discuss. 


LO.3 What is a suspended passive loss? Why is it important to allocate such losses when a 
taxpayer has interests in more than one passive activity? 


LO.3 Upon a taxable disposition of a passive activity, the taxpayer can utilize any 
suspended losses and credits related to that activity. Do you agree? Explain. 


LO.3 Discuss whether the passive loss rules apply to the following: individuals, closely 
held C corporations, S corporations, partnerships, and personal service corporations. 


LO.3 New-Tech Services, Inc., is owned by four engineers, all of whom work full-time for 
the corporation. The corporation has eight other full-time employees, all on the clerical 
staff. New-Tech provides consulting services to inventors. The corporation has invested in 
a passive activity that produces a $60,000 loss this year. Can New-Tech deduct the loss in 


the current year? Explain. 


LO.3 Gray Corporation has $100,000 of active income and a $55,000 passive loss. Under 
what circumstances is Gray prohibited from deducting the loss? Allowed to deduct the 


loss? 

L0.4 Discuss what constitutes a passive activity. 

L0.4 The Regulations prohibit grouping rental activities in certain circumstances. 
Discuss these rules. 


L0.5 What is the significance of the term material participation? Why is the extent of a 
taxpayer’s participation in an activity important in determining whether a loss from the 


activity is deductible or nondeductible? 


LO.5 Why did the IRS adopt the more-than-500-hour standard for material participation? 
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17. LO.5 Keith, a physician, operates a separate business that he acquired nine years ago. If 
he participates 90 hours in the business and it incurs a loss of $20,000, under what 
circumstances can Keith claim an active loss? 


DECISION MAKING 18. LO.5, 11 Suzanne owns interests in a bagel shop, a lawn and garden store, and a 


convenience store. Several full-time employees work at each of the enterprises. As of the 
end of November of the current year, Suzanne has worked 150 hours in the bagel shop, 
250 hours at the lawn and garden store, and 70 hours at the convenience store. In 
reviewing her financial records, you learn that she has no passive investments that are 
generating income and that she expects these three ventures collectively to produce a 
loss. What recommendation would you offer Suzanne as she plans her activities for the 
remainder of the year? 


19. LO0.2, 3, 5 Rita retired from public accounting after a long and successful career of 45 


years. As part of her retirement package, she continues to share in the profits and losses 
of the firm, albeit at a lower rate than when she was working full-time. Because Rita wants 
to stay busy during her retirement years, she has invested and works in a local hardware 
business, operated as a partnership. Unfortunately, the business has recently gone 
through a slump and has not been generating profits. Identify relevant tax issues for Rita. 


20. LO.5 Some types of work are counted in applying the material participation standards, 
and some types are not counted. Discuss and give examples of each type. 


21. LO.5 Last year, Alan’s accountant informed him that he could not claim any of his 
passive activity losses on his income tax return because of his lack of material 
participation. To circumvent the tax problem this year, Alan tells his wife that she may 
have to put in some time at the various businesses. Identify the tax issues that Alan faces. 


: 
f 


22. LO.5 Kevin, a limited partner in Zelcova Gardens, is informed that his portion of the 
entity’s current loss is $10,000. As a limited partner, can Kevin assume that his share of 
the partnership loss is a passive loss? 


23. LO.6 What are significant personal services, and what role do they play in determining 
whether a rental activity is treated as a passive activity? 


24. 10.4, 5, 6 How is passive activity defined in the Code, and what aspects of the definition 
have been clarified by final or Temporary Regulations? 


25. LO.5, 6, 8 Laura owns an apartment building and a DVD rental business. She participates 
for more than 500 hours in the operations of each activity. Are the businesses active or 
passive? 


26. LO.8 Hilda incurs a loss of $60,000 on a real estate rental activity during the current year. 
Under what circumstances can Hilda treat the entire loss as nonpassive? 


GE apes oad 27. L0.2, 3, 4, 5, 6 Since his college days, Charles has developed an entrepreneurial streak. 


After working in his family’s grocery business, he has decided to start several ventures on 
his own. Even though Charles is independently wealthy, he is looking forward to working 
in each of the ventures. He plans to “drop in” on the businesses from time to time 
between personal trips to Europe, the Caribbean, and the South Pacific. As of the end of 
the year, he has established computer software stores in Dayton, Austin, and Seattle; 
bagel bakeries in Albany, Athens (Georgia), and Tallahassee; and mountain bike and ski 
rental shops in small towns in Vermont, West Virginia, Colorado, and California. Identify 
the tax issues facing Charles. 


eo Loe SSU END te tie | 28. LO.8 Rick, a full-time real estate professional, earns $5,000 for development services 


rendered to an S corporation that owns and manages rental apartment units. He also 
owns an interest in the entity. His share of the S corporation’s rental losses for the year 
totals $5,000. What are the tax issues? 


29. LO.5, 8 Elizabeth owns an interest in a dress shop that has three full-time employees; 
during the year, she works 450 hours in the shop. Elizabeth also owns an apartment 


building with no employees in which she works 1,200 hours. Is either activity a passive 
activity? Explain. 


30. LO.8 Matt owns a small apartment building that generates a loss during the year. Under 
what circumstances can Matt deduct a loss from the rental activity, and what limitations 


apply? 
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31. LO.5, 8 Under the passive loss rules, what are the differences between material participation 
and active participation? 


32. L0.8 Betty and Steve plan to use some of an inheritance for a beach-related investment. 
They identify two possibilities that seem worthwhile. First, they would purchase a beach 
cottage and use it for both personal and rental purposes. Second, they would pool their 
money with Steve’s brother and purchase several cottages. One of the cottages would be 
held for personal use, while the others would be held for rental use. Identify the tax 
issues facing Betty and Steve. 


PROBLEMS 


ISSUEID 


LO.2 In 2008, Fred invested $50,000 in a general partnership. Fred’s interest is not 
considered to be a passive activity. If his share of the partnership losses is $35,000 in 2008 
and $25,000 in 2009, how much can he deduct in each year? 


34, LO0.2 In the current year, Bill Parker (54 Oak Drive, St. Paul, MN 55162) is considering 
making an investment of $60,000 in Best Choice Partnership. The prospectus provided 
by Bill’s broker indicates that the partnership investment is not a passive activity and that 
Bill’s share of the entity’s loss in the current year will likely be $40,000, while his share of 
the partnership loss next year will probably be $25,000. Write a letter to Bill in which you 
indicate how the losses would be treated for tax purposes in the current and next years. 


35. LO.2, 11 Heather wishes to invest $45,000 in a relatively safe venture and has discovered 
two alternatives that would produce the following reportable ordinary income and loss 
over the next three years: 


Alternative 1 Alternative 2 

Year Income (Loss) Income (Loss) 
1 ($ 30,000) ($50,000) 
2 (30,000) 34,000 


3 84,000 40,000 


She is interested in the after-tax effects of these alternatives over a three-year horizon. 
Assume that Heather’s investment portfolio produces sufficient passive income to offset 
any potential passive loss that may arise from these alternatives, that her cost of capital is 
6% (the present value factors are 0.9434, 0.8900, and 0.8396), that she is in the 25% tax 
bracket, that each investment alternative possesses equal growth potential, and that each 
alternative exposes her to comparable financial risk. In addition, assume that in the loss 
years for each alternative, there is no cash flow from or to the investment (i.e., the loss is 
due to depreciation), while in those years when the income is positive, cash flows to 
Heather equal the amount of the income. Based on these facts, compute the present 
value of these two investment alternatives and determine which option Heather should 


choose. 


36. LO.1, 3 Dorothy acquired passive Activity A in January 2004 and Activity B in September 
2005. Through 2007, Activity A was profitable, but it produced losses of $200,000 in 2008 
and $100,000 in 2009. Dorothy has passive income from Activity B of $20,000 in 2008 and 
$40,000 in 2009. After offsetting passive income, how much of the net losses may she 


deduct? 


L0.1, 3 A number of years ago, Kay acquired an interest in a partnership in which she is 
not a material participant. Kay’s basis in her partnership interest at the beginning of 2008 
is $40,000. Kay’s share of the partnership loss is $35,000 in 2008, while her share of the 
partnership income is $15,000 in 2009. How much can Kay deduct in 2008 and 2009? 


38) LO.3 Bob, an attorney, earns $200,000 from his law practice in the current year. He 
receives $45,000 in dividends and interest during the year. In addition, he incurs a loss of 
$50,000 from an investment in a passive activity acquired three years ago. What is Bob’s 
net income for the current year after considering the passive investment? 


COMMUNICATIONS 


DECISION MAKING 
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39! 


40. 


41. 


42. 


43. 


L0.3, 11 Emily has $100,000 that she wishes to invest and is considering the following two 
options: 


© Option A: Investment in Redbird Mutual Fund, which is expected to produce interest 
income of $8,000 per year. 

e Option B: Investment in Cardinal Limited Partnership (buys, sells, and operates wine 
vineyards). Emily’s share of the partnership’s ordinary income and loss over the next 
three years would be: 


Year Income (Loss) 


1 ($ 8,000) 
2 (2,000) 
3 34,000 


Emily is interested in the after-tax effects of these alternatives over a three-year horizon. 
Assume that Emily’s investment portfolio produces ample passive income to offset any 
passive losses that may be generated. Her cost of capital is 8% (the present value factors 
are 0.92593, 0.85734, and 0.79383), and she is in the 28% tax bracket. The two investment 
alternatives possess equal growth potential and comparable financial risk. Based on these 
facts, compute the present value of these two investment alternatives and determine 
which option Emily should choose. 


LO.3 Hazel has investments in two nonrental passive activities. Activity A, acquired seven 
years ago, was extremely profitable until the current year. Activity B was acquired this 
year. Currently, Hazel’s share of the losses is $10,000 from Activity A and $6,000 from 
Activity B. What is the total amount of Hazel’s suspended losses from these activities as of 
the end of the current year? 


LO.3, 11 Wade owns two passive investments, Activity A and Activity B. He plans to 
dispose of Activity A, either in the current year or next year. Celene has offered to buy 
Activity A this year for an amount that would produce a taxable passive gain to Wade of 
$100,000. However, if the sale, for whatever reason, is not made to Celene, Wade feels 
that he could find a buyer who would pay about $5,000 less than Celene. Passive losses 
and gains generated (and expected to be generated) by Activity B follow: 


Two years ago ($35,000) 
Last year (35,000) 
This year (5,000) 
Next year (20,000) 
Future years Minimal profits 


All of Activity B’s losses are suspended. Should Wade close the sale of Activity A with 


Celene this year, or should he wait until next year and sell to another buyer? Wade is in 
the 35% tax bracket. 


LO.3 Saundra has investments in four passive activity partnerships purchased several 
years ago. Last year, the income and losses were as follows: 


Activity Income (Loss) 
A $ 30,000 
B (30,000) 
G (15,000) 
D (5,000) 


In the current year, she sold her interest in Activity D for a $10,000 gain. Activity D, which 
had been profitable until last year, had a current loss of $1,500. How will the sale of Activ- 
ity D affect Saundra’s taxable income in the current year? 


LO.3 Leon sells his interest in a passive activity for $100,000. Determine the tax effect of 

the sale based on each of the following independent facts: 

a. Adjusted basis in this investment is $35,000. Losses from prior years that were not de- 
ductible due to the passive loss restrictions total $40,000. 


45. 


46. 


47. 


48. 
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b. Adjusted basis in this investment is $75,000. Losses from prior years that were not de- 
ductible due to the passive loss restrictions total $40,000. 

c. Adjusted basis in this investment is $75,000. Losses from prior years that were not de- 
ductible due to the passive loss restrictions total $40,000. In addition, suspended 
credits total $10,000. 


L0.3 In the current year, White, Inc., earns $400,000 from operations and receives 

$36,000 in dividends and interest on various portfolio investments. White also pays 

$150,000 to acquire a 20% interest in a passive activity that produces a $200,000 loss. 

a. Assuming White is a personal service corporation, how will these transactions affect 
its taxable income? 


b. Same as (a), except that White is closely held but nota personal service corporation. 


L0.3 Brown Corporation, a personal service corporation, earns active income of 
$200,000 and receives $60,000 in dividends during the year. In addition, Brown incurs a 
loss of $45,000 from an investment in a passive activity acquired three years ago. What is 
Brown’s total income for the current year after considering the passive investment? 


L0.2, 3, 7, 11 Carol Schneider (123 Baskerville Mill Road, Jamison, PA 18929) is trying 
to decide how to invest a $50,000 inheritance. One option is to make an additional 
$50,000 investment in Rocky Road Adventures in which she has an at-risk basis of $0, 
suspended losses under the at-risk rules of $28,000, and suspended passive losses of 
$2,000. If Carol makes this investment, her share of the expected profits this year would 
be $30,000. If her investment stays the same, her share of profits from Rocky Road 
Adventures would be $4,000. Another option is to invest $50,000 as a limited partner in 
the Ragged Mountain Berry Farm; this investment would produce passive income of 
$33,000. Write a letter to Carol to review the tax consequences of each alternative. Carol 
is in the 35% tax bracket. 


LO.3, 6, 11 Last year, Juan, a real estate developer, purchased 25 acres of farmland on the 
outskirts of town for $100,000. He expects that the land’s value will appreciate rapidly as 
the town expands in that direction. Since the property was recently reappraised at 
$115,000, some of the appreciation has already taken place. To enhance his return from 
the investment, Juan decides he will begin renting the land to a local farmer. He has 
determined that a fair rent would be at least $1,500 but no more than $3,500 per year. Juan 
also has an interest in a passive activity that generates a $2,800 loss annually. How do the 
passive loss rules affect Juan’s decision on how much rent to charge for the farmland? 


L0.2, 3, 7, 11 The end of the year is approaching, and Maxine has begun to focus on 
ways of minimizing her income tax liability. Several years ago, she purchased an 
investment in Teal Limited Partnership, which is subject to both the at-risk and the 
passive activity loss rules. (Last year, Maxine sold a different investment that was subject 
to these rules but produced passive income.) She believes that her investment in Teal has 
good long-term economic prospects. However, it has been generating tax losses for 
several years in a row. In fact, when she was discussing last year’s income tax return with 
her tax accountant, he said that unless “things change” with respect to her investments, 
she would not be able to deduct losses this year. 

a. What was the accountant referring to in his comment? 

b. You learn that Maxine’s current at-risk basis in her investment is $1,000 and her 
share of the current loss is expected to be $13,000. Based on these facts, how will her 
loss be treated? 

c. After reviewing her situation, Maxine’s financial adviser suggests that she invest at 
least an additional $12,000 in Teal in order to ensure a full loss deduction in the cur- 
rent year. How do you react to his suggestion? 

d. What would you suggest Maxine consider as she attempts to maximize her current- 


year deductible loss? 


L0.2, 3, 7 Ken has a $40,000 loss from an investment in a partnership for which he paid 
$30,000. He does not participate in the partnership’s operations. How much of the loss is 
disallowed by the at-risk rules? How much is disallowed by the passive loss rules? 


L0.2, 3,5, 7 Last year, Fran invested $40,000 for an interest in a partnership in which she 
is a material participant. Her share of the partnership loss for last year was $50,000. In the 
current year, Fran’s share of the partnership’s income is $30,000. What is the effect on 


her taxable income for the current year? 


DECISION MAKING 
COMMUNICATIONS 


DECISION MAKING 


DECISION MAKING 
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Cm) LO.2, 3, 5, 7 Jonathan, a physician, earns $200,000 from his practice. He also receives 
$18,000 in dividends and interest on various portfolio investments. During the year, he 
pays $45,000 to acquire a 20% interest in a partnership that produces a $300,000 loss. 
Compute Jonathan’s AGI, assuming that: 
a. He does not participate in the operations of the partnership. 
b. He isa material participant in the operations of the partnership. 


52. L0.2, 3, 7 Five years ago, Gerald invested $150,000 in a passive activity, his sole 
investment venture. On January 1, 2008, his amount at risk in the activity was $30,000. His 
shares of the income and losses were as follows: 


Year Income (Loss) 


2008 ($40,000) 
2009 (30,000) 


2010 50,000 


How much can Gerald deduct in 2008 and 2009? What is his taxable income from the ac- : 
tivity in 2010? Consider the at-risk rules as well as the passive loss rules. « 


0.3, 8 Several years ago, Benny Jackson (125 Hill Street, Charleston, WV 25301) 


acquired an apartment building that currently generates a loss of $60,000. Benny’s AGI is 
$130,000 before considering the loss. The apartment building is in an exclusive part of 
the city, and Benny is an active participant. Write a letter to Benny explaining what effect 
the loss will have on his AGI. 


54. LO.3, 8 Several years ago, Rachel acquired an apartment building that currently 
generates a loss of $35,000. She has AGI of $120,000 before considering the loss. If 
Rachel is not an active participant in the activity, what is the effect of the loss on her AGI? 


55. LO.3, 8, 11 Bonnie and Adam are married with no dependents and live in New Hampshire 
(not a community property state). Since Adam has large medical expenses, they seek your 


advice about filing separately to save taxes. Their income and expenses for 2009 are as follows: 


Bonnie's salary $42,500 
Adam's salary 26,000 
Interest income (joint) 1,900 
Rental loss from actively managed rental property (22,000) 
Adam’s unreimbursed medical expenses 8,500 
All other itemized deductions:* 

Bonnie 9,000 

Adam 3,400 


*None subject to limitations 


Determine whether Bonnie and Adam should file jointly or separately for 2009. 


56. L0.3, 8, 11 Mary and Charles have owned a beach cottage on the New Jersey shore for 


several years and have always used it as a family retreat. When they acquired the property, 
they had no intentions of renting it. Because family circumstances have changed, they 
are considering using the cottage for only two weeks a year and renting it for the 
remainder of the year. Their AGI approximates $80,000 per year, and they are in the 
30% tax bracket (combined Federal and state). Interest and real estate taxes total $8,000 
per year and are expected to continue at this level in the foreseeable future. If Mary and 
Charles rent the property, their incremental revenue and expenses are projected to be: 


Rent income $ 20,000 
Rental commissions (3,000) 
Maintenance expenses (8,000) 
Depreciation expense (10,000) 


If the cottage is converted to rental property, they plan to be actively involved in key 
rental and maintenance decisions. Given the tax effects of converting the property to 
rental use, would the cash flow from renting the property be enough to meet the $12,000 
annual mortgage payment? 
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57. LO.3, 8 During the current year, Maria works 1,200 hours as a computer consultant, 320 
hours in her real estate development business, and 400 hours in her real estate rental 
activities. Larry, her husband, works 250 hours in Maria’s real estate development 
business and 180 hours in her real estate rental business. Maria earns $60,000 as a 
computer consultant, but she and Larry lose $18,000 in the real estate development 
business and $26,000 in the real estate rental business. How should they treat the losses 
on their Federal income tax return? 


58. LO0.3, 8 Ida, who has AGI of $80,000 before considering rental activities, is active in three 
separate real estate rental activities and is in the 28% tax bracket. She has $12,000 of 
losses from Activity A, $18,000 of losses from Activity B, and income of $10,000 from 
Activity C. She also has $2,100 of tax credits from Activity A. Calculate her deductions and 
credits allowed and the suspended losses and credits. 


59. LO.8 Ella has $105,000 of losses from a real estate rental activity in which she actively 
participates. She has other rental income of $25,000 and other passive income of 
$32,000. How much rental loss can Ella deduct against active and portfolio income 
(ignoring the at-risk rules)? Does she have any suspended losses to carry over? 


60. L0.9 At death, Lucile owns an interest in a passive activity property (adjusted basis of 
$160,000, suspended losses of $16,000, and fair market value of $170,000). What can be 
deducted on Lucile’s final income tax return? 


61. LO.9 In the current year, Abe gives an interest in a passive activity to his daughter, 
Andrea. The value of the interest at the date of the gift is $25,000, and its adjusted basis to 
Abe is $13,000. During the time that Abe owned the investment, losses of $3,000 could 
not be deducted because of the passive loss limitations. What is the tax treatment of the 
suspended passive activity losses to Abe and Andrea? 


62. LO.9 Tonya sells a passive activity in the current year for $150,000. Her adjusted basis in 
the activity is $50,000, and she uses the installment method of reporting the gain. The 
activity has suspended losses of $12,000. Tonya receives $60,000 in the year of sale. What 
is her gain? How much of the suspended losses can she deduct? 


63. LO.10, 11 In 2009, Irina Gray incurs $29,250 of interest expense related to her investments. 
Her investment income includes $7,000 of interest, $5,500 of qualified dividends, and a 
$12,750 net capital gain on the sale of securities. Irina asks you to compute the amount of her 
deduction for investment interest, taking into consideration any options she might have. In 
addition, she wants your suggestions as to any tax planning alternatives that are available. 
Write a letter to her that contains your advice. Irina lives at 432 Clinton Circle, Rochester, NY 
14604. 


64. LO.10 Helen borrowed $200,000 to acquire a parcel of land to be held for investment 
purposes. During 2009, she paid interest of $20,000 on the loan. She had AGI of $100,000 
for the year. Other items related to Helen’s investments include the following: 


Investment income $14,100 
Long-term capital gain on sale of stock 5,500 
Investment counsel fees 3,000 


Helen is unmarried and elects to itemize her deductions. She has no miscellaneous item- 
ized deductions other than the investment counsel fees. 

a. Determine Helen’s investment interest deduction for 2009. 

b. Discuss the treatment of the portion of Helen’s investment interest that is disallowed 


in 2009. 


RESEARCH PROBLEMS 


Note: Solutions to Research Problems can be prepared by using the Checkpoint® 
Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. George and Judy Cash own a 30-foot yacht that is moored at Oregon 
Inlet on the Outer Banks of North Carolina. The yacht is offered for rent to tourists during 
March through November every year. George and Judy live too far away to be involved in 
the yacht’s routine operation and maintenance. They are, however, able to perform certain 


DECISION MAKING 
COMMUNICATIONS 


THOMSON REUTERS 
Checkpoint® Student Edition 
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periodic tasks, such as cleaning and winterizing it. Routine daily management, operating, 
and chartering responsibilities have been contracted to “Captain Mac.” George and Judy 
are able to document spending 120 hours on the yacht chartering activities during the year. 
Determine how any losses resulting from the activity are treated under the passive activity 
loss rules. 


Research Problem 2. Carol is a successful physician who owns 100% of her incorporated 
medical practice. She and her husband, Dick, are considering the purchase of a 
commercial office building located near the local community hospital. If they purchase the 
building, Carol would move her medical practice to the new location. The practice would 
rent the building for an arm’s length price. The rent income that results will be available to 
absorb passive losses generated by other passive activities. The net effect of absorbing the 
passive losses is a reduction in their income tax liability. Will Carol and Dick’s plan work? 


Research Problem 3. Over the years, Julie Hoyle (117 Western Avenue, Peoria, IL 61604) has 


taken great pride in her ability to spot exceptional rental real estate investments, 
particularly in terms of their appreciation potential. As a result, she has accumulated 
several properties. In the past, she was able to devote only a limited amount of time to these 
ventures. In the current year, however, she retires from her full-time job and devotes most 
of her time to the management and operation of the rental activities. The relevant tax : 
attributes of each of Julie’s properties are as follows: : 


Suspended Passive Expected Current bs 
Property Losses Year’s Income (Loss) 
A None $ 25,000 
B ($20,000) 15,000 
G (40,000) (15,000) 


Julie has enough understanding of the tax law to know that she is a qualifying real 
estate professional for the current year and materially participates in all three properties 
within the meaning of § 469(c) (7). However, she is uncertain whether she should treat the 
properties as three separate activities or aggregate them as one activity. 

Write a letter to Julie to assist her in making the decision. Because of Julie’s expertise 
in the tax law, feel free to use technical language in your letter. 


Partial list of research aids: 
Reg. § 1.469-9e). 


Research Problem 4. Ida Ross has decided to purchase a new home in a retirement 
community for $400,000. She has $50,000 in cash for the down payment, but needs to 
borrow the remaining $350,000 to finance the purchase. Her financial adviser, Marc, 
suggests that rather than seeking a conventional mortgage, she should borrow the funds 
from State Bank using her portfolio of appreciated securities as collateral. Selling the 
securities to generate $350,000 in cash would lead to a substantial tax on the capital gain 
recognized. Therefore, a better strategy would be to borrow against her securities and then 
claim a deduction for the interest paid on the loan. How do you react to the financial 
adviser’s strategy? 


———— 2 << OT See 


Partial list of research aids: 
Temp.Reg. § 1.163-8T(c). 


Use the tax resources of the Internet to address the following questions. Do not restrict 
your search to the World Wide Web, but include a review of newsgroups and general 
reference materials, practitioner sites and resources, primary sources of the tax law, 
chat rooms and discussion groups, and other opportunities. 


INTERNET 
activity 


Research Problem 5. Oil and gas ventures operating as publicly traded partnerships typically 
attract sophisticated investors who purchase limited partnership interests. Investments in 
these types of publicly traded partnerships are subject to a restrictive set of passive loss 
rules. Identify three oil and gas publicly traded partnerships that are currently marketed to 
new investors, and describe the benefits the promoters claim will result from such 
investments. 


Research Problem 6. Download and print a copy of Form 8582 and its instructions. Use these 
materials to complete the requirements of Problem 53. 


Special Tax Computation 
Methods, Payment 
Procedures, and ‘Tax Credits 


CHAPTER Part 4 presents several topics that relate to the 
l 2 Alternative Minimum Tax pe ee eee 
theme of tax liability determination. The taxpayer 


CHAPTER must calculate the tax liability in accordance with 

] 3 Tax Credits and Payment the basic tax formula and also in accordance with 
Procedures 

the tax formula for the alternative minimum tax 

(AMT). The basic tax formula was presented in 

Part 1, and the AMT formula is covered in Part 4. 

Tax credits reduce the amount of the calculated 

tax liability. The specific procedures for the timing 


of the payment of the tax liability are also 


discussed. 


Piast = TP 
. eli eae oe a Te wd M ’ 


i: 


‘pada favet Ges 

“4 —- # Fe be. I TIC 

~ ae =¥ 
“~ 7 


 *... 
o¥ m3 


: ayy ts 
re ss 


ibst) xee paisa @ 


¥ oye Ls ola 


cae ey] 


i Da 


Alternative Minimum Tax 


LEARNING OBJECTIVES 
After completing Chapter 12, you should be able to: 


LO.1 LO.6 


Explain the rationale for the Describe the role of the AMT credit 

alternative minimum tax (AMT). in the alternative minimum tax 
structure. 

L0.2 

Understand the formula for L0.7 

computing the AMT for individuals. Understand the basic features of the 
corporate AMT. 

L0.3 

Identify the adjustments made 10.8 

in calculating the AMT. Identify tax planning opportunities 


to minimize the AMT. 


L0.4 


Identify the tax preferences that are 
included in calculating the AMT. 


LO.5 


Apply the formula for computing the 
AMT and illustrate Form 6251. 
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portions are shown the 
sections of Form 1040 
where the results are 
reported. 


45 Alternative minimum tax (see page 39). Attach Form 6251... 
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THE BIG PICTURE 


THE PRESENCE Bob and Carol are unmarried individuals who have been engaged for four months. 
They work for the same employer and earn identical compensation. They have the 

OR ABSENCE same amount of gross income, including the same amount of investment income, 
OFTHE AMT which consists solely of interest income; they have similar investments in tax-exempt 


bonds that produce identical amounts of interest income. They also have the same 
amount of deductions. 

Bob’s tax return is prepared by Adam, and Carol’s tax return is prepared by Eve. 
While discussing their tax liability one day at lunch, Carol is dismayed to learn that 
she paid $15,000 more in Federal income taxes than Bob did for the tax year. Carol 
meets with Eve that evening. Eve reviews Carol’s tax return and assures her that her 
tax liability was properly calculated. 

The above events raise a number of interesting questions for Bob and Carol that 
can be answered after completing this chapter. Why didn’t Bob and Carol have the 
same tax liability? Were both tax returns properly prepared? Should Carol consider 
replacing her tax return preparer Eve with Adam? Is it possible and/or desirable for 
Carol to file an amended return? Should Bob do anything? 
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he tax law contains many incentives that are intended to influence the eco- 
nomic and social behavior of taxpayers (refer to Chapter 1). Some taxpayers 
have been able to take advantage of enough of these incentives to avoid or 
minimize any liability for Federal income tax. Although these taxpayers were reduc- 
ing taxes legally, Congress became concerned about the inequity that results when 
taxpayers with substantial economic incomes can avoid paying any income tax. Such 
inequity undermines respect for the entire tax system.’ To attempt to alleviate 
this inequity, the alternative minimum tax (AMT) was enacted as a backup to the regu- 
lar income tax. 
The individual AMT is discussed in the first part of this chapter. The corporate 
AMT is similar to the individual AMT, but differs in several important ways. Details 
of the corporate AMT are presented in the last part of the chapter. 


12.1 INDIVIDUAL ALTERNATIVE MINIMUM Tax 


AMT FORMULA FOR ALTERNATIVE MINIMUM 
TAXABLE INCOME (AMTI) 


The AMT is separate from, but parallel to, the regular income tax system.” Most 
income and expense items are treated the same way for both regular income tax and 
AMT purposes. For example, a taxpayer’s salary is included in computing taxable 
income and is also included in alternative minimum taxable income (AMTI). Ali- 
mony paid is allowed as a deduction for AGI for both regular income tax and AMT 
purposes. Certain itemized deductions, such as charitable contributions and gam- 
bling losses, are allowed for both regular income tax and AMT purposes. 

On the other hand, some income and expense items are treated differently for 
regular income tax and AMT purposes. For example, interest income on bonds 
issued by state, county, or local governments is excluded in computing taxable 
income. However, interest on such bonds is included in computing AMT1 if the bonds 
are private activity bonds. The deduction for personal and dependency exemptions 
is allowed for regular income tax purposes, but is disallowed for AMT purposes. 

In other cases, certain items are considered in both the regular income tax and 
AMT computations, but the amounts are different. For example, the completed con- 
tract method can be used to report income from some long-term contracts for regu- 
lar income tax purposes, but the percentage of completion method is required for 
AMT purposes. Thus, the amount of income included in taxable income will differ 
from the amount included in AMTI. Depreciation is allowed as a deduction for both 
regular income tax and AMT purposes, but the amount of the regular income tax 
deduction may be different from the amount of the AMT deduction. Medical 
expenses are deductible in calculating both taxable income and AMTTI, but the floor 
on the deduction is different. 

The parallel but separate nature of the AMT means that AMTT will differ from 
taxable income. It is possible to compute AMTI by direct application of the AMT 
provisions, using the following formula: 


Gross income computed by applying the AMT rules 
Minus: Deductions computed by applying the AMT rules 
Equals: AMTI before tax preferences 

Plus: Tax preferences 

Equals: Alternative minimum taxable income 


1 General Explanation of the Tax Reform Act of 1986 (“Blue Book”), prepared by The *§ 55. 
Staff of the Joint Committee on Taxation, May 4, 1987, H.R. 3838, 99th 
Cong., pp. 432-433. 


L0.1 


Explain the rationale for the 
alternative minimum tax (AMT). — 


LO.2 


Understand the formula for 


computing the AMT for 
individuals. 


oe ae 
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While the direct approach for computing AMTI appears quite logical, both the tax 
law and the tax forms provide a very different approach. Both of these use taxable 
income (for Form 6251, taxable income before the deduction for personal exemp- 
tions and dependency deductions) as the starting point for computing AMTI, as 
shown in Figure 12.1. This indirect approach for computing AMTI is analogous to 
the indirect approach used in calculating a net operating loss. 

The purpose of the AMT formula is to reconcile taxable income to AMTI. This 
reconciliation is similar to a bank reconciliation, which reconciles a checkbook 
balance to a bank balance by considering differences between the depositor’s 
records and the bank’s records. The reconciliation of taxable income to AMTI is 
accomplished by entering reconciling items to account for differences between 
regular income tax provisions and AMT provisions. These reconciling items are 
referred to as AMT adjustments or tax preferences. Adjustments can be either posi- 


tive or negative, as shown in the formula in Figure 12.1. Tax preferences are 
always positive. 


FIGURE 12.1 Alternative Minimum Taxable Income (AMTI) Formula 


Taxable income 
Plus: Positive AMT adjustments 
Minus: Negative AMT adjustments 


Equals: Taxable income after AMT adjustments 
Plus: Tax preferences 


Equals: Alternative minimum taxable income 


ETHICS 
© Equity 


Maurice, a single, cash method taxpayer, projects his taxable 
income for 2009 to be about $300,000. For AMT purposes, 
he has positive adjustments and tax preferences of 

$200,000. He anticipates that his taxable income and posi- 
tive adjustments and preferences will be about the same for 
2010. He is evaluating several proposed transactions that 
could affect his 2009 tax liability. 

One proposal involves an office building for which he is 
currently negotiating a lease. The lease has a starting date 
of July 1, 2009, provides for annual rent of $24,000, and car- 
ries an 18-month prepayment clause. Though Maurice favors 
a five-year lease, his tax adviser has suggested an 18-month 
period with an option to renew for 42 months. The adviser 
points out the tax advantage of being able to deduct the 


Adjustments 
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____ Impact oF THE AMT on AccELERATING EXPENSES 


$36,000 of rent at the inception of the lease. The projected 
tax liability under each option would be as follows: 


5-Year _ 


18-Month 
Lease Lease 
Regular income tax 
liability $ 72,263 $ 80,183 
AMIS = 54,157 52,957 
Total $126,420 $133,140, 


After comparing these results, Maurice takes his adviser’s 
suggestion. 

Is it appropriate for Maurice to avoid taxes in this man- 
ner? Is it wise? 


Most adjustments relate to timing differences that arise because of separate regular 
income tax and AMT treatments. Adjustments that are caused by timing differences 
will eventually reverse, that is, positive adjustments will be offset by negative adjust- 


2 5 3 
ments in the future, and vice versa. 


For example, circulation expenditures can give rise to a timing difference that 
requires an AMT adjustment. For regular income tax purposes, circulation expendi- 
tures can be deducted in the year incurred. For AMT purposes, however, circulation 
expenditures must be deducted over a three-year period. This difference in treatment 
will be used to illustrate the role of adjustments in the formula for computing AMTI. 


Bob had taxable income of $100,000 in 2009. In computing taxable income, he PPR AMELE te 


deducted $30,000 of circulation expenditures incurred in 2009. Bob's allowable deduc- 
tion for AMT purposes was only $10,000. Therefore, an AMT adjustment was required 


in 2009 as follows: 


Taxable income 

+AMT adjustment: 
Circulation expenditures deducted for regular 

income tax purposes 

Circulation expenditures allowed for AMT purposes 
Positive adjustment 

=AMTI before tax preferences 

+Tax preferences 

AMTI 


$100,000 
$ 30,000 
(10,000) 
20,000 
$120,000 
a0 
$120,000 


Analysis of this computation shows that the allowable AMT deduction is $20,000 less 
than the allowable regular income tax deduction. Therefore, AMTI is $20,000 greater 
than taxable income. This is accomplished by entering a positive AMT adjustment of 


$20,000. = 


°§ 56. 
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ESET eee Assume that Bob from Example 1 has taxable income of $95,000 in 2010. He is allowed 


to deduct $10,000 of circulation expenditures for AMT purposes, but is not allowed a 
deduction for regular income tax purposes because all $30,000 was deducted in 2009. 
Therefore, a negative AMT adjustment is required. 


Taxable income $ 95,000 
—AMT adjustment: 
Circulation expenditures deducted for regular 
income tax purposes + =0- 

Circulation expenditures allowed for AMT purposes +» _ (10,000) 

Negative adjustment (10,000) 
=AMTI before tax preferences $ 85,000 
+Tax preferences -0- 
AMTI $ 85,000 


Analysis of this computation shows that the allowable AMT deduction is $10,000 more 
than the allowable regular income tax deduction. Therefore, AMITI is $10,000 less than tax- 
able income. This is accomplished by entering a negative AMT adjustment of $10,000. = 


As noted previously, timing differences eventually reverse. Therefore, total positive 
adjustments will be offset by total negative adjustments with respect to a particular item. 


EXAMPLES Refer to Examples 1 and 2. The difference in regular income tax and AMT treatments of 


or 


sw 


circulation expenditures will result in AMT adjustments over a three-year period. 


Regular 
Income Tax AMT AMT 
Year Deduction Deduction Adjustment 
2009 $30,000 $10,000 +$20,000 
2010 -0- 10,000 —10,000 
2011 -0- 10,000 —10,000 
Total $30,000 $30,000 $ -0- 


As the last column illustrates, if positive and negative AMT adjustments with respect to 
a particular item are caused by a timing difference, they will eventually net to zero. @ 


The adjustments for circulation expenditures and other items are discussed in detail 
under AMT Adjustments. 

Although most adjustments relate to timing differences, there are exceptions. 
See the subsequent discussion of such items under Itemized Deductions. Adjust- 
ments that do not relate to timing differences result in a permanent difference 
between taxable income and AMTI. 


Tax Preferences 


Some deductions and exclusions allowed to taxpayers for regular income tax pur- 
poses provide extraordinary tax savings. Congress has chosen to single out these 
items, which are referred to as tax preferences.* The AMT is designed to take back 
all or part of the tax benefits derived through the use of preferences in the computa- 
tion of taxable income for regular income tax purposes. This is why taxable income, 
which is the starting point in computing AMTI, is increased by tax preference items. 
The effect of adding these preference items is to disallow for AMT purposes those 
preferences that were allowed in the regular income tax computation. Tax 
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FIGURE 12.2 Alternative Minimum Tax Formula ; 


Regular taxable income 

Plus or minus: Adjustments 

Equals: Taxable income after AMT adjustments 

Plus: Tax preferences 

Equals: Alternative minimum taxable income 

Minus: Exemption 

Equals: Alternative minimum tax base 

Times: 26% or 28% rate 

Equals: Tentative minimum tax before foreign tax credit 
Minus: Alternative minimum tax foreign tax credit 
Equals: Tentative minimum tax 

Minus: Regular tax liability* 

Equals: Alternative minimum tax (if amount is positive) 


*This is the regular tax liability for the year reduced by any allowable foreign tax credit. 


preferences include the following items, which are discussed in detail under AMT 
Preferences: 


e Percentage depletion in excess of the property’s adjusted basis. 

e Excess intangible drilling costs reduced by 65 percent of the net income 
from oil, gas, and geothermal properties. 

e Interest on certain private activity bonds. 

e Excess of accelerated over straight-line depreciation on real property 
placed in service before 1987. 

e Excess of accelerated over straight-line depreciation on leased personal 
property placed in service before 1987. 

e Excess of amortization allowance over depreciation on pre-1987 certified 
pollution control facilities. 

e Seven percent of the exclusion from gross income associated with gains 
on the sale of certain small business stock under § 1202. 


AMT FORMULA: OTHER COMPONENTS 


To convert AMTI to AMT, other formula components including the exemption, 
rates, credit, and regular tax liability must be considered. The impact of each of 
these components is depicted in the AMT formula in Figure 12.2. 

The relationship between the regular tax liability and the tentative AMT is key to 
the AMT formula. If the regular tax liability exceeds tentative AMT, then the AMT is 
zero. If the tentative AMT exceeds the regular tax liability, the amount of the excess 
is the AMT. In essence, the taxpayer will pay whichever tax liability is greater—that 
calculated using the regular income tax rules or that calculated using the AMT rules. 
However, both the tax law and Form 6251 adopt this excess approach with the tax- 
payer paying the regular tax liability plus any AMT. 


Anna, an unmarried individual, has regular taxable income of $100,000. She has posi- 
tive adjustments of $40,000 and tax preferences of $25,000. Calculate her AMT for 
2009. Anna’s regular tax liability is $21,720. Her AMT is calculated as follows: 


Taxable income (Tl) $100,000 
Plus: Adjustments 40,000 
Equals: Tl after AMT adjustments $140,000 
Plus: Tax preferences 25,000 
Equals: AMTI $165,000 


Minus: AMT exemption ($46,700 — $13,125) (33,575)* 


EXAMPLE 4 
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Equals: AMT base $131,425 
Times: AMT rate x 26% 
Equals: Tentative AMT $ 34,171 
Minus: Regular tax liability (21,720) 
Equals: AMT $ 12,451 


*Discussed under Exemption Amount. 


Anna will pay the IRS a total of $34,171, consisting of her regular tax liability of 
$21,720 plus her AMT of $12,451. @ 


Exemption Amount 


The exemption amount can be thought of as a materiality provision. As such, it ena- 
bles a taxpayer with a small amount of positive adjustments and tax preferences to 
avoid being subject to the burden of the AMT. 

The initial exemption amount in 2009 is $70,950 for married taxpayers filing joint 
returns, $46,700 for single taxpayers, and $35,475 for married taxpayers filing sepa- 
rate returns.” However, the exemption is phased out at a rate of 25 cents on the dollar 
when AMTI exceeds these levels: 


° $112,500 for single taxpayers. 
© $150,000 for married taxpayers filing jointly. 
e $75,000 for married taxpayers filing separately. 


The phaseout of the exemption amount is an application of the wherewithal to pay con- 
cept. As the income level increases, so does the taxpayer’s ability to pay income taxes. 

The following example explains the calculation of the phaseout of the AMT 
exemption. 


PER AMELE SO Hugh, who is single, has AMTI of $192,500 for the year. His $46,700 initial exemption 


amount is reduced by $20,000 [($192,500 — $112,500) x 25% phaseout rate]. Hugh’s 
AMT exemption is $26,700 ($46,700 exemption — $20,000 reduction). = 


The following table shows the beginning and end of the AMT exemption phaseout 
range for each filing status. 


Phaseout 
Status Exemption Begins at Ends at 
Married, joint $70,950* $150,000 $433,800 
Single or head of household 46,700* 112,500 299,300 
Married, separate 35,475* 75,000 216,900 


*See footnote 5. 


AMT Rate Schedule 


A graduated, two-tier AMT rate schedule applies to noncorporate taxpayers. A 26 per- 
cent rate applies to the first $175,000 of the AMT base ($87,500 for married, filing sep- 
arately), and a 28 percent rate applies to the AMT base in excess of $175,000 ($87,500 
for married, filing separately).° Any net capital gain and qualified dividend income 
included in the AMT base are taxed at the favorable alternative tax rates for capital 
gains (15 percent or 0 percent [5 percent prior to 2008]) rather than at the AMT stat- 
utory rates. See the discussion of the alternative tax on capital gains in Chapter 16. 


°§ 55(d). For tax years beginning in 2010 and thereafter, the exemption Congress is highly likely to extend the increased exemption amounts for 
amount is scheduled to be reduced to $45,000 for married taxpayers filing 2010. 

jointly, $33,750 for single or head-of-household taxpayers, and $22,500 for *§ 55(b)(1). 

married taxpayers filing separately. However, the general consensus is that 


ETHICS | 


& Equity 


Many areas of the regular income tax (e.g., rates, standard 
deductions, personal and dependency exemptions) are 
indexed annually for the effect of inflation. The alternative 
minimum tax (AMT), however, is not. 

The AMT is defined as the excess of the tentative AMT 
over the regular income tax liability. Thus, the AMT results 
only if there is such an excess. Due to the absence of index- 
ing for the AMT, a taxpayer’s AMT can increase from one 
year to the next even though no other changes occur in the 
taxpayer's situation. 

Suppose, for example, that for 2008 a taxpayer's regular 
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THE CASE OF THE DISAPPEARING INFLATION ADJUSTMENTS 


$106,000. Consequently, the AMT is $8,000. Further assume 
that for 2009 the taxpayer's financial information is identical 
to 2008. Because of indexing, however, the regular income 
tax liability is only $91,000, so the AMT becomes $15,000 
($106,000 — $91,000). Thus, the relief that indexation pro- 
vides for regular income tax purposes is taken away by the 
AMT. 

Is the tax law properly structured when it provides a 
hedge against inflation for some taxpayers (those not sub- 
ject to the AMT) but not for others (those subject to the 
AMT)? 


income tax liability is $98,000 and the tentative AMT is 


Regular Tax Liability 


The AMT is equal to the tentative minimum tax minus the regular tax liability. In most 
cases, the regular tax liability is equal to the amount of tax from the Tax Table or 
Tax Rate Schedules decreased by any foreign tax credit allowable for regular income 
tax purposes. The foreign tax credit is allowed as a reduction of the tentative mini- 
mum tax. 

In an AMT year, the taxpayer’s total tax liability is equal to the tentative minimum 
tax (refer to Figure 12.2). The tentative minimum tax consists of two potential com- 
ponents: the regular tax liability and the AMT. The disallowance of credits does not 
affect a taxpayer’s total liability in an AMT year. However, it does decrease the 
amount of the AMT and, as a consequence, reduces the minimum tax credit (dis- 
cussed subsequently) available to be carried forward. 

It is also possible that taxpayers who have adjustments and preferences but do 
not pay AMT will lose the benefit of some or all of their nonrefundable credits. 
This result occurs because a taxpayer may claim many nonrefundable credits 
only to the extent that his or her regular tax liability exceeds the tentative mini- 
mum tax. 


Vern has total nonrefundable business credits of $10,000, regular tax liability of Ree RE SG 3 


$33,000, and tentative minimum tax of $25,000. He can claim only $8,000 of the non- 
refundable credits in the current year ($33,000 — $8,000 = $25,000). The disallowed 
$2,000 credit is eligible for carryback and carryover. @ 


For tax years 2000-2009, all nonrefundable personal credits can offset both the 
regular income tax (less foreign tax credit) and the AMT.’ 


AMT ADJUSTMENTS 


Direction of Adjustments 

It is necessary to determine not only the amount of an adjustment, but also whether 
the adjustment is positive or negative. Careful study of Example 3 reveals the follow- 
ing pattern with regard to deductions: 


L0.3 


Identify the adjustments made 
in calculating the AMT. 
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e Ifthe deduction allowed for regular income tax purposes exceeds the deduc- 
tion allowed for AMT purposes, the difference is a positive adjustment. 

e If the deduction allowed for AMT purposes exceeds the deduction 
allowed for regular income tax purposes, the difference is a negative 
adjustment. 


Conversely, the direction of an adjustment attributable to an income item can be 
determined as follows: 


e If the income reported for regular income tax purposes exceeds the 
income reported for AMT purposes, the difference is a negative 
adjustment. 

e If the income reported for AMT purposes exceeds the income reported 
for regular income tax purposes, the difference is a positive adjustment. 


Circulation Expenditures 


For regular income tax purposes, circulation expenditures, other than those the a 
payer elects to charge to a capital account, may be expensed in the year incurred.® 
These expenditures include expenses incurred to establish, maintain, or increase 
the circulation of a newspaper, magazine, or other periodical. 

Circulation expenditures are not deductible in the year incurred for AMT pur- 
poses. In computing AMTI, these expenditures must be capitalized and amortized 
ratably over the three-year period beginning with the year in which the expenditures 
were made.” 

The AMT adjustment for circulation expenditures is the amount expensed for 
regular income tax purposes minus the amount that can be amortized for AMT 
purposes. The adjustment can be either positive or negative (refer to Examples 1, 2, 
and 3). A taxpayer can avoid the AMT adjustments for circulation expenditures by 
electing to write off the expenditures over a three-year period for regular income 
tax purposes.'° 


Depreciation of Post-1986 Real Property 


The AMT depreciation adjustment for real property applies only to real property 
placed in service before January 1, 1999. Real property placed in service after 
December 31, 1998, uses the same MACRS recovery periods (see Table 8.6) for 
calculating the AMT as for calculating the regular income tax. Therefore, for such 
property, the AMT conforms to the regular income tax. 

For real property placed in service after 1986 (MACRS property) and before Janu- 
ary 1, 1999, AMT depreciation is computed under the alternative depreciation sys- 
tem (ADS), which uses the straight-line method over a 40-year life. The depreciation 
lives for regular income tax purposes ue 27.5 years for residential rental property 
and 39 years for all other real property.’ ' The difference between AMT depreciation 
and regular income tax depreciation is treated as an adjustment in computing the 
AMT. The differences will be positive during the regular income tax life of the asset 
because the cost is written off over a shorter period for regular income tax purposes. 
For example, during the 27.5-year income tax life of residential real property, the 
regular income tax depreciation will exceed the AMT depreciation because AMT 
depreciation is computed over a 40-year period. 

Table 8.6 is used to compute regular income tax depreciation on real property 
placed in service after 1986. For AMT purposes, depreciation on real property 
placed in service after 1986 and before January 1, 1999, is computed under the ADS 
(refer to Table 8.7). 


8g 173(a). ; “The 39-year life generall 

‘s . y applies to nonresidential real property placed in 
°§ 56(b)(2)(A)(i). service on or after May 13, 1993. eed 

§ 59(e)(2)(A). 


wey 
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In January 1998, Sara placed in service a residential building that cost $100,000. Regular eM PMP eS. 


income tax depreciation, AMT depreciation, and the AMT adjustment are as follows: 


Samal no vel Pelt oY aha ie ese ite ie eal Renal bs 10) fe OSL 
Depreciation 


Year Regular Income Tax AMT AMT Adjustment 
1998 $ 3,485° $ 2,396° $ 1,089 
1999 3,636° 2,500° 1,136 
2000 3,636 2,500 1,136 
2001 3,636 2,500 1,136 
2002 3,636 2,500 1,136 
2003 3,636 2,500 1,136 
2004 3,636 2,500 1,136 
2005 3,636 2,500 1,136 
2006 3,636 2,500 1,136 
2007 3,636 2,500 1,136 
2008 3,636 2,500 1,136 
2009 3,636 2,500 1,136 
Total $43,481 $29,896 $13,585 


*$100,000 cost x 3.485% (Table 8.6) = $3,485. 
$100,000 cost x 2.396% (Table 8.7) = $2,396. 
“$100,000 cost x 3.636% (Table 8.6) = $3,636. 
$100,000 cost x 2.500% (Table 8.7) = $2,500. 


Note that if the building had been placed in service in 1999 or thereafter, there 
would have been no AMT depreciation adjustment for the tax year it was placed in 
service or for subsequent years. The depreciation for the tax year the building was 
placed in service would have been $3,485 ($100,000 x 3.485%) for both regular income 
tax purposes and AMT purposes. @ 


After real property placed in service before January 1, 1999, has been held for the 
entire depreciation period for regular income tax purposes, the asset will be fully 
depreciated. However, the depreciation period under the ADS is 41 years due to 
application of the half-year convention, so depreciation will continue for AMT pur- 
poses. This causes negative adjustments after the property has been fully depreciated 
for regular income tax purposes. 


Assume the same facts as in the previous example for the building placed in service RE EF 


in 1998, and compute the AMT adjustment for 2026 (the twenty-ninth year of the 
asset's life). Regular income tax depreciation is zero (refer to Table 8.6). AMT deprecia- 
tion is $2,500 ($100,000 cost x 2.500% from Table 8.7). Therefore, Sara has a negative 
AMT adjustment of $2,500 ($0 regular income tax depreciation — $2,500 AMT 
depreciation). = 


After real property is fully depreciated for both regular income tax and AMT pur- 
poses, the positive and negative adjustments that have been made for AMT purposes 


will net to zero. 


Depreciation of Post-1986 Personal Property 

For most personal property placed in service after 1986 (MACRS property), the 
MACRS deduction for regular income tax purposes is based on the 200 percent 
declining-balance method with a switch to straight-line when that method produces 
a larger depreciation deduction for the asset. Refer to Table 8.1 for computing regu- 
lar income tax depreciation. 
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For AMT purposes, the taxpayer must use the ADS for such property placed in 
service before January 1, 1999. This method is based on the 150 percent decane. 
balance method with a similar switch to straightline for all personal property. 
Refer to Table 8.4 for percentages to be used in computing AMT depreciation. 

All personal property placed in service after 1986 may be taken into consideration 
in computing one net adjustment. Using this netting process, the AMT adjustment 
for a tax year is the difference between the total MACRS depreciation for all per- 
sonal property computed for regular income tax purposes and the total ADS depre- 
ciation computed for AMT purposes. When the total of MACRS deductions exceeds 
the total of ADS deductions, the amount of the adjustment is positive. When the 
total of ADS deductions exceeds the total of MACRS deductions, the adjustment for 
AMTILis negative. 

The MACRS deduction for personal property is larger than the ADS deduction in 
the early years of an asset’s life. However, the ADS deduction is larger in the later 
years. This is so because ADS lives (based on class life) are longer than MACRS lives 
(based on recovery period).'* Over the ADS life of the asset, the same amount of 
depreciation is deducted for both regular income tax and AMT purposes. In the 
same manner as other timing adjustments, the AMT adjustments for depreciation 
will net to zero over the ADS life of the asset. 

The: taxpayer may elect to use the ADS for regular income tax purposes. If this 
election is made, no AMT adjustment is required because the depreciation deduc- 
tion is the same for regular income tax and for the AMT. The election eliminates the 
burden of maintaining two sets of tax depreciation records. 

Tax legislation enacted in 1997 either reduced or eliminated the AMT adjust- 
ment for the depreciation of personal property. Prior to the effective date of this 
legislation, the difference between regular income tax depreciation and AMT depre- 
ciation was caused by longer recovery periods for the AMT (class life versus MACRS 
recovery periods) and more accelerated depreciation methods for the regular 
income tax (200 percent declining balance rather than 150 percent declining bal- 
ance). The statute now provides that the MACRS recovery periods are to be used in 
calculating AMT depreciation. Thus, if the taxpayer elects to use the 150 percent 
declining-balance method for regular income tax purposes, there are no AMT 
adjustments. Conversely, if the taxpayer uses the 200 percent declining-balance 
method for regular income tax purposes, there is an AMT adjustment for deprecia- 
tion. Note, however, that this AMT recovery period conformity provision applies 
only to property placed in service after December 31, 1998. Thus, the adjustment 
continues to apply for personal property placed in service before January 1, 1999. 


Pollution Control Facilities 


For regular income tax purposes, the cost of certified pollution control facilities may 
be amortized over a period of 60 months. For AMT purposes, the cost of these facili- 
ties placed in service after 1986 and before January 1, 1999, must be depreciated 
under the ADS over the appropriate class life, determined as explained above for 
depreciation of post-1986 property.'* The required adjustment for AMT] is equal to 
the difference between the amortization deduction allowed for regular income tax 
purposes and the depreciation deduction computed under the ADS. The adjust- 
ment may be positive or negative. 

Tax legislation enacted in 1997 reduced the AMT adjustment for pollution con- 
trol facilities for property placed in service after December 31, 1998. This reduction 
is achieved by providing conformity in the recovery periods used for regular income 
tax purposes and AMT purposes (MACRS recovery periods). 


"§ 56(a)(1). “8 56(a)(5). 
"Class lives and recovery periods are established for all assets in Rev.Proc. 
87-56, 1987-2 C.B. 674. 
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Expenditures Requiring 10-Year Write-off, ‘for AMT Purposes 


Certain expenditures that may be deducted in the year incurred for regular income 
tax purposes must be written off over a 10-year period for AMT purposes. These 
rules apply to (1) mining exploration and development costs and (2) research and 
experimental expenditures. 

In computing taxable income, taxpayers are allowed to deduct certain mining ex- 
ploration and development expenditures. The deduction is allowed for expendi- 
tures paid or incurred during the taxable year for exploration (ascertaining the 
existence, location, extent, or quality of a deposit or mineral) and for development 
of a mine or other natural deposit, other than an oil or gas well.’° Mining develop- 
ment expenditures are expenses paid or incurred after the existence of ores and 
minerals in commercially marketable quantities has been disclosed. 

For AMT purposes, however, mining exploration and development costs must be 
capitalized and amortized ratably over a 10-year period.'® The AMT adjustment for 
mining exploration and development costs that are expensed is equal to the amount 
expensed minus the allowable expense if the costs had been capitalized and amor- 
tized ratably over a 10-year period. This provision does not apply to costs relating to 
an oil or gas well. 


In 2009, Audrey incurs $150,000 of mining exploration expenditures and deducts this PExAMPLE Sl 


amount for regular income tax purposes. For AMT purposes, these mining exploration 
expenditures must be amortized over a 10-year period. Audrey must make a positive 
adjustment for AMTI of $135,000 ($150,000 allowed for regular income tax — $15,000 
for AMT) for 2009, the first year. In each of the next nine years for AMT purposes, 
Audrey is required to make a negative adjustment of $15,000 ($0 allowed for regular 
income tax — $15,000 for AMT). @ 


To avoid the AMT adjustments for mining exploration and development costs, a 
taxpayer may elect to write off the expenditures over a 10-year period for regular 
income tax purposes. '” 

Similar rules apply to the computation of the adjustment for research and experi- 
mental expenditures. 


Use of Completed Contract Method of Accounting 


For a long-term contract, taxpayers are required to use the percentage of completion 
method for AMT purposes. '® However, in limited circumstances, taxpayers can use the 
completed contract method for regular income tax purposes.” Thus, a taxpayer rec- 
ognizes a different amount of income for regular income tax purposes than for AMT 
purposes. The resulting AMT adjustment is equal to the difference between income 
reported under the percentage of completion method and the amount reported using 
the completed contract method. The adjustment can be either positive or negative, 
depending on the amount of income recognized under the different methods. 

A taxpayer can avoid an AMT adjustment on long-term contracts by using the per- 
centage of completion method for regular income tax purposes rather than the 
completed contract method. 


Incentive Stock Options 


Incentive stock options (ISOs) are granted by employers to help attract new personnel 
and retain those already employed. At the time an ISO is granted, the employer cor- 
poration sets an option price for the corporate stock. If the value of the stock 
increases during the option period, the employee can obtain stock at a favorable 
price by exercising the option. Employees are generally restricted as to when they 
can dispose of stock acquired under an ISO (e.g., a certain length of employment 


"$8 617(a) and 616(a). "§ 56(a)(3). ae 
'®6§ 56(a)(2) “See Chapter 18 for a detailed discussion of the completed contract and per- 
"8§ 59(e)(2)(D) and (EF). centage of completion methods of accounting. 
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may be required). Therefore, the stock may not be freely transferable until some 
specified period has passed. See Chapter 19 for details regarding ISOs. 

The exercise of an ISO does not increase regular taxable income.” However, for 
AMT purposes, the excess of the fair market value of the stock over the exercise 
price (the spread) is treated as an adjustment in the first taxable year in which the 
rights in the stock are freely transferable or are not subject to a substantial risk of 
forfeiture." 


PoRXAMPLE 00 | In 2007, Manuel exercised an ISO that had been granted by his employer, Gold Corpo- 


ration. Manuel acquired 1,000 shares of Gold stock for the option price of $20 per 
share. The stock became freely transferable in 2009. The fair market value of the stock 
at the date of exercise was $50 per share. For AMT purposes, Manuel has a positive 
adjustment of $30,000 ($50,000 fair market value — $20,000 option price) for 2009. The 
transaction does not affect regular taxable income in 2007 or 2009. = 


No adjustment is required if the taxpayer exercises the option and disposes of the 
stock in the same tax year because the bargain element gain is reported for both reg- 
ular income tax and AMT purposes in the same tax year. 

The regular income tax basis of stock acquired through exercise of ISOs is differ- 
ent from the AMT basis. The regular income tax basis of the stock is equal to its cost, 
whereas the AMT basis is equal to the fair market value on the date the options are 
exercised. Consequently, the gain or loss upon disposition of the stock is different 
for regular income tax purposes and AMT purposes. 


EXAMPLE TG 0% Assume the same facts as in the previous example and that Manuel sells the stock for 


»§ 421(a). 


*§ 56(b)(3). 


$60,000 in 2011. His gain for regular income tax purposes is $40,000 ($60,000 amount 
realized — $20,000 regular income tax basis). For AMT purposes, the gain is $10,000 
($60,000 amount realized — $50,000 AMT basis). Therefore, Manuel has a $30,000 nega- 
tive adjustment in computing AMT in 2011 ($40,000 regular income tax gain — $10,000 
AMT gain). Note that the $30,000 negative adjustment upon disposition in 2011 offsets 
the $30,000 positive adjustment when the stock became freely transferable in 2009. m 


Adjusted Gain or Loss 


When property is sold during the year or a casualty occurs to business or income- 
producing property, gain or loss reported for regular income tax may be different 
than gain or loss determined for the AMT. This difference occurs because the 
adjusted basis of the property for AMT ipo po: must reflect any current and 
prior AMT adjustments for the following:? 


e Depreciation. 

° Circulation expenditures. 

e Research and experimental expenditures. 

e Mining exploration and development costs. 

e Amortization of certified pollution control facilities. 


A negative gain or loss adjustment is required if: 


e the gain for AMT purposes is less than the gain for regular income tax 
purposes; 

° the loss for AMT purposes is more than the loss for regular income tax 
purposes; or 

® a loss is computed for AMT purposes and a gain is computed for regular 
income tax purposes. 


Otherwise, the AMT gain or loss adjustment is positive. 


*°§ 56(a)(6). 


— Pe a 
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Assume the same facts as in Example 7, except that Sara sells the building on December 20, PEXAMPLE 12000 


2009, for $105,000. When Sara sells the building, she has two tax consequences. She must 
determine her depreciation adjustment for 2009 andthe gain (or loss) resulting from thesale. 

As to the depreciation adjustment for 2009, the regular income tax depreciation for 2009 
is $3,485 [($100,000 cost x 3.636% from Table 8.6) x (11.5/12)]. AMT depreciation for 2009 is 
$2,396 [($100,000 x 2.500% from Table 8.7) x (11.5/12)]. Sara’s positive AMT adjustment for 
2009 is $1,089 ($3,485 regular income tax depreciation — $2,396 AMT depreciation). 

In computing gain (or loss), the adjusted basis of the building is different for regular 
income tax purposes than for AMT purposes. For regular income tax purposes, the 
adjusted basis is $56,670 [$100,000 (cost) — $39,845 (depreciation claimed for 1998- 
2008, see Example 7) — $3,485 (depreciation claimed for 2009, see above)]. For AMT 
purposes, the adjusted basis is $70,208 [$100,000 (cost) — $27,396 (depreciation claimed 
for 1998-2008, see Example 7) — $2,396 (depreciation for 2009, see above)]. 

The regular income tax gain is $48,330, and the AMT gain is $34,792. 


Regular 
Income Tax AMT 
Amount realized $105,000 $105,000 
Adjusted basis (56,670) (70,208) 
Recognized gain $ 48,330 $ 34,792 


Because the regular income tax and AMT gain on the sale of the building differ, Sara 
must make a negative AMT adjustment of $13,538 ($48,330 regular income tax gain — 
$34,792 AMT gain). Note that this negative adjustment offsets the $13,538 total of the 
12 positive adjustments for depreciation. # 


Passive Activity Losses 


Losses on passive activities are not deductible in computing either the regular 
income tax or the AMT. This does not, however, eliminate the possibility of adjust- 
ments attributable to passive activities. 

The rules for computing taxable income differ from the rules for computing 
AMTI. It follows, then, that the rules for computing a loss for regular income tax pur- 
poses differ from the AMT rules for computing a loss. Therefore, any passive loss 
computed for regular income tax purposes may differ from the passive loss com- 
puted for AMT purposes.”° 


Soong acquired two passive activities in 2009. He received net passive income of PER ARPLE G9) 0 


$10,000 from Activity A and had no AMT adjustments or preferences in connection 
with the activity. Activity B had gross income of $27,000 and operating expenses (not 
affected by AMT adjustments or preferences) of $19,000. Soong claimed MACRS depre- 
ciation of $20,000 for Activity B; depreciation under the ADS would have been $15,000. 
In addition, Soong deducted $10,000 of percentage depletion in excess of basis. The 
following comparison illustrates the differences in the computation of the passive loss 
for regular income tax and AMT purposes for Activity B. 


Regular 
Income Tax AMT 

Gross income $ 27,000 $ 27,000 
Deductions: 

Operating expenses ($ 19,000) ($ 19,000) 

Depreciation (20,000) (15,000) 

Depletion (10,000) =0- 
Total deductions ($ 49,000) ($_ 34,000) 
Passive loss ($ 22,000) ($ 7,000) 


**See Chapter 11. 
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Because the adjustment for depreciation ($5,000) applies and the preference for deple- 
tion ($10,000) .is not taken into account in computing AMTI, the regular income tax 
passive activity loss of $22,000 for Activity B is reduced by these amounts, resulting ina 
passive activity loss of $7,000 for AMT purposes. @ 


For regular income tax purposes, Soong would offset the $10,000 of net passive 
income from Activity A with $10,000 of the passive loss from Activity B. For AMT pur- 
poses, he would offset the $10,000 of net passive income from Activity A with the 
$7,000 passive activity loss allowed from Activity B, resulting in passive activity income 
of $3,000. Thus, in computing AMTI, Soong makes a positive passive loss adjustment 
of $3,000 [$10,000 (passive activity loss allowed for regular income tax) — $7,000 
(passive activity loss allowed for the AMT)]. To avoid duplication, the AMT adjust- 
ment for depreciation and the preference for depletion are not reported separately. 
They are accounted for in determining the AMT passive loss adjustment. 


| EXAMPLE 180 Assume the same facts as in the previous example. For regular income tax purposes, 


Soong has a suspended passive loss of $12,000 [$22,000 (amount of loss) — $10,000 
(used in 2009)]. This suspended passive loss can offset passive income in the future or 
can offset active or portfolio income when Soong disposes of the loss activity (refer to 
Chapter 11). For AMT purposes, Soong’s suspended passive loss is $0 [$7,000 (amount 
of loss) — $7,000 (amount used in 2009)]. @ 


Alternative Tax Net Operating Loss Deduction 


In computing taxable income, taxpayers are allowed to deduct net operating loss 
(NOL) carryovers and carrybacks (refer to Chapter 7). The regular income tax NOL 
must be modified, however, in computing AMTI. The starting point in computing 
the alternative tax NOL deduction (ATNOLD) is the NOL computed for regular income 
tax purposes. The regular income tax NOL is then modified for AMT adjustments 
and tax preferences with the result being the ATNOLD. Thus, preferences and 
adjustment items that have benefited the taxpayer in computing the regular income 
tax NOL are added back, thereby reducing or eliminating the ATNOLD.** 


In 2009, Max incurred an NOL of $100,000. Max had no AMT adjustments, but his 


deductions included tax preferences of $18,000. His ATNOLD carryback to 2007 is 
$82,000 ($100,000 regular income tax NOL — $18,000 tax preferences deducted in com- 
puting the NOL). @ 


In Example 15, if the adjustment was not made to the regular income tax NOL, 
the $18,000 in tax preference items deducted in 2009 would have the effect of reduc- 
ing AMTI in the year (or years) the 2009 NOL is utilized. This would weaken the 
entire concept of the AMT. 

A ceiling exists on the amount of the ATNOLD that can be deducted in the carry- 
back or carryforward year. The deduction is limited to 90 percent of AMTI (before 
the ATNOLD)) for the carryback or carryforward year. 


Assume the same facts as in the previous example. Max's AMTI (before the ATNOLD) in 
2007 is $90,000. Therefore, of the $82,000 ATNOLD carried back to 2007 from 2009, 
only $81,000 ($90,000 x 90%) can be used in recalculating the 2007 AMT. The unused 
$1,000 of 2009 ATNOLD is now carried to 2008 for use in recalculating the 2008 AMT. @ 


A taxpayer who has an ATNOLD that is carried back or over to another year must 
use the ATNOLD against AMT] in the carryback or carryforward year even if the reg- 
ular income tax, rather than the AMT, applies. 


“§ 56(a)(4). 
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Emily's ATNOLD for 2010 (carried over from 2009) is $10,000. AMTI before considering PPXaMPER 17 


the ATNOLD is $25,000. If Emily’s regular income tax exceeds the AMT, the AMT does 
not apply. Nevertheless, Emily's ATNOLD of $10,000 is “used up” in 2010 and is not 
available for carryover to a later year. ™ 


For regular income tax purposes, the NOL generally can be carried back 2 years 
and forward 20 years. However, the taxpayer may elect to forgo the 2-year carryback. 
These rules generally apply to the ATNOLD as well, except that the election to forgo 
the 2-year carryback is available for the ATNOLD only if the taxpayer elected it for 
the regular income tax NOL. 


Itemized Deductions 


Most of the itemized deductions that are allowed for regular income tax purposes 
are allowed for AMT purposes. Itemized deductions that are allowed for AMT pur- 
poses include the following: 


e Casualty losses. 

e Gambling losses. 

e Charitable contributions. 

° Medical expenses in excess of 10 percent of AGI. 
e Estate tax on income in respect of a decedent. 

® Qualified interest. 


Taxes (state, local, and foreign income taxes, sales taxes, and property taxes) and 
miscellaneous itemized deductions that are subject to the 2 percent-of-AGI floor are 
not allowed in computing AMT.’ A positive AMT adjustment in the total amount of 
the regular income tax deduction for each is required. 

If the taxpayer’s gross income includes the recovery of any tax deducted as an 
itemized deduction for regular income tax purposes, a negative AMT adjustment in 
the amount of the recovery is allowed for AMTI purposes.”° For example, state, local, 
and foreign income taxes can be deducted for regular income tax purposes, but can- 
not be deducted in computing AMTI. Because of this, any refund of such taxes from 
a prior year is not included in AMTI. Therefore, in calculating AMTI, the taxpayer 
must make a negative adjustment for an income tax refund that has been included 
in computing regular taxable income. Under the tax benefit rule, a tax refund is 
included in regular taxable income to the extent that the taxpayer obtained a tax 
benefit by deducting the tax in a prior year. 


Cutback Adjustment The 3 percent cutback adjustment that applies to regular income 
tax itemized deductions of certain high-income taxpayers (refer to Chapter 10) does 
not apply in computing AMT.’ The effect of the 3 percent cutback adjustment is to 
disallow a portion of the taxpayer’s itemized deductions for regular income tax pur- 
poses. Because this cutback adjustment does not apply for AMT purposes, taxable 
income, which is the starting point for computing AMTI, must be reduced by the 
amount of the disallowed deductions. This reduction is a negative AMT adjustment. 


Medical Expenses The rules for determining the AMT deductions for medical 
expenses are sufficiently complex to require further explanation. For regular 
income tax purposes, medical expenses are deductible to the extent they exceed 
7.5 percent of AGI. However, for AMT purposes, medical expenses are deductible 
only to the extent they exceed 10 percent of AGI.” 


Joann incurred medical expenses of $16,000 in 2009. She had AGI of $100,000 for the 
year. Her AMT adjustment for medical expenses is computed as follows: 


*§ 56(b)(1)(A). *§ 56(b)(1)(F). 
**§ 56(b)(1)(D). *§ 56(b)(1)(B)- 
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TAXin 
the-NEWS 


Is A New VERSION OF Tue AMT ee 


Nearly all of the discussion regarding the AMT relates to _ 
reducing the number of taxpayers projected to be subject to 
its reach in the future (i.e., 33 million in 2010). A look at IRS ~ 
statistics, however, suggests that perhaps the AMT needs to 
be revised to “catch” certain taxpayers. 

In 2005, 7,400 individual taxpayers with AGI of at least 
$200,000 paid no Federal income tax (i.e., neither the regu- 
lar income tax nor the AMT). This is an interesting statistic, 


of Gupicene Kanne 


Regular 
Income Tax AMT 
Medical expenses incurred $16,000 $ 16,000 
Less reduction: 
$100,000 AGI x 7.5% (7,500) 
$100,000 AGI x 10% (10,000) 
Medical expense deduction $ 8,500 $ 6,000 


Joann’s AMT adjustment for medical expenses is $2,500 ($8,500 regular income tax 
deduction — $6,000 AMT deduction). @ 


Interest in General The AMT itemized deduction allowed for interest expense 
includes only qualified housing interest and investment interest to the extent of net 
investment income that is included in the determination of AMTI.*° Any interest 
that is deducted in calculating the regular income tax that is not permitted in calcu- 
lating the AMT is treated as a positive adjustment. 

In computing regular taxable income, taxpayers who itemize can deduct the fol- 
lowing types of interest (refer to Chapter 10): 


® Qualified residence interest. 

e Investment interest, subject to the investment interest limitations (dis- 
cussed under Investment Interest below). 

® Qualified interest on student loans. 


Housing Interest Under current regular income tax rules, taxpayers who itemize can 
deduct qualified residence interest on up to two residences. The deduction is limited to 
interest on acquisition indebtedness up to $1 million and home equity indebtedness 
up to $100,000. Acquisition indebtedness is debt that is incurred in acquiring, con- 
structing, or substantially improving a qualified residence of the taxpayer and is 
secured by the residence. Home equity indebtedness is indebtedness secured by a 
qualified residence of the taxpayer, but does not include acquisition indebtedness. 


Gail, who used the proceeds of a mortgage to acquire a personal residence, paid mort- 
gage interest of $112,000 in 2009. Of this amount, $14,000 is attributable to acquisition 
indebtedness in excess of $1 million. For regular income tax purposes, Gail may deduct 
mortgage interest of $98,000($112,000 total — $14,000 disallowed). = 


The mortgage interest deduction for AMT purposes is limited to qualified housing 
interest, rather than qualified residence interest. Qualified housing interest includes only 
interest incurred to acquire, construct, or substantially improve the taxpayer’s 


*§ 56(b)(1)(C). 
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_ Wao Pays THE AMT? 
| The percentage of taxpayers who pay the AMT is not spread A major contributing factor among the top five is the _ 
| evenly among the states. The top five states are as follows: imposition of heavy state and local income and property : 
taxes. With the exception of Maryland, these states are in 
Per centage of the top 12 with respect to the combined state and local tax 
State salad ith burden. While such taxes are deductible in calculating the 3 
. regular income tax, they cannot be deducted in calculating 
New Jersey 7.56% the AMT. 
New York 7.37% For 2007, 85 percent of the AMT revenue collected from 
Connecticut 6.31% individual taxpayers resulted from two sources—deductions 
California 5.84% for state and local taxes, and personal exemption and 
Maryland 5.23% dependency deductions. 


Sources: Adapted from “More Taxpayers Feel Alternative Minimum 
If the District of Columbia were included, it would be fifth Tax Bite,” Wall Street Journal, April 15, 2007, p. D3; and “Democrats 


HES MS aL ae . "tage tipsy? Deca Pe Pls Space aeseL 
The bottom five states include the following: Virginia, April 25, 2008; Congressional Research Service, July 29, 
2008. 
Percentage of 
Returns with 
State AMT 
Alaska 0.87% 
South Dakota 0.87% 
Tennessee 1.06% 
North Dakota 1.08% 
Mississippi 1.16% 


principal residence and such interest on one other qualified dwelling used for per- 
sonal purposes. A home equity loan qualifies only if it meets the definition of quali- 
fied housing interest, which frequently is not the case. When additional mortgage 
interest is incurred (e.g., a mortgage refinancing), interest paid is deductible as 
qualified housing interest for AMT purposes only if: 


e The proceeds are used to acquire or substantially improve a qualified 
residence. 

° Interest on the prior loan was qualified housing interest. 

e The amount of the loan was not increased. 


A positive AMT adjustment is required in the amount of the difference between 
qualified residence interest allowed as an itemized deduction for regular income tax 
purposes and qualified housing interest allowed in the determination of AMTI. 


Investment Interest Investment interest is deductible for regular income tax purposes 
and for AMT purposes to the extent of qualified net investment income. 


For the year, Dan had net investment income of $16,000 before deducting investment 
interest. He incurred investment interest expense of $30,000 during the year. His invest- 


ment interest deduction is $16,000. = 


Even though investment interest is deductible for both regular income tax and 
AMT purposes, an adjustment is required if the amount of investment interest 
deductible for regular income tax purposes differs from the amount deductible for 
AMT purposes. For example, an adjustment will arise if proceeds from a home eqr 
uity loan are used to purchase investments. Interest on a home equity loan is 
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deductible as qualified residence interest for regular income tax purposes, but is not 
deductible for AMT purposes unless the proceeds are used to acquire or substan- 
tially improve a qualified residence. For AMT purposes, however, interest on a home 
equity loan is deductible as investment interest expense if proceeds from the loan 
are used for investment purposes. 

To determine the AMT adjustment for investment interest expense, it is necessary 
to compute the investment interest deduction for both regular income tax and AMT 
purposes. This computation is illustrated in the following example. 


PEMA MPL ED ia Tom had $20,000 interest income from corporate bonds and $5,000 dividends from pre- 


ferred stock. He reported the following amounts of investment income for regular 
income tax and AMT purposes: 


Regular 
Income Tax AMT 
Corporate bond interest $20,000 $20,000 
Preferred stock dividends 5,000 5,000 
Net investment income $25,000 $25,000 


Tom incurred investment interest expense of $10,000 related to the corporate bonds. 
He also incurred $4,000 interest on a home equity loan and used the proceeds of the 
loan to purchase preferred stock. For regular income tax purposes, this $4,000 is de- 
ductible as qualified residence interest. His investment interest expense for regular 
income tax and AMT purposes is computed below: 


Regular 
Income Tax AMT 
To carry corporate bonds $10,000 $10,000 
On home equity loan to carry preferred stock -0- 4,000 
Total investment interest expense $10,000 $14,000 


Investment interest expense is deductible to the extent of net investment income. 
Because the amount deductible for regular income tax purposes ($10,000) differs from 
the amount deductible for AMT purposes ($14,000), an AMT adjustment is required. 
The adjustment is computed as follows: 


AMT deduction for investment interest expense $ 14,000 
Regular income tax deduction for investment interest expense (10,000) 
Negative AMT adjustment $ 4,000 


As discussed subsequently under AMT Preferences, the interest on private activity 
bonds is a tax preference for AMT purposes. Such interest can also affect the calcula- 
tion of the AMT investment interest deduction in that it is included in the calcula- 
tion of net investment income. 


Other Adjustments 


The standard deduction and the personal and dependency exemption also give rise 
to AMT adjustments.°*° The standard deduction is not allowed as a deduction in com- 
puting AMTI. Although a person who does not itemize is rarely subject to the AMT, 
it is possible. In such a case, the taxpayer is required to enter a positive adjustment 
for the standard deduction in computing the AMT. 

The personal and dependency exemption amount deducted for regular income tax 
purposes is not allowed in computing AMT. Therefore, taxpayers must enter a positive 


"8 56(b)(1)(E). 
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AMT adjustment for the personal and dependency exemption amount claimed in 
computing the regular income tax. A separate exemption (see Exemption Amount) is 
allowed for AMT purposes. To allow both the regular income tax exemption amount 
and the AMT exemption amount would result in extra benefits for taxpayers. 


Eli, who is single, has no dependents and does not itemize deductions. He earned a sal- PER AN PEN es 


ary of $109,350 in 2009. Based on this information, Eli’s taxable income for 2009 is 
$100,000 ($109,350 — $5,700 standard deduction — $3,650 exemption). # 


Assume the same facts as in Example 22. In addition, assume Eli’s tax preferences for the PEXAMPLE 23500 | | 


year totaled $150,000. Eli’s AMTI is $259,350 ($100,000 taxable income + $5,700 adjustment 
for standard deduction + $3,650 adjustment for exemption + $150,000 tax preferences). ™ 


The taxpayers claimed 12 personal exemption and depen- © Congress did not inte 
dency deductions (taxpayer, spouse, and 10 children) ontheir =—_itself to be a causative 1 


Federal income tax return. The taxpayers’ itemized deduc- _ 
tions included medical and dental expenses and state and «8 
local income and property taxes. of religion. 
Under the regular income tax calculation, the taxpayers’ ® The AMT violated thei 
taxable income was a negative amount. However, applying due process rights. _ 


the AMT adjustments for personal and dependency exemp- 
tions, medical and dental expenses, and state and local 
| income and property taxes resulted in the taxpayers being 
subject to the AMT. 

The taxpayers are members of a religious denomination 
that encourages large families. The tax return they filed 
showed a $0 Federal income tax liability and did not include 
a Form 6251. According to the taxpayers, the AMT should Save Accpied Go v. Comm., 99-1 USTC 50,418, 83 


not apply to them for the following reasons: AFTR2d 99-1750, 182 F.3d 932 (CA-3, 1999), affg 76 TCM 20, 
T.C.Memo. 1998-241. 


Both the Tax Court and the Third Circuit Court of Appeals _ 
rejected these arguments and held that the taxpayers were 
subject to the AMT. 
Should taxpayers who have large families and no tax 
preferences be subject to the AMT? Was this the intended 
objective of the AMT? 


AMT PREFERENCES 10.4 


Percentage Depletion Identify the tax preferences that 
Congress originally enacted the percentage depletion rules to provide taxpayers with 
incentives to invest in the development of specified natural resources. Percentage deple- 
tion is computed by multiplying a rate Vege in the Code times the gross income 
from the property (refer to Chapter 8).° The percentage rate is based on the type of 
mineral involved. The basis of the property is reduced by the amount of depletion taken 
until the basis reaches zero. However, once the basis of the property reaches zero, tax- 
payers are allowed to continue taking percentage depletion deductions. Thus, over the 
life of the property, depletion deductions may greatly exceed the cost of the property. 

The percentage depletion preference is equal to the excess of the regular income 
tax deduction for percentage depletion over the adjusted basis of the property at the 
end of the taxable year.”” Basis is determined without regard to the depletion deduc- 
tion for the taxable year. This preference item is figured separately for each piece of 
property for which the taxpayer is claiming depletion. 


are included in calculating the 
AMT. 


828 57(a)(1). Note that the preference label does not apply to percentage 
depletion on oil and gas wells for independent producers and royalty own- 
ers as defined in § 613A(c). 


21g 613(a). 
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REET Ae emeres Kim owns a mineral property that qualifies for a 22% depletion rate. The basis of the 


property at the beginning of the year is $10,000. Gross income from the property for 
the year is $100,000. For regular income tax purposes, Kim’s percentage depletion 
deduction (assume it is not limited by taxable income from the property) is $22,000. For 
AMT purposes, Kim has a tax preference of $12,000 ($22,000 — $10,000). = 


Intangible Drilling Costs 
In computing the regular income tax, taxpayers are allowed to deduct certain intan- 
gible drilling and development costs in the year incurred, although such costs are 
normally capital in nature (refer to Chapter 8). The deduction is allowed for costs 
incurred in connection with oil and gas wells and geothermal wells. 

For AMT purposes, excess intangible drilling costs (IDC) for the year are treated 
asa preference.” The preference for excess IDC is computed as follows: 


IDC expensed in the year incurred 

Minus: Deduction if IDC were capitalized and amortized over 10 years 
Equals: Excess of IDC expense over amortization 

Minus: 65% of net oil and gas and geothermal income 

Equals: Tax preference item 


DP EXAURLE TGs. Ben, who incurred IDC of $50,000 during the year, elected to expense that amount. His 


net oil and gas income for the year was $60,000. Ben’s tax preference for IDC is $6,000 
[($50,000 IDC — $5,000 amortization) — (65% x $60,000 income)]. = 


A taxpayer can avoid the preference for IDC by electing to write off the expendi- 
tures over a 10-year period for regular income tax purposes. 


Interest on Private Activity Bonds 


Income from private activity bonds is not included in taxable income, and expenses 
related to carrying such bonds are not deductible for regular income tax purposes. 
However, interest on private activity bonds usually is included as a preference in 
computing AMTI. Therefore, expenses incurred in carrying the bonds are offset 
against the interest income in computing the tax preference.”* However, interest on 
private activity bonds issued after December 31, 2008 and before January 1, 2011 is 
not treated as a tax preference. 

The Code contains a lengthy, complex definition of private activity bonds.®” In 
general, private activity bonds are bonds issued by states or municipalities with more 
than 10 percent of the proceeds being used for private business use. For example, a 
bond issued by a city whose proceeds are used to construct a factory that is leased to 
a private business at a favorable rate is a private activity bond. 

Depreciation 

For real property and leased personal property placed in service before 1987, there 
is an AMT preference for the excess of accelerated depreciation over straight-line 
depreciation.*° However, examination of the cost recovery tables for pre-1987 real 
property (refer to Chapter 8) reveals that from the eighth year on, accelerated 
depreciation will not exceed straight-line depreciation. Consequently, taxpayers no 
longer have preferences attributable to pre-1987 real property. 

Accelerated depreciation on pre-1987 leased personal property was computed 
using specified ACRS percentages. AMT depreciation was based on the straight-line 
method, which was computed using the half-year convention, no salvage value, and 
a longer recovery period.*’ As a result, in the early years of the life of the asset, the 
cost recovery allowance used in computing the regular income tax was greater than 
the straight-line depreciation deduction allowed in computing AMT. The excess 
depreciation was treated as a tax preference item. For all leased personal property 
placed in service before 1987 (3-year, 5-year, 10-year, and 15-year public utility 


a)(2). *§ 57(a)(6). 
“The specified lives for AMT purposes are 5 years for 3-year property, 8 years for 
5-year property, 15 years for 10-year property, and 22 years for 15-year property. 


Municipal bonds are not subject to Federal income tax. 
Therefore, assuming equal risk, the market assigns a lower in- 
terest rate to municipal bonds than it does to taxable bonds. 

Generally, municipal bonds are not subject to the AMT. 
However, an exception exists for such bonds that are classi- 
fied as private activity bonds. These bonds are used to finance 
projects such as airports, housing developments, wastewater 
treatment plants, and athletic stadiums. As more and more 
taxpayers become subject to the AMT each year, the vulner- 
ability of some municipal bond interest becomes a cause for 
concern when devising an investment strategy. 

The American Recovery and Reinvestment Tax Act of 2009 
provides for a temporary suspension of this AMT tax prefer- 
ence treatment for private activity bond interest. That is, inter- 
est on private activity bonds issued after December 31, 2008 
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TAX-FREE ManicipaL Bonps: MarKET REACTION TO BEING TAXED 


When investing in individual bonds issued by a particular 
municipality, it is easy to discern which are private activity 
bonds. Many investors, however, choose bond mutual funds 
rather than purchasing particular issues. According to the 
Securities and Exchange Commission’s rules, tax-exempt mu- 
tual funds can have as much as one-fifth of their holdings 
in private activity bonds, creating a potential tax pitfall for 
investors. 

A number of companies that offer mutual funds have © 
responded by creating funds that are both AMT-free and 
regular income tax-free. These funds invest only in tax- 
exempts that are not private activity bonds. 

Of course, as with any investment, the taxpayer should 
consider the after-tax yield of these AMT-free municipal 
bond funds. 
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and before January 1, 2011 is not treated as a tax preference. 


property), the cost recovery period has expired. Since there is no excess deprecia- 
tion, there is no tax preference for AMT purposes. 

The preference item for excess depreciation on leased personal property is fig- 
ured separately for each piece of property. No preference is reported in the year the 
taxpayer disposes of the property. 


Fifty Percent Exclusion for Certain Small Business Stock 


Fifty percent of the gain on the sale of certain small business stock normally is 
excludible from gross income for regular income tax purposes. However, for 2009 
and 2010, the 50 percent is increased to 75 percent. Seven percent of the excluded 
amount is a tax preference for AMT purposes.” 

The adjustments and preferences to taxable income in arriving at AMT are set 
forth in Concept Summary 12.1. 


ILLUSTRATION OF THE AMT COMPUTATION 


The computation of the AMT is illustrated in the following example. 


L0.5 
Apply the formula for 


computing the AMT and 
illustrate Form 6251. 


Hans Sims, who is single, had taxable income for 2009 as follows: 


Salary $ 92,000 
Interest 8,000 
Adjusted gross income $100,000 
Less itemized deductions: 
Medical expenses ($17,500 — 7.5% of 
$100,000 AGI)? $10,000 
State income taxes 4,000 
Interest” 
Home mortgage (for qualified 
housing) 20,000* 
Investment interest 3,300* 
Contributions (cash) 5,000* 
Casualty losses ($14,000 — 10% of a a well 


$100,000 AGI) 


8 57(a)(7). 
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CONCEPT SUMMARY 


Me 4 aut Adjustments and Preferences for Individuals. : 


"Adjustments Positive Negative __Both* — | 


Circulation expenditures x 
Depreciation of post-1986 real property x s 
Depreciation of post-1986 personal property = X bs : 
Pollution control facilities xX 4 
Mining exploration and development costs x 

Research and experimental expenditures Xx 

Completed contract method x 


Incentive stock options hid 
Adjusted gain or loss Xx 
Passive activity losses Xx 
Alternative tax NOL deduction xX 
Itemized deductions: 
Medical expenses xX 
State income tax or sales tax Xx 
Property tax on realty Xx 
Property tax on personalty Xx 
Miscellaneous itemized deductions Xx 
Tax benefit rule for state income tax refund Xx 
Cutback adjustment Xx 
Qualified interest on student loans Xx 
Qualified residence interest that is not qualified housing interest Xx 
Qualified residence interest that is AMT investment interest Xx x 
Private activity bond interest that is AMT investment interest X 
Standard deduction Xx 
Personal exemptions and dependency deductions X 
Preferences 
Percentage depletion in excess of adjusted basis Xx 
Intangible drilling costs x 
Private activity bond interest income Kees 
Depreciation on pre-1987 leased personal property x 
§ 1202 exclusion for certain small business stock x 


Ne ee Se ee 
*Timing differences. 
**While the adjustment is a positive adjustment, the AMT basis for the stock is increased by the amount of the positive adjustment. 
***Interest on private activity bonds issued after December 31, 2008 and before January 1, 2011 is not treated as a tax preference. 


$ 53,700 
Less personal exemption (3,650) 
Taxable income $ 50,050 


“Total medical expenses were $17,500, reduced by 7.5% of AGI, resulting in an itemized 
deduction of $10,000. However, for AMT purposes, the reduction is 10%, which leaves an AMT 
itemized deduction of $7,500 ($17,500 — 10% of $100,000 AGI). Therefore, an adjustment of 
$2,500($10,000 — $7,500) is required for medical expenses disallowed for AMT purposes. 

In this illustration, all interest is deductible in computing AMTI. Qualified housing interest is 
deductible. Investment interest ($3,300) is deductible to the extent of net investment income 


included in the minimum tax base. For this purpose, the $8,000 of interest income is treated 
as net investment income. 


CHAPTER 12 Alternative Minimum Tax 


Deductions marked by an asterisk are allowed as a/ternative minimum tax itemized 
deductions, and AMT adjustments are required for the other itemized deductions. 
Thus, adjustments are required for state income taxes and for medical expenses to the 
extent the medical expenses deductible for regular income tax purposes are not de- 
ductible in computing AMT (see note [a]). In addition to the items that affected taxable 
income, Hans had $35,000 interest on private activity bonds (an exclusion tax prefer- 
ence normally, but not so in 2009) and a $35,000 spread on an ISO. Assume the private 
activity bonds were issued in 2009. AMTI is computed as follows: 


Taxable income $ 50,050 
Plus: Adjustments 
State income taxes 4,000 
Medical expenses (see note [a]) 2,500 
Incentive stock options 35,000 
Personal exemption 3,650 
Plus: Tax preference (interest on private activity bonds) =O 
Equals: AMTI $ 95,200 
Minus: AMT exemption (46,700) 
Equals: Minimum tax base $ 48,500 
Times: AMT rate x 26% 
Equals: Tentative AMT $ 12,610 
Minus: Regular income tax on taxable income (8,700) 
Equals: AMT $ 3,910 


The solution to Example 26 is also presented on Form 6251. Though this example 
is for 2009, 2008 tax forms are used because the 2009 tax forms were not available at 
the time of this writing. 

Note that the $3,650 personal exemption amount is a positive adjustment in the 
Example 26 solution, but does not appear as an adjustment in Form 6251. This dif 
ference occurs because line 1 of Form 6251 includes the amount from line 41 of 
Form 1040. Line 41 of Form 1040 is taxable income before the deduction for per- 
sonal and dependency exemptions. 


AMT CREDIT 


As discussed previously, timing differences give rise to adjustments to the minimum 
tax base. In later years, the timing differences reverse, as was illustrated in several of 
the preceding examples. To provide equity for the taxpayer when timing differences 
reverse, the regular income tax liability may be reduced by a tax credit for prior 
years’ minimum tax liability attributable to timing differences. The alternative 
minimum tax credit may be carried over indefinitely. Therefore, there is no need to 
keep track of when the minimum tax credit arose.” 


Assume the same facts as in Example 3. Also assume that in 2009, Bob paid AMT as a 
result of the $20,000 positive adjustment arising from the circulation expenditures. In 
2010, $10,000 of the timing difference reverses, resulting in regular taxable income 
that is $10,000 greater than AMTI. Because Bob has already paid AMT as a result of the 
write-off of circulation expenditures, he is allowed an AMT credit in 2010. The AMT 
credit can offset Bob’s regular income tax liability in 2010 to the extent that his regular 
income tax liability exceeds his tentative AMT. @ 


998 53. 


L0.6 
Describe the role of the AMT 


credit in the alternative 
minimum tax structure. 
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The AMT credit is applicable only for the AMT that results from timing differen- 
ces. It is not available in connection with AMT exclusions, which represent permanent 
differences rather than timing differences between the regular income tax liability 
and the AMT. These AMT exclusions include the following: 


e The standard deduction. 

e Personal exemptions. 

° Medical expenses, to the extent deductible for regular income tax pur- 
poses but not deductible in computing AMT. 

e Other itemized deductions not allowable for AMT purposes, including 
miscellaneous itemized deductions, taxes, and interest expense. 

e Excess percentage depletion. 

e Tax-exempt interest on specified private activity bonds. 


EXAMPLE 28 Don, who is single, has zero taxable income for 2009. He also has positive timing 


adjustments of $300,000 and AMT exclusions of $100,000. His AMT base is $400,000 
because his AMT exemption is phased out completely due to the level of AMTI. 
Don’s tentative AMT is $108,500 [($175,000 x 26% AMT rate) + ($225,000 x 28% 
AMT rate)]. @ 


To determine the amount of AMT credit to carry over, the AMT must be recom- 
puted reflecting only the AMT exclusions and the AMT exemption amount. 


P EXAMPLE 2900006 Assume the same facts as in the previous example. If there had been no positive timing 


adjustments for the year, Don’s tentative AMT would have been $13,858 [($100,000 
AMT exclusions — $46,700 exemption) x 26% AMT rate]. Don may carry over an AMT 
credit of $94,642 ($108,500 AMT — $13,858 related to AMT exclusions) to 2010 and 
subsequent years. @ 


12.2 CORPORATE ALTERNATIVE MINIMUM 


IDEN CELE AIS OER EPRI PEI ROD ELIE OE NPE BAIT LE EER TNE BIL 


LO.7 The AMT applicable to corporations is similar to that applicable to noncorporate 
taxpayers. However, there are several important differences: 


Understand the basic features of | 
the corporate AMT. 


e The corporate AMT rate is 20 percent versus a top rate of 28 percent for 
noncorporate taxpayers.” 

e The AMT exemption for corporations is $40,000 reduced by 25 percent 
of the amount by which AMTI exceeds $150,000.*! 

e Tax preferences applicable to noncorporate taxpayers are also applicable 
to corporate taxpayers, but some adjustments differ (shown later in the 
chapter). 


Although there are computational differences, the corporate AMT and the non- 
corporate AMT have the identical objective: to force taxpayers who are more profit- 
able than their taxable income reflects to pay additional tax. The formula for 
determining the corporate AMT appears in Figure 12.3. 

To compute the corporate AMT using tax forms, Form 4626 (Alternative Mini- 
mum Tax—Corporations) is applicable. Any tax so determined should be carried 
over to Schedule J of Form 1120 (U.S. Corporation Income Tax Return). 


*§ 55(b)(1)(B). “188 55(d)(2) and (3). 
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ni 6251 Alternative Minimum Tax—lIndividuals OMB Woes 
> See separate instructions. 2008 
Department of the Treasury Attachment 
Internal Revenue Service (99) > Attach to Form 1040 or Form 1040NR. Sequence No. 32 
Name(s) shown on Form 1040 or Form 1040NR Your social security number 
Hans Sims ER Tbe VE 


Part | Alternative Minimum Taxable Income (See instructions for how to complete each line. 


1 If filing Schedule A (Form 1040), enter the amount from Form 1040, line 41 (minus any amount on Form 8914, 
line 2), and go to line 2. Otherwise, enter the amount from Form 1040, line 38 (minus any amount on Form 8914, 

line 2), and go to line 7. (If less than zero, enter as a negative amount.) eee 53,700 
2 Medical and dental. Enter the smaller of Schedule A (Form 1040), line 4, or 2.5% (.025) of Form 1040, line 38. If zero or ree enter -0- Gey) 2,500 
3 Taxes from Schedule A (Form 1040), line9. . . . “L3] 4,000 
4 Enter the home mortgage interest adjustment, if any, from ee 6 of the Marencet on page 9 of the’ ipatructions | 4 | 
5 Miscellaneous deductions from Schedule A (Form 1040), line 27 
6 


If Form 1040, line 38, is over $159,950 (over $79,975 if married filing separately), enter the amount from 
line 11 of the Itemized Deductions Worksheet on page A-10 of the instructions for Schedule A (Form 1040) . 


7 If claiming the standard deduction, enter any amount from Form 4684, line 18a, as a negative amount 
8 Tax refund from Form 1040, line 10 or line 21 : 
9 Investment interest expense (difference between regular tax and AMT) 
10 Depletion (difference between regular tax and AMT) ; 
11. Net operating loss deduction from Form 1040, line 21. Enter as a onsite Boon 
12 Interest from specified private activity bonds exempt from the regular tax 
13 Qualified small business stock (7% of gain excluded under section 1202) 
14 Exercise of incentive stock options (excess of AMT income over regular tax income) 
15 Estates and trusts (amount from Schedule K-1 (Form 1041), box 12, code A) . 
16 Electing large partnerships (amount from Schedule K-1 (Form 1065-B), box 6) 
17 Disposition of property (difference between AMT and regular tax gain or loss) . 
18 Depreciation on assets placed in service after 1986 (difference between regular tax and AMT) 
19 Passive activities (difference between AMT and regular tax income or loss) 
20 Loss limitations (difference between AMT and regular tax income or loss) 
21 Circulation costs (difference between regular tax and AMT) 
22 Long-term contracts (difference between AMT and regular tax income) . 
23 Mining costs (difference between regular tax and AMT) . 
24 Research and experimental costs (difference between regular tax and AMT) 
25 Income from certain installment sales before January 1, 1987 . 
26 Intangible drilling costs preference 
27 Other adjustments, including income-based ined poe rnante 
28 Alternative tax net operating loss deduction 


29 Alternative minimum taxable income. Combine ines! 1 nreugn 28. (If married filing separately and line 
29 is more than $214,900, see page 8 of the instructions.) . 


Flaaig Alternative Minimum Tax (AM 
30 Exemption. (If you were under age 24 at the end of 2008, see page 8 of the instructions.) 


35,000 


wo ND — = 


95,200 


IF your filing status is... AND line 29 is not over... | THEN enter on line 30... | 

Single orheadofhousehold. . . . . $1112, 500 snes at aoe $46,200 

Married filing jointly or qualifying widow(er) . 150,000... . 69,950 

Married filing separately . . . . 7S OOD ONE Gory ab 34,975 46,700 


If line 29 is over the amount shown above for your filing status, see page 8 of the instructions. 

31. Subtract line 30 from line 29. If more than zero, go to line 32. If zero or less, enter -0- here and on lines 34 and 36 
and skip the rest of Part Il . 4: i RE es ot Bae A eee 

32  @ If you are filing Form 2555 or 2555-EZ, see page 9 of the instructions for the amount to enter. 
© |f you reported capital gain distributions directly on Form 1040, line 13; you reported qualified dividends 


on Form 1040, line 9b; or you had a gain on both lines 15 and 16 of Schedule D (Form 1040) (as refigured 32 12,610 
for the AMT, if necessary), complete Part Ill on the back and enter the amount from line 55 here. : 


@ All others: If line 31 is $175,000 or less ($87,500 or less if married filing separately), multiply line 31 by 26% (.26). 
Otherwise, multiply line 31 by 28% (.28) and subtract $3,500 ($1,750 if married filing separately) from the result. 
33 Alternative minimum tax foreign tax credit (see page 9 of the instructions). . . . . . . | . 33 


34 Tentative minimum tax. Subtract line 33 from line 32. 2 2. 1 we ee es | 34 | 12,610 
35 Tax from Form 1040, line 44 (minus any tax from Form 4972 and any foreign tax credit from Form 1040, 
line 47). If you used Schedule J to figure your tax, the amount from line 44 of Form 1040 must be refigured 
without using Schedule J (see page 11 of the instructions) 


AMT. Subtract line 35 from line 34. If zero or less, enter -0-. Enter here Bear on Forn 1040, ne 45 
Cat. No. 13600G Form 6251 (2008) 


48,500 


35 8,700 


For Paperwork Reduction Act Notice, see page 12 of the instructions. 
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FIGURE 12.3 AMT Formula for Corporations 


Taxable income 

Plus: Income tax NOL deduction 

Plus or minus: AMT adjustments 

Plus: Tax preferences 

Equals: AMTI before ATNOLD 

Minus: ATNOLD (limited to 90% of AMTI before ATNOLD) 


Equals: AMTI 


Minus: Exemption 

Equals: AMT base 

Times: 20% rate 

Equals: Tentative minimum tax before AMT foreign tax credit 

Minus: AMT foreign tax credit 

Equals: Tentative minimum tax 

Minus: Regular tax liability before credits minus regular foreign tax credit 
Equals: AMT if positive 


REPEAL OF AMT FOR SMALL CORPORATIONS » 


Tax legislation enacted in 1997 repealed the AMT for small corporations for tax 
years beginning after December 31, 1997. For this purpose, a corporation is classi- 
fied as a small corporation if it had average annual gross receipts of not more than 
$5 million for the three-year period beginning after December 1993. A corporation 
will continue to be classified as a small corporation if its average annual gross 
receipts for the three-year period preceding the current tax year and any interven- 
ing three-year periods do not exceed $7.5 million. However, if a corporation ever 
fails the gross receipts test, it is ineligible for small corporation classification in future 
tax years.” 

Tax legislation enacted in 1998 provided an additional opportunity for a corpora- 
tion to be classified as a small corporation. A corporation will automatically be classi- 
fied as a small corporation in the first tax year of existence.*® 


AMT ADJUSTMENTS 
Adjustments Applicable to Individuals and Corporations 


The following adjustments that were discussed in connection with the individual 
AMT also apply to the corporate AMT: 


e Excess of MACRS over ADS depreciation on real and personal property 
placed in service after 1986. 

e Pollution control facilities placed in service after 1986 (AMT requires 
ADS depreciation over the asset’s ADR life if placed in service before Jan- 
uary 1, 1999, and over the MACRS recovery period if placed in service af- 
ter December 31, 1998; 60-month amortization is allowed for regular 
income tax purposes). 

° Mining and exploration expenditures (AMT requires amortization 
over 10 years versus immediate expensing allowed for regular income tax 
purposes). 

° Income on long-term contracts (AMT requires percentage of completion 
method; completed contract method is allowed in limited circumstances 
for regular income tax purposes). 


*8§ 55(e)(1)(A) and (B). An estimated 3 million corporations (95% of incor- 8 55(e)(1)(C). 
porated businesses) qualify for this exemption. 


- 
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e Dispositions of assets (if gain or loss for AMT purposes differs from gain 
or loss for regular income tax purposes). 

° Allowable ATNOLD (which cannot exceed 90 percent of AMTI before 
deduction for ATNOLD). 


Adjustment Applicable Only to Corporations 


An AMT adjustment applicable only to corporations is the adjusted current earnings 
(ACE) adjustment.** The ACE adjustment generally applies to all corporations®’ and 
has a significant impact on both tax and financial accounting. 

Corporations are subject to an AMT adjustment equal to 75 percent of the excess of 
ACE over AMTI before the ACE adjustment.” Historically, the government has not 
required conformity between tax accounting and financial accounting. For many 
years, the only direct conformity requirement was that a corporation that used the LIFO 
method for tax accounting also had to use LIFO for financial accounting.*” Through 
the ACE adjustment, Congress is indirectly imposing a conformity requirement on cor- 
porations. Though a corporation may still choose to use different methods for tax and 
financial accounting purposes, it may no longer be able to do so without incurring 
AMT as a result of the ACE adjustment. Thus, a corporation may incur AMT not only 
because of specifically targeted adjustments and preferences, but also as a result of any 
methods that cause ACE to exceed AMTI before the ACE adjustment. 

The ACE adjustment can be either a positive or a negative amount. AMTI is 
increased by 75 percent of the excess of ACE over unadjusted AMTI. Or AMTI is 
reduced by 75 percent of the excess of unadjusted AMTI over ACE. The negative 
adjustment is limited to the aggregate of the positive adjustments under ACE for 
prior years, reduced by the previously claimed negative adjustments. See Concept 
Summary 12.2. Thus, the ordering of the timing differences is crucial because any 
lost negative adjustment is permanent. Unadjusted AMTI is AMTI without the ACE 


_ adjustment or the ATNOLD.*® 


12-29 


A calendar year corporation has the following data: ERAN ECE CS 


2008 2009 2010 
Pre-adjusted AMTI $3,000 $3,000 $3,100 
Adjusted current earnings 4,000 3,000 2,000 


In 2008, because ACE exceeds unadjusted AMTI by $1,000, $750 (75% x $1,000) is 
included as a positive adjustment to AMTI. No adjustment is necessary for 2009. As 
unadjusted AMTI exceeds ACE by $1,100 in 2010, there is a potential negative adjust- 
ment to AMTI of $825 ($1,100 x 75%). Since the total increases to AMTI for prior years 
equal $750 and there are no previously claimed negative adjustments, only $750 of the 
potential negative adjustment reduces AMTI for 2010. Further, $75 of the negative 
amount is lost forever. @ 


ACE should not be confused with current earnings and profits. Although many 
items are treated in the same manner, certain variations exist. For example, Federal 
income taxes, deductible in computing earnings and profits, are not deductible in 
determining ACE. 

The starting point for computing ACE is AMTI, which is defined as regular 
taxable income after AMT adjustments (other than the ATNOLD and ACE 


418 56(c). "§ 472%). 
*The ACE adjustment does not apply to S corporations. § 56(g)(6). #88§ 56(g)(1) and (2). 
*§ 56(g). 
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CONCEPT SUMMARY 


Determining the ACE Adjustment* 


Calculate Taxable Income 


“cieaseaskeegis taesinngees angen einstein tates aac mana 
Calculate AMTI by adjusting Taxable — 
Income as required by § 56 and § 58 

and increasing Taxable Income by 

§ 57 tax preference items 


FSS IS TELS LT LD 
Calculate Adjusted Current Earnings = | 
by adjusting AMTI as required (many 
of the adjustments based on earnings 

and profits adjustments) 


Is b 
Adjusted Current 
Earnings 
greater than pre- 
adjustment 4 
AMTI? 


No 


Yes 


Decrease AMTI by 75% of the excess of | 

AMTI (pre-adjustment) over Adjusted 

Current Earnings to extent of net | 
previous increases 


Increase AMTI by 75% of the excess of — 
Adjusted Current Earnings over AMTI  ~ 
(pre-adjustment) 


*Reprinted from Oil and Gas Tax Quarterly with permission. Copyright 1989 Matthew Bender & Company, Inc., a member of the 
LexisNexis Group. All Rights Reserved. 


adjustments) and tax preferences. The resulting figure is adjusted for several items 
in order to arrive at ACE.” 


TAX PREFERENCES 


AMTI includes designated tax preference items. In some cases, this has the effect of 
subjecting nontaxable income to the AMT. Tax preference items that apply to indi- 
viduals also apply to corporations. 


| EXAMPEE ST | The following information applies to Brown Corporation (a calendar year taxpayer) for 


2009: 
Taxable income $4,000,000 
Mining exploration costs 500,000 


Percentage depletion claimed (the property has a zero adjusted basis) 2,600,000 


“For additional coverage of the calculation of ACE, refer to Chapter 3 in The instructions for Form 4626 illustrate the ACE adjustment on page 6 and 
South-Western Federal Taxation: Corporations, Partnerships, Estates, and Trusts. provide a worksheet for its computation on page 11. 
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Brown Corporation’s AMTI for 2009 is determined as follows: 


Taxable income $4,000,000 
Adjustments: 


Excess mining exploration costs [$500,000 
(amount expensed) — $50,000(amount 


allowed over a 10-year amortization period)] 450,000 
Tax preferences: 
Excess depletion 2,600,000 
AMTI $7,050,000 4 
EXEMPTION AMOUNT 


The tentative AMT is 20 percent of AMTI that exceeds the corporation’s exemption 
amount. The exemption amount for a corporation is $40,000 reduced by 25 percent 
of the amount by which AMTI exceeds $150,000. 


Blue Corporation has AMTI of $180,000. The exemption amount is reduced by $7,500 a ee 


[25% x ($180,000 — $150,000)], and the amount remaining is $32,500 ($40,000 — 
$7,500). Thus, Blue Corporation’s AMT base (refer to Figure 12.3) is $147,500 
($180,000 — $32,500). = 


Note that the exemption amount phases out entirely when AMTI reaches $310,000. 


OTHER ASPECTS OF THE AMT 


All of a corporation’s AMT is available for carryover as a minimum tax credit. This is 
so regardless of whether the adjustments and preferences originate from timing dif- 
ferences or AMT exclusions. 


In Example 31, the AMTI exceeds $310,000, so no exemption is allowed. The tentative PEXAMPLE 33 0 | 


minimum tax is $1,410,000 (20% of $7,050,000). Assume the regular income tax liability 
is $1,360,000, and the AMT liability is $50,000 ($1,410,000 — $1,360,000). The amount of 
the minimum tax credit carryover is $50,000, which is all of the current year’s AMT. @ 


TAX PLANNING: 
12.3 AVOIDING PREFERENCES AND ADJUSTMENTS 


a em Sa RT ED A AOI DEORE ANE SAAT AS A AEE RP 


Several strategies and elections are available to help taxpayers avoid having preferen- 
ces and adjustments. L0.8 


is j f incurring AMT liability usually should not Identify tax planning 
* A taxpayer who is in danger of incurring ty 4 Gaponundiies tomniniretie 


invest in tax-exempt private activity bonds unless doing so makes good he 
investment sense. Any AMT triggered by interest on private activity bonds 
reduces the yield on an investment in the bonds. Other tax-exempt bonds 
or taxable corporate bonds might yield a better after-tax return. However, 
for private activity bonds issued after December 31, 2008 and before Janu- 
ary 1, 2011, the interest earned is not an AMT tax preference. 

e A taxpayer may elect to expense certain costs in the year incurred or to 
capitalize and amortize the costs over some specified period. The decision 
should be based on the present discounted value of after-tax cash flows 
under the available alternatives. Costs subject to elective treatment 
include circulation expenditures, mining exploration and development 
costs, and research and experimental expenditures. 
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12.4 CONTROLLING THE TIMING OF 
PREFERENCES AND ADJUSTMENTS 


The AMT exemption often keeps items of tax preference from being subject to the 
AMT. To use the AMT exemption effectively, taxpayers should avoid bunching pref- 
erences and positive adjustments in any one year. To avoid this bunching, taxpayers 
should attempt to control the timing of such items when possible. 


12.5 TAKING ADVANTAGE OF THE AMT/ 
REGULAR TAX RATE DIFFERENTIAL 


A taxpayer who cannot avoid triggering the AMT in a given year can usually save 
taxes by taking advantage of the rate differential between the AMT and the regular 
income tax. 


| EXAMPLE G4 Peter, a real estate dealer who expects to be in the 35% regular income tax bracket in 


2010, is subject to the AMT in 2009 at the 26% rate. He is considering the sale of a par- 
cel of land (inventory) at a gain of $100,000. If he sells the land in 2010, he will have to 
pay tax of $35,000 ($100,000 gain x 35% regular income tax rate). However, if he sells 
the land in 2009, he will pay tax of $26,000 ($100,000 gain x 26% AMT rate). Thus, 
accelerating the sale into 2009 will save Peter $9,000($35,000 — $26,000) in tax. # 


SX AMPD Ee Os | Cora, who expects to be in the 35% tax bracket in 2010, is subject to the AMT in 2009 at 


the 26% rate. She is going to contribute $10,000 in cash to her alma mater, State Uni- 
versity. lf Cora makes the contribution in 2010, she will save tax of $3,500 ($10,000 con- 
tribution x 35% regular income tax rate). However, if she makes the contribution in 
2009, she will save tax of $2,600 ($10,000 contribution x 26% AMT rate). Thus, defer- 
ring the contribution until 2010 will save Cora $900 ($3,500 — $2,600) in tax. @ 


This deferral/acceleration strategy should be considered for any income or 
expenses where the taxpayer can control the timing. This strategy applies to corpora- 
tions as well as to individuals. 


REFOCUS ON THE BIG PICTURE 


THE PRESENCE 
OR ABSENCE 
OF THE AMT 


Bob contacts Adam, his tax return preparer, and explains in an excited voice that he 
believes that he underpaid his Federal income tax liability for 2009 by $15,000. He is 
worried about the negative effects of any underpayment if it is discovered during an IRS 
audit, including the effect on his future marriage to Carol. Adam reviews Bob’s tax 
return and assures him that it was properly prepared. Bob indicates that Carol has pro- 
vided him with a copy of her tax return. He asks Adam to compare the returns and then 
explain the tax liability difference to him. He faxes a copy of Carol’s return to Adam. 
Adam examines the two tax returns and discovers that the difference relates to the 
treatment of the interest earned on the tax-exempt bonds. Although both Bob and 
Carol own tax-exempt bonds, the bonds owned by Carol are private activity bonds that 
usually are subject to the AMT. However, Carol’s accountant, Eve, apparently over- 
looked the suspension in 2009 by the American Recovery and Reinvestment Tax Act of 
2009 of private activity bond interest as a tax preference for private activity bonds issued 
in 2009. So the $15,000 AMT that was reported on Carol’s Form 6251 is in error. Bob 
“texts” the good news to Carol that she is eligible for a Federal income tax refund. 


_ 


~~, ee ; a 
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KEY TERMS 
ACE adjustment, 12-29 Alternative tax NOL deduction Circulation expenditures, 12-5 
Alternative minimum tax (AMT), 12-3 (ATNOLD), 12-16 Incentive stock options (ISOs), 12-13 
Alternative minimum tax credit, AMT adjustments, 12-4 Private activity bonds, 12-22 
12-25 _ AMT exclusions, 12-26 


Tax preferences, 12-4 


DISCUSSION QUESTIONS 


. LO.1 Since there is a regular income tax, why is there a need for an AMT? 
. LO.2 Distinguish between the direct and indirect methods of calculating the AMT. 


. LO.2 Over the life of a business, all AMT adjustments will reverse (i.e., the cumulative 
positive adjustments will equal the cumulative negative adjustments). Evaluate this 
statement. 


. L0.2, 4 Identify which of the following are tax preferences: 

a. Seven percent of the exclusion associated with gains on the sale of certain small busi- 
ness stock. 

b. Exclusion on the receipt of property by gift or by inheritance. 

c. Exclusion associated with payment of premiums by the employer on group term life 
insurance for coverage not in excess of $50,000. 

d. Percentage depletion in excess of the property’s adjusted basis. 

e. Exclusion of life insurance proceeds received as the result of death. 

f. Exclusion to the employee on the employer’s payments of health insurance premi- 
ums for employees. 


. L0.2, 4 Identify which of the following are tax preferences: 

a. Exclusion for qualified employee discount provided by employer. 

b. Exclusion to employee on the employer’s contribution to the employee’s pension 
plan. 

c. Excess of deduction for circulation expenditures for regular income tax purposes 
over the deduction for AMT purposes. 

d. Excess of amortization allowance over depreciation on pre-1987 certified pollution 
control facilities. 

e. Excess of accelerated over straight-line depreciation on real property placed in ser- 
vice before 1987. 


. LO.2 Describe the tax formula for the AMT. 


. LO.2 If the regular income tax liability is greater than the tentative AMT, there is no 
AMT liability, and the total income tax liability is equal to the regular income tax liability. 
Evaluate the correctness of this statement. 


. LO.2 For the exemption amount, indicate the following: 

Purpose of the exemption. 

Amount of the exemption in 2009. 

Reason for the phaseout of the exemption. 

Amountat which the phaseout of the exemption begins. 
Amountat which the phaseout of the exemption is complete. 


eo Bo Tp 


_ L0.2 Included in Alice’s regular taxable income and in her AMT base is a $100,000 
capital gain on the sale of stock that she owned for three years. Alice is in the 337% tax 
bracket for regular income tax purposes. In calculating her regular income tax liability, 
she uses the appropriate alternative tax rate on net capital gain of 15%. What rate should 


Alice use in calculating her tentative AMT? 


_ L0.2 How do nonrefundable tax credits affect the calculation of the AMT? 


. L0.3 In 1997, Andy placed a warehouse in service in his business. For both regular 
income tax and AMT purposes, he calculates the cost recovery using the straight-line 
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method. Andy concludes that there will be no AMT adjustment for 2009 because he uses 
the straight-line method. Evaluate Andy’s conclusion. 


L0.3 How can an individual taxpayer avoid having an AMT adjustment for circulation 
expenditures? 


L0.3, 8 Rick, who is single, incurs mining exploration and development costs associated 
with his energy company. He would expense the costs in the current year in order to 
reduce his regular income tax but is aware that this would create a positive adjustment for 
AMT purposes. His AGI is large enough to reduce the AMT exemption amount to zero. 
Therefore, he is considering electing to amortize the mining exploration and 
development costs over 10 years to avoid having to pay any AMT. Advise Rick. 


L0.3 Both Janice and April own and operate construction companies. Janice uses the 
completed contract method, while April uses the percentage of completion method. Why 
does Janice have to be concerned with the AMT, while April does not? 


LO.3 Rocky acquired stock under an incentive stock option plan in 2006. After all 
conditions of employment were satisfied in 2008, the stock became freely transferable. 
Rocky sold the stock in 2009. Discuss the possible effects on taxable income and AMTI in 
each of the three years involved (i.e., 2006, 2008, 2009). 


LO.3 Three years ago, Lillian acquired a machine (seven-year property) for $75,000. She 
depreciated it using an accelerated method under MACRS. When she sells the machine 
at a gain this year, will her recognized gain for regular income tax and AMT purposes be 
the same? Explain. 


LO.3, 8 Celine is going to be subject to the AMT in 2009. She owns an investment 
building and is considering disposing of it and investing in other realty. Based on an 
appraisal of the building’s value, the realized gain would be $85,000. Ed has offered to 
purchase the building from Celine with the closing date being December 29, 2009. Ed 
wants to close the transaction in 2009 because certain beneficial tax consequences will 
result only if the transaction is closed prior to the beginning of 2010. Abby has offered to 
purchase the building with the closing date being January 2, 2010. The building has a 
$95,000 greater AMT adjusted basis. For regular income tax purposes, Celine expects to 
be in the 25% tax bracket in 2009 and the 28% tax bracket in 2010. What are the relevant 
tax issues that Celine faces in making her decision? 


LO.3 Passive activity losses are not deductible in computing either taxable income or AMTI. 
Explain why an adjustment for passive activity losses may be required for AMT purposes. 


LO.3, 4 What effect do adjustments and preferences have on the calculation of the ATNOLD? 


L0.3 The following itemized deductions are allowed for regular income tax purposes: 
medical expenses, state and local income taxes or sales tax, real estate taxes, personal property 
taxes, home mortgage interest, investment interest, charitable contributions of cash, charitable 
contributions of property, casualty and theft losses, unreimbursed employee business expenses, 
and gambling losses. Which of these itemized deductions can result in an AMT adjustment? 


L0.3, 4, 8 Matt, who is single, has always elected to itemize deductions rather than take the 
standard deduction. In prior years, his itemized deductions always exceeded the standard 
deduction by a substantial amount. As a result of paying off the mortgage on his residence, 
he projects that his itemized deductions for 2009 will exceed the standard deduction by 
only $500. Matt anticipates that the amount of his itemized deductions will remain about 
the same in the foreseeable future. Matt’s AGI is $150,000. He is investing the amount of his 
former mortgage payment each month in tax-exempt bonds which were issued four years 
ago. A friend recommends that Matt buy a beach house in order to increase his itemized 
deductions with the mortgage interest deduction. What are the relevant tax issues for Matt? 


L0.3 Willy’s 3% cutback adjustment for regular income tax purposes reduces his 


itemized deductions from $60,000 to $52,000. What effect will this have in calculating 
Willy’s AMTI? 


L0.3 In computing the AMT itemized deduction for interest, it is possible that some 
interest allowed for regular income tax purposes will not be allowed. Explain. 


L0.3 When converting taxable income to AMTI, what is the reason for a positive 
adjustment as to personal and dependency exemptions? 


eee a 
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25, L0.4 Kevin owns a mineral deposit that qualifies for percentage depletion. In 2009, he 
deducts $90,000 for regular income tax purposes. Cost depletion for the year would have 


been $55,000. 
a. Does the fact that percentage depletion exceeds cost depletion produce an AMT 
preference? 


b. Under what circumstances would Kevin have an AMT preference for depletion? 


26. LO.3, 4 Erika receives $4,200 of interest on private activity bonds and has related 
expenses of $400. The bonds were issued in 2007. 
a. Whatis the effect on Erika’s taxable income? 


b. Whatis the effect on her AMTI? 
c. Could there be a related beneficial effect in calculating AMTI? 


27. LO.6 Whatis the purpose of the AMT credit? Briefly describe how the credit is computed. 


28. L0.2, 7 Discuss the similarities and differences between the individual and the corporate 
AMT. 


29. LO.7 Whatis the ACE adjustment? Does it apply to both individual and corporate taxpayers? 


30. L0.2, 8 Lee is an equipment dealer who will be subject to the AMT in 2009. He has an 


opportunity to make a sale of equipment at a substantial gain in either December 2009 or 
January 2010. Discuss tax planning strategies Lee should consider in connection with the 
sale. 


PROBLEMS 


31. LO.2 Use the following data to calculate Reba’s AMT base in 2009: 


Taxable income $190,000 
Positive AMT adjustments 75,000 
Negative AMT 

adjustments 70,000 
AMT preferences 30,000 


Reba will file as a single taxpayer. 


32. LO.2 Arthur Wesson, an unmarried individual who is age 68, has taxable income of 
$160,000. He has AMT positive adjustments of $40,000 and tax preferences of $35,000. 


a. Whatis Arthur’s AMT? 

b. What is the total amount of Arthur’s tax liability? 

c. Draft a letter to Arthur explaining why he must pay more than the regular income 
tax liability. Arthur’s address is 100 Colonel’s Way, Conway, SC 29526. 


33. LO.2 Calculate the AMT for the following cases in 2009. The taxpayer has regular taxable 
income of $450,000 and does not have any credits. 


Tentative AMT 
Filing Status Case 1 Case 2 
Single $200,000 $180,000 
Married, filing jointly 200,000 180,000 


34. LO.2 Calculate the exemption amount for the following cases in 2009 for a single 
taxpayer, a married taxpayer filing jointly, anda married taxpayer filing separately. 


Case AMTI 
1 $160,000 
2 270,000 


3 510,000 
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LO.2 Leona has nonrefundable credits of $65,000 for 2009. None of these non- 
refundable credits are personal credits that qualify for special treatment. Her regular 
income tax liability before credits is $135,000, and her tentative AMT is $78,000. 

a. Whatis the amount of Leona’s AMT? 

b. Whatis the amount of Leona’s regular income tax liability after credits? 


L0.2, 3, 8 Angela, who is single, incurs circulation expenditures of $153,000 during 
2009. She is in the process of deciding whether to expense the $153,000 or to capitalize it 
and elect to deduct it over a three-year period. Angela already knows that she will be 
subject to the AMT for 2009 at both the 26% and the 28% rates. Angela is in the 28% 
bracket for regular income tax purposes this year (has regular taxable income of 
$153,000 before considering the circulation expenses) and expects to be in the 28% 
bracket in 2010 and 2011. Advise Angela on whether she should elect the three-year 
write-off rather than expensing the $153,000 in 2009. 


L0.2, 3 Vito owns and operates a news agency (as a sole proprietorship). During 2009, 
he incurred expenses of $150,000 to increase circulation of newspapers and magazines 
that his agency distributes. For regular income tax purposes, he elected to expense the 
$150,000 in 2009. In addition, he incurred $90,000 in circulation expenditures in 2010 
and again elected expense treatment. What AMT adjustments will be required in 2009 
and 2010 as a result of the circulation expenditures? 


L0.3 In January, Alfred acquired and placed in service an apartment building (cost of 
$380,000 with $40,000 allocated to the land). For regular income tax purposes, he 
depreciates the building over a 27.5-year period. Compute Alfred’s 2009 AMT 
adjustment for depreciation and indicate whether it is positive or negative. Assume the 
building is placed in service in: 

Al 90:7, 

Dee 2009. 


. L0.3, 8 In March 2009, Helen Carlon acquired used equipment for her business at a cost 


of $300,000. The equipment is five-year class property for regular income tax purposes 

and for AMT purposes. 

a. If Helen depreciates the equipment using the method that will produce the greatest 
deduction for 2009 for regular income tax purposes, what is the amount of the AMT 
adjustment? Helen does not elect § 179 limited expensing. 

b. How can Helen reduce the AMT adjustment to $0? What circumstances would moti- 
vate her to do so? 

c. Draft a letter to Helen regarding the choice of depreciation methods. Helen’s 
address is 500 Monticello Avenue, Glendale, AZ 85306. 


L0.3, 8 In 2009, Geoff incurred $900,000 of mining and exploration expenditures. He 

elects to deduct the expenditures as quickly as the tax law allows for regular income tax 

purposes. 

a. How will Geoff's treatment of mining and exploration expenditures affect his regu- 
lar income tax and AMT computations for 2009? 

b. How can Geoff avoid having AMT adjustments related to the mining and exploration 
expenditures? 

c. What factors should Geoff consider in deciding whether to deduct the expenditures 
in the year incurred? 


L0.3 Josepi’s construction company uses the completed contract method. During the 
three-year period 2009-2011, Josepi recognized the following income on his two 
construction contracts: 


Year Contract 1 Contract 2 
2009 $600,000* 4 
2010 —0- —0- 
2011 —0- 700,000** 


*Construction completed in 2009. 
**Construction completed in 2011. 


a2. 


43. 


45. 


46. 
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If Josepi had used the percentage of completion method, he would have recognized the 
following income: 


ee eee 


Year Contract 1 Contract 2 
2009 $40,000 $175,000 
2010 -0- 225,000 
2011 —0- 300,000 


Calculate the AMT adjustment for 2009, 2010, and 2011. 


L0.3 Burt, the CFO of Amber, Inc., is granted stock options in 2009 that qualify as 
incentive stock options. In 2014, the rights in the stock become freely transferable and 
not subject to a substantial risk of forfeiture. Burt exercises the stock options in 2013 
when the option price is $75,000 and the fair market value of the stock is $90,000. He sells 
the stock in 2017 for $150,000. What are the regular income tax consequences and the 
AMT consequences for Burt in: 


a. 2009? 
bee 20158 
c. 2014? 
d. 2017? 


LO.3 On June 1, 2008, Len, the CFO of Beige, Inc., received options to purchase 1,000 
shares of stock at $20 per share. The stock options qualify as ISOs. On the issue date, the 
stock was selling for $15 per share. Len exercised all of the options on May 15, 2009, 
when the stock was selling for $26 per share. There are no limitations on Len’s ability to 
sell the stock. Len sold the 1,000 shares of stock on July 12, 2010, for $38,000. 

a. Determine the regular income tax consequences for Len in 2008, 2009, and 2010. 

b. Calculate the AMT consequences for Len in 2008, 2009, and 2010. 


LO.3 Alicia owns two investment properties that she acquired several years ago. Her 
adjusted basis for each is as follows: 


Regular Income Tax AMT 
Land $100,000 $100,000 
Apartment building 450,000 490,000 


Alicia sells the land for $250,000 and the building for $800,000. 

a. Calculate Alicia’s recognized gain or loss on the sale of each asset for regular income 
tax and AMT purposes. 

b. Determine the AMT adjustment on the sale of each asset. 


LO.3 Freda acquired a passive activity in 2009 for $870,000. Gross income from 
operations of the activity was $160,000. Operating expenses, not including depreciation, 
were $122,000. Regular income tax depreciation of $49,750 was computed under 
MACRS. AMT depreciation, computed under ADS, was $41,000. Compute Freda’s 
passive loss deduction and passive loss suspended for regular income tax purposes and 


for AMT purposes. 


L0.3 Wally and Gloria incur and pay medical expenses in excess of insurance 
reimbursements during the year as follows: 


For Wally $11,000 
For Gloria (spouse) 4,000 
For Chuck (son) 1,500 


For Carter (Gloria’s father) 13,000 
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47. 


48. 


49. 


50. 


Wally and Gloria’s AGI is $200,000. They file a joint return. Chuck and Carter are Wally 

and Gloria’s dependents. 

a. What is Wally and Gloria’s medical expense deduction for regular income tax 
purposes? 

b. What is Wally and Gloria’s medical expense deduction for AMT purposes? 

c. Whatis the amount of the AMT adjustment for medical expenses? 


L0.3 Wolfgang’s AGI is $140,000. He has the following itemized deductions for 2009: 


Medical expenses [$12,000 — (7.5% x $140,000)] $ 1,500 
State income taxes 4,200 
Charitable contributions 5,000 
Home mortgage interest on his personal residence 6,500 
Casualty loss (after $500 and 10% reductions) 1,800 

Miscellaneous itemized deductions 
[$3,500 — 2% ($140,000)] 700 
$19,700 


a. Calculate Wolfgang’s itemized deductions for AMT purposes. 
b. What is the amount of the AMT adjustment? 


L0.3 Tom, who is single, owns a personal residence in the city. He also owns a cabin near 
a ski resort in the mountains. He uses the cabin as a vacation home. In February 2009, he 
borrowed $75,000 on a home equity loan and used the proceeds to reduce credit card 
obligations and other debt. During 2009, he paid the following amounts of interest: 


Lh i ai 


On his personal residence $12,000 
On the cabin 6,000 
On the home equity loan 4,500 
On credit card obligations 1,200 


What amount, if any, must Tom recognize as an AMT adjustment in 2009? 


LO.3 Gail pays investment interest of $52,000. She has interest income of $21,000 on 

taxable bonds, $12,000 on tax-exempt private activity bonds (issued in 2007), and $14,000 

on regular tax-exempt bonds. Her other investment expenses are $4,000, none of which 

relates to the tax-exempt bonds. 

a. What is Gail’s deduction for investment interest for regular income tax purposes? 

b. What is the amount of her investment interest carryover for regular income tax pur- 
poses? 

c. What is the amount of the adjustment for AMT purposes? 


LO.3 Bill, who is single with no dependents, had AGI of $100,000 in 2009. His AGI 
included net investment income of $15,000 and gambling income of $1,100. Bill incurred 
the following itemized deductions for income tax purposes: 


Medical expenses (before 7.5%-of-AGl floor) $11,000 
State income taxes 3,200 
Personal property tax 2,000 
Real estate tax 8,400 
Interest on personal residence 12,200 
Interest on home (never rented to others) 3,800 
Interest on home equity loan (proceeds were used to 

buy a new automobile) 2,700 
Investment interest expense 3,300 
Charitable contribution 5,000 
Casualty loss (after $500 floor, before 10%-of-AGI floor) 13,000 
Unreimbursed employee expenses (before 2%-of-AGI floor) 2,400 
Gambling losses 900 


What is the amount of Bill’s AMT adjustment for itemized deductions, and is it positive or 
negative? 


51. 


D2. 


D2. 


54. 


55: 


56. 


57. 
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L0.2, 3 Paula is single and has no dependents. She has taxable income of $140,000 and 
tax preferences of $53,000 in 2009. She does not itemize deductions for regular income 
tax purposes. Compute Paula’s AMT exemption and AMTI for 2009. 


LO.3 Hector purchased a silver mine several years ago for $800,000. His adjusted basis at 
the beginning of the year is $350,000. For the year, he deducts depletion of $500,000 
(greater of cost depletion of $230,000 or percentage depletion of $500,000) for regular 
income tax purposes. Calculate Hector’s: 

a. AMT adjustment. 

b. Adjusted basis for regular income tax purposes. 

c. Adjusted basis for AMT purposes. 


L0.4 Amos incurred and expensed intangible drilling costs (IDC) of $70,000. His net oil 
and gas income was $60,000. What is the amount of Amos’s tax preference item for IDC? 


L0.2, 3, 4 Jack, who is single with no dependents and does not itemize, provides you with 
the following information for 2009: 


Short-term capital loss $ 5,000 
Long-term capital gain 25,000 
Municipal bond interest received on private activity bonds 

acquired in 1997 9,000 
Dividends from Procter & Gamble 1,500 


Excess of FMV over cost of ISOs (the rights became freely 
transferable and not subject to a substantial risk of 
forfeiture in 2009) 35,000 


What is the total amount of Jack’s tax preference items and AMT adjustments for 2009? 


LO.2, 3, 4 Pat, who is single with no dependents, received a salary of $90,000 in 2009. She 
had interest income of $1,000, dividend income of $5,000, gambling income of $4,000, 
and interest income from private activity bonds (issued in 2006) of $40,000. The 
dividends are not qualified dividends. The following additional information is relevant: 


Medical expenses (before 7.5%-of-AGI floor) $12,000 
State income taxes 4,100 
Real estate taxes 2,800 
Mortgage interest on residence 3,100 
Investment interest expense 1,800 
Gambling losses 5,100 


Compute Pat’s tentative minimum tax for 2009. 


L0.2, 5 Renee and Sanjeev, who are married, had taxable income of $273,000 for 2009. 
They had positive AMT adjustments of $38,000, negative AMT adjustments of $14,000, 
and tax preference items of $67,500. 

a. Compute their AMTI. 

b. Compute their tentative minimum tax. 


L0.2, 3, 4, 5 Farr, who is single, has no dependents and does not itemize. She has the 
following items relative to her tax return for 2009: 


Bargain element from the exercise of an ISO (no restrictions 

apply to the stock) $ 45,000 
MACRS depreciation on shopping mall building acquired 

after 1986 and before 1999(ADS depreciation would have 


yielded $26,000) 49,000 
Percentage depletion in excess of property's adjusted basis 50,000 
Taxable income for regular income tax purposes 121,000 


a. Determine Farr’s AMT adjustments and preferences for 2009. 
b. Calculate the AMT (if any) for 2009. 
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58. 


59. 


60. 


61. 


62. 


L0.2, 3, 4, 5 Hal and Wilma have no dependents and file a joint return for 2009. Based 
on the information below, compute their AMT for the year. 


Income: 
Hal’s salary $100,000 
Dividend income (jointly owned stock) 5,500 
Wilma’s business income 70,000 
Expenditures: 

State income taxes 1,500 
Real estate taxes 4,800 
Mortgage (qualified housing) interest 8,600 
Investment interest 7,000 
Charitable contributions 28,000 

Additional information: 


® Wilma’s business income comes from a news agency she owns and operates as a sole 
proprietorship. During 2009, Wilma incurred expenses of $30,000 to increase circula- 
tion of the newspapers and magazines her agency distributes. She elects to expense 
these items for regular income tax purposes. 

® Hal and Wilma earn $12,000 interest on State of New York bonds they acquired in 
2005. These bonds are classified as private activity bonds. 


L0.5, 6 Bonnie, who is single, has taxable income of $0 in 2009. She has positive timing 
adjustments of $200,000 and AMT exclusion items of $100,000 for the year. What is the 
amount of Bonnie’s AMT credit for carryover to 2010? 


LO.7 Aqua, Inc., a calendar year corporation, has the following gross receipts and taxable 
income for 2001-2009: 


Year Gross Receipts Taxable Income 
2001 $6,000,000 $1,450,000 
2002 6,200,000 1,375,000 
2003 6,100,000 1,425,000 
2004 8,000,000 1,400,000 
2005 7,000,000 1,312,000 
2006 7,500,000 985,000 
2007 7,200,000 1,002,000 
2008 7,100,000 1,010,000 
2009 6,500,000 990,000 


a. When is Aqua first exempt from the AMT as a small corporation? 
b. Is Aqua subject to the AMT for 2009? 


L0.7 Gray Corporation (a calendar year corporation) reports the following information 
for the years listed below: 


2008 2009 2010 
Unadjusted AMTI $3,000 $2,000 $5,000 
Adjusted current earnings 4,000 3,000 2,000 


Compute the ACE adjustment for each year. 


L0.7 In each of the following independent situations, determine the tentative AMT: 


AMTI (before the 
exemption amount) 


Quincy Corporation $150,000 
Redland Corporation 160,000 
Tanzen Corporation 320,000 


63. 10.7 Amber, Inc., has taxable income of $200,000. During the year, Amber paid 
dividends of $30,000. The corporation had $20,000 of positive AMT adjustments and 


$25,000 of tax preferences. 


a. Calculate Amber’s regular income tax liability. 
b. Calculate Amber’s AMTI and AMT. 


CUMULATIVE PROBLEMS 


64. Robert M. and Jane R. Armstrong live at 1802 College Avenue, Carmel, IN 46302. They 
are married and file a joint return for 2008. The Armstrongs have two dependent 
children, Ellen J. and Sean M., who are 10-year-old twins. Ellen’s Social Security number 
is 123-45-6788, and Sean’s is 123—45-6787. Robert pays child support of $12,000 for 
Amy, his 17-year-old daughter from his previous marriage. Amy’s Social Security number 
is 123—45-6786. According to the divorce decree, Margaret, Robert’s former wife, has 
legal custody of Amy. Margaret provides the balance of Amy’s support (about $6,000). 


Robert (111-11-1111) is a factory foreman, and Jane (123-45-6789) is a computer 
systems analyst. The Armstrongs’ W—2 Forms for 2008 reflect the following information: 


Robert 
Salary (Indiana Foundry, Inc.) $95,000 
Salary (Carmel Computer Associates) 
Federal income tax withheld 24,750 
Social Security wages 95,000 
Social Security tax withheld 5,890 
Medicare wages 95,000 
Medicare tax withheld 1,378 
State wages 95,000 
State income tax withheld 4,900 


In addition to their salaries, the Armstrongs had the following income items in 2008: 


$23,500 


Interest income (Carmel Sanitation District Bonds) 
Interest income (Carmel National Bank) 


Qualified dividend income (Able Computer 
Corporation) 


Gambling income 
Gift from Uncle Raymond to Robert 


Jane inherited $750,000 from her grandfather in January and invested the money in the 
Carmel Sanitation District Bonds, which are private activity bonds. Jane was selected as 
the “Citizen of the Year” and received an award of $5,000. She used the $5,000 to pay 


credit card debt. 


The Armstrongs incurred the following expenses during 2008: 


$21,000 


Medical expenses (doctor and hospital bills) 
Real property tax on personal residence 


Mortgage interest on personal residence (reported on 


Form 1098) 
Investment interest expense 
Contributions 
Gambling losses 
Sales taxes (from sales tax table) 


$110,000 


102,000 


110,000 


110,000 
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TAX RETURN PROBLEM 


TaxCut 


Jane 


27,000 
6,324 
1,595: 


5,500 


2,900 


15,000 
4,500 
8,000 


6,900 


7,400 
2,300 
11,500 
5,800 
1,851 
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On March 1, Robert and Jane contributed Ace stock to the Carmel Salvation Army, a pub- 
lic charity. They had acquired the stock on February 9, 1997, for $6,500. The stock was 
listed on the New York Stock Exchange at a value of $9,000 on the date of the contribu- 
tion. In addition, Robert and Jane contributed $2,500 during the year to Second Church. 

Robert sold five acres of land to a real estate developer on October 12, 2008, for 
$100,000. He had acquired the land on May 15, 9004, for $81,000. 

Use Forms 1040, 4952, 6251, and 8283 and Schedules A, B, and D to compute the tax 
liability (including AMT) for Robert and Jane Armstrong for 2008. Suggested software: 
TaxCut. Write a letter to the Armstrongs indicating whether they have a refund or 
balance due for 2008, and suggest possible tax planning strategies for 2009. 


65. Ron T. Freeman, age 38, is single and has no dependents. Ron’s Social Security number 
is 111-11-1111. His address is 201 Front Street, Missoula, MT 59812. He is independently 


wealthy as a result of having inherited sizable holdings in real estate and corporate stocks 

and bonds. Ron is a minister at First Methodist Church, but he accepts no salary from the 

church. However, he does reside in the church’s parsonage free of charge. The fair 

rental value of the parsonage is $2,500 a month. The church also provides him a cash 

grocery allowance of $250 a week. Examination of Ron’s financial records provides the 

following information for 2009: 

a. On January 16, 2009, Ron sold 2,000 shares of stock for a gain of $29,000. The stock 
was acquired nine months ago. 

b. He received $40,000 of interest on private activity bonds that he had purchased in 
2007. He also received $20,000 of interest on tax-exempt bonds that are not private 


activity bonds. 
c. He received gross rent income of $178,000 from an apartment complex he owns. He 
qualifies as an active participant. ' 
d. Expenses related to the apartment complex, which he acquired in 1987, were 
$217,000. 


e. Ron’s interest income (on CDs) totaled $15,000. Since he invests only in growth 
stocks, he has no dividend income. 

f. He won $6,000 on the lottery. 

g. On October 9, 2006, Ron exercised his rights under Egret Corporation’s incentive 
stock option plan. For an option price of $30,000, he acquired stock worth $65,000. 
The stock became freely transferable in 2009. At the date the stocks became freely 
transferable, the fair market value was $90,000. 

h. Ron was the beneficiary of an $800,000 life insurance policy on his Uncle Jake. He 
received the proceeds in October. 

i. Ron had the following potential itemized deductions from AGI: 


© $4,600 fair market value of stock contributed to Methodist Church (basis of stock 
was $3,000). He had owned the stock for two years. 

© $3,800 interest on consumer purchases. 

e $4,200 state and local income tax. 

© $5,500 medical expenses (before 7.5% floor) for himself. He also paid $10,000 of 
medical expenses for a parishioner who died. 

° $300 for a safe deposit box that is used to store investments and related legal 
documents. 

© $4,500 paid for lottery tickets associated with playing the state lottery. Ron contrib- 
uted his net winnings of $1,500 to the church. 

© $5,000 contribution to his traditional IRA. 

e Since Ron lived in Montana, he had no sales tax. 

© $500 contribution to the campaign of the Democratic candidate for governor. 


Compute Ron’s tax liability, including AMT if applicable, before prepayments or credits, 
for 2009. 


CHAPTER 12 Alternative Minimum Tax 12-43 


RESEARCH PROBLEMS 


Note: Solutions to Research Problems can be prepared by using the Checkpoint® ic} THOMSON REUTERS 
Student Edition online research product, which is available to accompany this text. It is Checkpoint? Student Edition 


also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. Samuel had worked for Pearl, Inc., for 35 years when he was discharged 
and his position filled by a much younger person. He filed and pursued a suit for age 
discrimination and received an award of $1.5 million. Under the contingent fee 
arrangement with his attorney, one-third of the award was paid directly to the attorney with 
the balance going to Samuel. Samuel reported the $1 million on his income tax return but 
did not include the $500,000 paid to the attorney. 

The IRS audited Samuel’s return and included the $500,000 contingency fee in his 
gross income. Additionally, Samuel was allowed a miscellaneous itemized deduction 
(subject to the 2% floor) for the fee paid to the attorney. The IRS adjustment caused a tax 
deficiency to be assessed for both the regular income tax and the AMT. 

Evaluate the result reached. 


Research Problem 2. Jolene receives tax-exempt interest of $33,000 on bonds that are 
classified as private activity bonds. She properly excludes the $33,000 from her gross 
income for regular income tax purposes [under §§ 103(a) and 103(b)(1)]. Jolene asks your 
advice on the treatment of the interest for AMT purposes. Locate the Code Section that 
covers this matter and advise Jolene accordingly. 


Research Problem 3. Masha Quigly filed her return for 2007 and reported taxable income of 
$48,600. This consisted of the following: 


AGI (includes $2,000 state income tax refund 


previously deducted with a tax benefit) $80,000 
Personal exemption (3,400) 
Miscellaneous itemized deductions in excess of 2% 

of AGI (28,000) 
Taxable income $48,600 


Although Masha had state and local tax expense of $9,000, she chose not to deduct 
them in calculating taxable income. Masha believed that if she claimed the state and local 
taxes, she would be subject to the AMT. As a result, she reported a tax liability of $8,574. 

Upon audit of the return, the IRS concluded that Masha should have included the 
$9,000 of state and local taxes in her itemized deductions. Thus, her decision to not deduct 
the state and local taxes did not relieve her from being subject to the AMT. 

Who is right? 


Research Problem 4. On his 2008 Federal income tax return, Walter deducted state income 
taxes of $8,000 for amounts withheld and estimated tax payments made in 2008. When he 
filed his 2008 state income tax return in April 2009, he discovered that he had overpaid his 
state income taxes by $1,500. Rather than having the $1,500 refunded to him, he treated it 
as a 2009 estimated tax payment. The year 2008 was not an AMT year for Walter. 

In preparing his 2009 Federal income tax return, Walter is confused about how he 
should treat the $1,500 in calculating his Federal income tax liability. He knows that under 
the § 111 tax benefit rule, he should include the $1,500 in gross income in calculating his 
regular taxable income. However, since he is going to be subject to the AMT, he is 
uncertain as to how he should treat the $1,500 in calculating AMT. He thinks that the 
amount could be treated as a negative adjustment in converting taxable income to AMT] if 
2008 had been an AMT year. Since it was not, Walter is unsure of the treatment. 

Advise Walter on the appropriate treatment of the $1,500 in calculating his 2009 


Federal income tax liability. 
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Procedures 


LEARNING OBJECTIVES 


After completing Chapter 13, you should be able to: 


L0.1 


Explain how tax credits are used as a 
tool of Federal tax policy. 


L0.2 

Distinguish between refundable and 
nonrefundable credits and 
understand the order in which they 
can be used by taxpayers. 


LO.3 


Describe various business-related tax 
credits. 


L0.4 

Describe various tax credits that are 
available primarily to individual 
taxpayers. 


Tax Credits and Payment 


LO.5 


Understand the tax withholding and 
payment procedures applicable to 
employers. 


L0.6 


Understand the payment procedures 
applicable to self-employed persons. 


L0.7 

Identify tax planning opportunities 
related to tax credits and payment 
procedures. 


for Individuals 


This framework for individual 
taxation is based on the 
Income Tax Formula in 
Figure 3.1. The portions 

of the formula that are 
boldfaced are covered in 

this chapter. Below those 
portions are shown the 
sections of Form 1040 where 
the results are reported. 


EDUCATION 
TAX CREDITS 


Tax Formula | 


THE BIG PICTURE 


Income (broadly conceived). <..fsicenans oo eget tie = ote + ea ee iateg etal anne ee eae $XX,XXX 


Less: Exclusions ..... eth alam Eb ods < Re as URES Bae of oR (Gk EE oi hear Gene eo ie X,XXX 
GrOSS IRCOMG. ae Oe ose ee ae lee eee ARG eile te hw His nk. knw $XX, XXX 
Less; Deductions for adjusted gross INCOME 2.2. < 22 fone es cee ve ee vein retested eer X, XXX 
Adjusted gross INCOME! 5.0% sisscute we «5 scirele ne im etnias eek Peta pre ne aN OGDEN 
Less: The greater of total itemized deductions orthe standard deduction................... (X,XXX) 

Personal and dependency exemptionS.; «<2. .2 472.65. 2 1-50 ciel ns alee sieiete ate _(X,XXX 
Taxable income............. 1 gy Settle Bela asc ok eee $XX,XXX 
Tax on taxable income (see Tax Tables or Tax Rate Schedules) ....................00000- $ X,XXxX 
Less: Tax credits (including income taxes withheld and prepaid).............. sehen (Xxx) 


47 Foreign tax credit. Attach Form 1116 if required . . . ; 
48 Credit for child and dependent care expenses. Attach Form 2441 
49 Credit for the elderly or the disabled. Attach Schedule Rea 
50 Education credits. Attach Form 8863 . Spe 
51 Retirement savings contributions credit. Attach Form 8880 . 
52 Child tax credit (see page 42). Attach Form 8901 if required . 

53 Credits from Form: aL]s396 bL18s39_ c L] 5695 

54 Other credits from Form: a [13800 b [| 8801 c L] 

55 ‘Add lines 47 through 54. These are your total credits 


ia eee RAED elke a See an 


Tom and Jennifer Snyder have two children in college. Lora is a freshman, and 
her tuition and required fees in 2009 total $14,000. Lora has a partial scholarship 
amounting to $6,500, and the Snyders paid the balance of her tuition and fees 
($7,500), plus room and board of $8,500. Sam is a junior, and the Snyders paid 
$8,100 for his tuition and fees, plus $7,200 for his room and board. Both students 
qualify as Tom and Jennifer’s dependents. 

The Snyders have AGI of $168,000. They would like to know what tax options are avail- 
able to them related to these expenses. They have heard about the changes in education 
tax credits enacted by the American Recovery and Reinvestment Tax Act of 2009, but 
they believe that their income is too high for them to get any benefit. Are they correct? 
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s explained in Chapter 1, Federal tax law often serves purposes besides 

merely raising revenue for the government. Evidence of equity, social, and 

economic considerations, among others, is found throughout the tax law. 
These considerations also bear heavily in the area of tax credits. Consider the follow- 
ing examples: 


Paul and Peggy, husband and wife, are both employed outside the home. Their com- P EXAMPLE 1 | 


bined salaries are $50,000. However, after paying for child care expenses of $2,000 on 
behalf of their daughter, Polly, the net economic benefit from both spouses working is 
$48,000. The child care expenses are, in a sense, business related since they would not 
have been incurred if both spouses did not work outside the home. If no tax benefits 
are associated with the child care expenditures, $50,000 is subject to tax. 

Another couple, Alicia and Diego, also have a child, John. Diego stays at home to 
care for John (the value of those services is $2,000) while Alicia earns a $48,000 salary. 
Because the value of Diego’s services rendered is not subject to tax, only Alicia’s earn- 
ings of $48,000 are subject to tax. m 


The credit for child and dependent care expenses mitigates the inequity felt by 
working taxpayers who must pay for child care services in order to work outside the 
home. 


Graham, age 66, is a retired taxpayer who receives $17,000 of Social Security benefits as PeexAMPiE 2 


his only source of income in 2009. His Social Security benefits are excluded from gross 
income. Therefore, Graham's income tax is $0. In 2009, Olga, a single taxpayer 66 years 
of age, has, as her sole source of income, $17,000 from a pension plan funded by her 
former employer. Assuming Olga has no itemized deductions or deductions for AGI, 
her income tax for 2009 (before credits) is $625, based on the following computation: 


Pension plan benefits $ 17,000 
Less: Basic standard deduction (5,700) 
Additional standard deduction (1,400) 
Personal exemption (3,650) 
Taxable income $ 6,250 
Income tax (at 10%) $ ©6625 


The tax credit for elderly or disabled taxpayers was enacted to mitigate this inequity. 


EXAMPLE 300 


Jane is a single parent who depends on the government's “safety net” for survival—she 
receives benefits under the Temporary Assistance to Needy Families program in the 
amount of $15,000 per year. However, she very much wishes to work. Jane has located 
a job that will pay $15,500 per year and has found an individual to care for her child at 
no cost. But, with the $1,185.75 ($15,500 x 7.65%) withholding for Social Security and 
Medicare taxes, the economic benefit from working is less than remaining reliant on 
the government ($14,314.25 as compared to $15,000). = 


To help offset the effect of Social Security and Medicare taxes on wages of the work- 
ing poor and to provide an incentive to work, the earned income credit is used to 
increase the after-tax earnings of qualified individuals. In addition, the earned 
income credit helps offset the regressive nature of certain taxes, such as the Social 
Security and Medicare taxes, which impose a relatively larger burden on low-income 
taxpayers than on more affluent taxpayers. 

These tax credits and many of the other important tax credits available to indi- 
viduals and other types of taxpayers are a major focus of this chapter. The chap- 
ter begins by discussing important tax policy considerations relevant to tax 
credits. Tax credits are categorized as being either refundable or nonrefundable. 
The distinction between refundable and nonrefundable credits is important 
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because it may affect the taxpayer’s ability to enjoy a tax benefit from a particular 
credit. 

Next, an overview of the priority of tax credits is presented. The chapter contin- 
ues with a discussion of the credits available to businesses and to individual taxpayers 
and the ways in which credits enter into the calculation of the tax liability. 

The Federal tax system has long been based on the pay-as-you-go concept. That is, 
taxpayers or their employers are required to make regular deposits with the Federal 
government during the year as payment toward the tax liability that will be deter- 
mined at the end of the tax year. These deposits are in effect refundable credits. The 
chapter concludes with a discussion of procedures used in calculating tax deposits, 
special problems encountered by self-employed persons when estimating their tax 
payments, and penalties imposed on underpayments. 


13.1 Tax PoLicy CONSIDERATIONS | 


L0.1 Congress has generally used tax credits to achieve social or economic objectives or 


Explain how tax credits are used to promote equity among different types of taxpayers. For example, the disabled 7 
as a tool of Federal tax policy. access credit was enacted to accomplish a social objective: to encourage taxpayers to 3 
renovate older buildings so they would be in compliance with the Americans with , 


Disabilities Act. This Act requires businesses and institutions to make their facilities 
more accessible to persons with various types of disabilities. As another example, the 
foreign tax credit, which has been a part of the law for decades, has as its purpose 
the economic and equity objectives of mitigating the burden of multiple taxation on 
a single stream of income. 

A tax credit should not be confused with an income tax deduction. Certain 
expenditures of individuals (e.g., business expenses) are permitted as deductions 
from gross income in arriving at adjusted gross income (AGI). Additionally, individ- 
uals are allowed to deduct certain nonbusiness and investment-related expenses from 
AGI. While the tax benefit received from a tax deduction depends on the tax rate, a 
tax credit is not affected by the tax rate of the taxpayer. 


EXAMPLE 4 ==] Assume Congress wishes to encourage a certain type of expenditure. One way to ac- 


complish this objective is to allow a tax credit of 25% for such expenditures. Another 
way is to allow an itemized deduction for the expenditures. Assume that Abby’s 
tax rate is 15%, while Bill’s tax rate is 35%, and that each itemizes deductions. In addi- 
tion, assume that Carmen does not incur enough qualifying expenditures to itemize 
deductions. The following tax benefits are available to each taxpayer for a $1,000 
expenditure: 


Abby Bill Carmen 
Tax benefit if a 25% credit is allowed $250 $250 $250 
Tax benefit if an itemized deduction is allowed 150 350 —0- 


As these results indicate, tax credits provide benefits on a more equitable basis than do 
tax deductions. Equally apparent is that the deduction approach in this case benefits 
only taxpayers who itemize deductions, while the credit approach benefits all tax- 
payers who make the specified expenditure. @ 


For many years, Congress has used the tax credit provisions of the Code liberally 
in implementing tax policy. Although budget constraints and economic considera- 
tions often have dictated the repeal of some credits, other credits, such as those ap- 
plicable to expenses incurred for child and dependent care, have been kept to 
respond to important social policy considerations. Still other credits, such as the one 
available to low-income workers, have been retained based on economic and equity 
considerations. Finally, as the myriad of tax proposals so frequently pending before 


TAXin 


the-NEWS 


To help stem the increasing dependence of the United 
States on foreign sources of energy, Congress enacted the 
Energy Tax Incentives Act of 2005. The legislation provides 

| Numerous tax breaks for power producers as well as for 

| consumers, many of which take the form of tax credits. The 
primary goals of the tax provisions are to improve energy- 
related infrastructure, provide more incentives for tradi- 
tional fossil fuel production, and encourage higher levels of 

energy conservation. 

Some of the more widely applicable provisions include 

credits for: 


© Builders who construct energy-efficient homes. 
® Individuals who make energy-saving improve- 
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= 


¢ Businesses that buy fuel cell and microturbine ~~ 
power plants. See 
® Taxpayers who purchase alternative power . a 
motor vehicles and refueling property. oe 


Like many other tax credits, the energy credits hav 
been designed to modify taxpayer behavior. More spe 
cifically, in this case, Congress's intention is that these 
credits will lead to greater conservation and more effi- _ 
cient use of energy. At the bill-signing ceremony, Presi- _ 
dent Bush remarked that the legislation is “not a bill for 
today or necessarily a bill for tomorrow, but it’s a bill for 
the future.” Only time will tell whether Congress's 
intentions and President Bush’s prediction of greater 


ments to their residences. 
© Manufacturers that make energy-efficient appli- 
ances. 


energy independence for the United States will prove to 
be true. 


Congress makes clear, the use of tax credits as a tax policy tool continues to evolve as 
economic and political circumstances change. 


13.2 OVERVIEW AND PRIORITY OF CREDITS 


ee EEE aE IED ESS IEEE 


REFUNDABLE VERSUS NONREFUNDABLE CREDITS 

As illustrated in Exhibit 13.1, certain credits are refundable while others are nonre- 
fundable. Refundable credits are paid to the taxpayer even if the amount of the credit 
(or credits) exceeds the taxpayer’s tax liability. 


LO.2 


Distinguish between refundable 


and nonrefundable credits and 
understand the order in which 
they can be used by taxpayers. 


Ted, who is single, had taxable income of $21,000 in 2009. His income tax from the EXAMPLE 5 
2009 Tax Rate Schedule is $2,733. During 2009, Ted’s employer withheld income tax of 
$3,200. Ted is entitled to a refund of $467 because the credit for tax withheld on wages 


isarefundable credit. @ 


Nonrefundable credits are not paid if they exceed the taxpayer’s tax liability. 


Tina is single, age 67, and retired. Her taxable income for 2009 is $1,320, and the tax on SBAAMELE 92. 
this amount is $132. Tina’s tax credit for the elderly is $225. This credit can be used to 
reduce her net tax liability to zero, but it will not result in a refund, even though the 
credit ($225) exceeds Tina’s tax liability ($132). This result occurs because the tax credit 


for the elderly isa nonrefundable credit. 


Some nonrefundable credits, such as the foreign tax credit, are subject to carry- 
over provisions if they exceed the amount allowable as a credit in a given year. Other 
nonrefundable credits, such as the tax credit for the elderly (refer to Example 6), 
are lost if they exceed the limitations. Because some credits are refundable and 
others are not and because some credits are subject to carryover provisions while 
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Partial Listing of Refundable and 


Sieben Nonrefundable Credits 


Refundable Credits 


Taxes withheld on wages 
Earned income credit 
First-time homebuyer credit 


Nonrefundable Credits 


Credit for child and dependent care expenses 
Credit for elderly or disabled 
Adoption expenses credit 
Child tax credit* 
Education tax credits** 
Credit for certain retirement plan contributions 
Foreign tax credit 
General business credit, which includes the following: 
Tax credit for rehabilitation expenditures 
Work opportunity tax credit 
Research activities credit - 
Low-income housing credit 
Disabled access credit 
Credit for small employer pension plan startup costs 
Credit for employer-provided child care 


*The credit is refundable to the extent of 15 percent of the taxpayer’s 
earned income in excess of $3,000 for 2009. Parents with three or 
more qualifying children may compute the refundable portion 
using an alternative method. 


**Forty percent of the American Opportunity credit is refundable. 


others are not, the order in which credits are offset against the tax liability can be 
important.' i 


GENERAL BUSINESS CREDIT 


As shown in Exhibit 13.1, the general business credit is composed of a number of 
other credits, each of which is computed separately under its own set of rules. The 
general business credit combines these credits into one amount to limit the amount 
of business credits that can be used to offset a taxpayer’s income tax liability. The 
idea behind combining the credits is to prevent a taxpayer from completely avoiding 
an income tax liability in any one year by offsetting it with business credits that would 
otherwise be available. 

Two special rules apply to the general business credit. First, any unused credit 
must be carried back 1 year, then forward 20 years. Second, for any tax year, the 


general business credit is limited to the taxpayer’s net income tax reduced by the 
greater of: 


e The tentative minimum tax. 
e 25 percent of net regular tax liability that exceeds $25,000.° 


"With the passage of the Tax Relief Reconciliation Act of 2001, the ordering 
rules and limitations applied when offsetting tax credits against both the reg- 
ular income tax liability and the alternative minimum tax liability have 
become increasingly complex. In addition, different variations of these rules 


will apply over time as this legislation is fully implemented. Further discus- 
sion of the intricacies of these rules is beyond the scope of this chapter. 

°§ 38(c). 

“This amount is $12,500 for married taxpayers filing separately unless one of 
the spouses is not entitled to the general business credit. 


As te 
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In order to understand the general business credit limitation, several terms need 
defining: 


° Net income taxis the sum of the regular tax liability and the alternative min- 

imum tax reduced by certain nonrefundable tax credits. 

Tentative minimum tax for this purpose is reduced by the foreign tax credit 

allowed. 

° Regular tax lability is determined from the appropriate tax table or tax rate 
schedule, based on taxable income. However, the regular tax liability does 
not include certain taxes (e.g., alternative minimum tax). 

° Net regular tax lability is the regular tax liability reduced by certain nonre- 
fundable credits (e.g., credit for child and dependent care expenses, for- 
eign tax credit). 


Floyd’s general business credit for the current year is $70,000. His net income tax is PSExOUPTE SZ | 


$150,000, tentative minimum tax is $130,000, and net regular tax liability is $150,000. 
He has no other tax credits. Floyd’s general business credit allowed for the tax year is 
computed as follows: 


Net income tax $ 150,000 
Less: The greater of 

$130,000 (tentative minimum tax) 

$31,250 [25% x ($150,000 — $25,000)] (130,000) 
Amount of general business credit allowed for tax year $ 20,000 


Floyd then has $50,000 ($70,000 — $20,000) of unused general business credits that 
may be carried back or forward as discussed below. @ 


TREATMENT OF UNUSED GENERAL BUSINESS CREDITS 


Unused general business credits are initially carried back one year and are applied to 
reduce the tax liability during that year. Thus, the taxpayer may receive a tax refund as a 
result of the carryback. Any remaining unused credits are then carried forward 20 years.” 

A FIFO method is applied to the carrybacks, carryovers, and utilization of credits 
earned during a particular year. The oldest credits are used first in determining the 
amount of the general business credit. The FIFO method minimizes the potential 
for loss of a general business credit benefit due to the expiration of credit carryovers, 
since the earliest years are used before the current credit for the taxable year. 


EXAMPLE 8 


This example illustrates the use of general business credit carryovers. 


General business credit carryovers 


2006 $ 4,000 
2007 6,000 
2008 2,000 
Total carryovers $12,000 
2009 general business credit $ 40,000 
Total credit allowed in 2009 (based on tax liability) $50,000 
Less: Utilization of carryovers 
2006 (4,000) 
2007 (6,000) 
2008 (2,000) 
Remaining credit allowed in 2009 $38,000 
Applied against 
2009 general business credit (38,000) 
2009 unused amount carried forward to 2010 $ 2,000 cs 


4§ 39(a)(1). 


13-8 PARTIV Special Tax Computation Methods, Payment Procedures, and Tax Credits www.cengage.com/taxation/swft 


13.3 SPECIFIC BUSINESS-RELATED [AX 
CREDIT PROVISIONS 


L0.3 Each component of the general business credit is determined separately under its 
own set of rules. Some of the more important credits that make up the general busi- 
ness credit are explained here in the order listed in Exhibit 13.1. 


Describe various business- 
related tax credits. 


TAX CREDIT FOR REHABILITATION EXPENDITURES 


Taxpayers are allowed a tax credit for expenditures incurred to rehabilitate industrial 
and commercial buildings and certified historic structures. The rehabilitation expendi- 
tures credit is intended to discourage businesses from moving from older, economically 
distressed areas (e.g., inner cities) to newer locations and to encourage the sean 
tion of historic structures. The current operating features of this credit follow: 


Rate of the Credit for 
Rehabilitation Expenses Nature of the Property 


10% Nonresidential buildings and residential rental 
property, other than certified historic structures, 
originally placed in service before 1936 

20% Nonresidential and residential certified historic 
structures 


; 
A 
z 


When taking the credit, the basis of a rehabilitated building must be reduced by 
the full rehabilitation credit allowed.° 


; ER AM PEE Juan spent $60,000 to rehabilitate a building (adjusted basis of $40,000) that had origi- 


nally been placed in service in 1932. He is allowed a $6,000(10% x $60,000) credit for 
rehabilitation expenditures. Juan then increases the basis of the building by $54,000 
[$60,000 (rehabilitation expenditures) — $6,000 (credit allowed)]. If the building were 
a historic structure, the credit allowed would be $12,000 (20% x $60,000), and the 
building’s depreciable basis would increase by $48,000 [$60,000 (rehabilitation 
expenditures) — $12,000(credit allowed)]. = 


To qualify for the credit, buildings must be substantially rehabilitated. A building 
has been substantially rehabilitated if qualified rehabilitation expenditures exceed the 
greater of: 


° The adjusted basis of the property before the rehabilitation expenditures, or 
e $5,000. 


Qualified rehabilitation expenditures do not include the cost of acquiring a build- 
ing, the cost of facilities related to a building (such as a parking lot), and the cost of 
enlarging an existing building. 


Recapture of Tax Credit for Rehabilitation Expenditures 


The rehabilitation credit taken must be recaptured if the rehabilitated property is 
disposed of prematurely or if it ceases to be qualifying property. The rehabilitation 
expenditures credit recapture is based on a holding period requirement of five years 
and is added to the taxpayer’s regular tax liability in the recapture year. The recapture 
amountis also added to the adjusted basis of the rehabilitation expenditures for purposes 
of determining the amount of gain or loss realized on the property’s disposition. 

The portion of the credit recaptured is a specified percentage of the credit that 
was taken by the taxpayer. This percentage is based on the period the property was 
held by the taxpayer, as shown in Table 13.1. 


°§ 47. : ®§ 50(c). 
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TABLE 13.1 Recapture Calculation for Rehabilitation Expenditures Credit 


a a at ot He ie Bee te ot fart ew a ee dd ie 


If the Property Is Held for The Recapture Percentage Is 
gS Lee a ie 81d eek et os a ok oo ieee el ee 


Less than 1 year 100 
One year or more but less than 2 years 

Two years or more but less than 3 years 

Three years or more but less than 4 years 

Four years or more but less than 5 years 

Five years or more 
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On March 15, 2006, Rashad placed in service $30,000 of rehabilitation expenditures on PERAMELE 20). 


a building qualifying for the 10% credit. A credit of $3,000 ($30,000 x 10%) was 
allowed, and the basis of the building was increased by $27,000($30,000 — $3,000). The 
building was sold on December 15, 2009. Rashad must recapture a portion of the reha- 
bilitation credit based on the schedule in Table 13.1. Because he held the rehabilitated 
property for more than three years but less than four, 40% of the credit, or $1,200, is 
added to his 2009 tax liability. Also, the adjusted basis of the rehabilitation expendi- 
tures is increased by the $1,200 recapture amount. & 


THE REHABILITATION TAX CREDIT 


Your brother—who buys, modernizes, and sells buildings in 
a large metropolitan city—has come to you for advice. Given 
the recent credit market conditions, business has been 
tough, and he has sold only a few buildings. One of your 
brother's buildings is a certified historic structure that would 
qualify for the 20 percent rehabilitation tax credit. Based on 
several recent appraisals, the building is currently worth 
$400,000. The expenditures needed to rehabilitate the 


qualify for the rehabilitation tax credit. Your brother has 


been approached by an individual who is interested in buy- 


ing the building. The customer has offered to pay your 
brother $300,000 for the building and $350,000 for the reha- 
bilitation work. This approach would provide the customer 
with a larger tax credit ($350,000 x 20% versus $250,000 x 
20%) and provide a needed sale for your brother's business. 
How do you respond? 


building would be about $250,000, all of which would 


WORK OPPORTUNITY TAX CREDIT 


The work opportunity tax credit was enacted to encourage employers to hire individuals 
from one or more of a number of targeted and economically disadvantaged groups.’ 
Examples of such targeted persons include qualified ex-felons, high-risk youths, food 
stamp recipients, veterans, summer youth employees, and long-term family assistance 
recipients. The American Recovery and Reinvestment Tax Act of 2009 adds two addi- 
tional targeted groups for 2009 and 2010—unemployed veterans (discharged or 
released from active duty in 2008, 2009, and 2010 and recipients of unemployment 
benefits for at least four weeks during the year prior to being hired) and disconnected 
youth (aged 16 to 25 when hired, not attending school and not employed for the six 
months prior to being hired, and not having sufficient skills to be employed). 


Computation of the Work Opportunity Tax Credit: General 


The credit is generally equal to 40 percent of the first $6,000 of wages (per eligible 
employee) for the first 12 months of employment. Thus, the credit is not available 


§ 61. The credit is available only if qualifying employees start work by August 
31, 2011. 
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for any wages paid to an employee after the fist year of employment. If the employ- 
ee’s first year overlaps two of the employer’s tax years, however, the employer may 
take the credit over two tax years. If the credit is taken, the employer’s tax deduction 
for wages is reduced by the amount of the credit. 

For an employer to qualify for the 40 percent credit, the employee must (1) be 
certified by a designated local agency as being a member of one of the targeted 
groups and (2) have completed at least 400 hours of service to the employer. If an 
employee meets the first condition but not the second, the credit rate is reduced to 
25 percent provided the employee has completed a minimum of 120 hours of service 
to the employer. 


PSERANPLE G2 In January 2009, Green Company hires four individuals who are certified to be members 


of a qualifying targeted group. Each employee works 800 hours and is paid wages of 
$8,000 during the year. Green Company's work opportunity credit is $9,600 [($6,000 x 
40%) x 4 employees]. If the tax credit is taken, Green must reduce its deduction for 
wagés paid by $9,600. No credit is available for wages paid to these employees after 
their first year of employment. ™ 


E BXAMELE $2000 5 On June 1, 2009, Maria, a calendar year taxpayer, hires Joe, a certified member of a tar- 


geted group. During the last seven months of 2009, Joe is paid $3,500 for 500 hours of 
work. Maria is allowed a credit of $1,400 ($3,500 x 40%) for 2009. Joe continues to 
work for Maria in 2010 and is paid $7,000 through May 31, 2010. Because up to $6,000 
of first-year wages are eligible for the credit, Maria is allowed a 40% credit on $2,500 
[$6,000 — $3,500(wages paid in 2009)] of wages paid in 2010, or $1,000($2,500 x 40%). 
None of Joe’s wages paid after May 31, the end of the first year of employment, is eligi- 
ble for the credit. = 


Computation of the Work Opportunity Tax Credit: 
Qualified Summer Youth Employees 


The credit for qualified summer youth employees is allowed on wages for services 
during any 90-day period between May | and September 15. The maximum wages el- 
igible for the credit are $3,000 per summer youth employee. The credit rate is the 
same as the general work opportunity tax credit rate. If the employee continues 
employment after the 90-day period as a member of another targeted group, the 
amount of the wages eligible for the general work opportunity tax credit as a mem- 
ber of the new target group is reduced by the wages paid to the employee as a quali- 
fied summer youth employee. 

A qualified summer youth employee must be age 16 or 17 on the hiring date. In addi- 
tion, the individual’s principal place of abode must be within an empowerment 
zone, enterprise community, or renewal community. 


Computation of the Work Opportunity Tax Credit: 
Long-Term Family Assistance Recipient 


The credit® is available to employers hiring individuals who have been long-term 
recipients of family assistance welfare benefits. In general, long-term recipients are 
those individuals who are certified by a designated local agency as being a member 
of a family receiving assistance under a public aid program for at least an 18-month 
period ending on the hiring date. Unlike the work opportunity credit for other tar- 
geted groups, which applies only to first-year wages paid to qualified individuals, the 
credit is available for qualified wages paid in the frrst two years of employment if the 
employee is a long-term family assistance recipient. If an employee’s first and second 


“Prior to 2007, this component of the work opportunity tax credit was the wel- the work opportunity tax credit [§ 51(d)(1)(I)], and the maximum credit is 
fare-to-work credit, which was provided for under § 51A. Under current law, now slightly more generous than under prior law. 
long-term family assistance recipients are a designated targeted group under 
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work years overlap two or more of the employer’s tax years, the employer may take 
the credit during the applicable tax years. 

The credit is equal to 40 percent of the first $10,000 of qualified wages paid to an 
employee in the first year of employment, plus 50 percent of the first $10,000 of 
qualified wages paid in the second year of employment, resulting in a maximum 
credit per qualified employee of $9,000 [$4,000 (year 1) + $5,000 (year 2)]. The 
credit rate is higher for second-year wages to encourage employers to retain quali- 
fied individuals, thereby promoting the overall welfare-to-work goal. 


In April 2009, Blue Company hired three individuals who are certified as long-term family exauerE | 


assistance recipients. Each employee is paid $12,000 during 2009. Two of the three indi- 
viduals continue to work for Blue Company in 2010, earning $9,000 each during the year. 
Blue Company’s work opportunity tax credit is $12,000 [(40% x $10,000) x 3 employees] 
for 2009 and $9,000 [(50% x $9,000) x 2 employees] for 2010. In each year, Blue must 
reduce its deduction for wages paid by the amount of the credit for that year. ™ 


RESEARCH ACTIVITIES CREDIT 


To encourage research and experimentation, usually described as research and de- 
velopment (R&D), a credit is allowed for certain qualifying expenditures paid or 
incurred by a taxpayer. The research activities credit is the swm of three components: 
an incremental research activities credit, a basic research credit, and an energy 
research credit.” 


Incremental Research Activities Credit 


The incremental research activities credit is equal to 20 percent of the excess of quali- 
fied research expenses for the taxable year over the base amount.'® 

In general, research expenditures qualify if the research relates to discovering tech- 
nological information that is intended for use in the development of a new or 
improved business component of the taxpayer. Such expenses qualify fully if the 
research is performed in-house (by the taxpayer or employees). If the research is 
conducted by persons outside the taxpayer’s business (under contract), only 65 per- 
cent of the amount paid qualifies for the credit.'! 


George incurs the following research expenditures: 


In-house wages, supplies, computer time $50,000 
Paid to Cutting Edge Scientific Foundation for research 30,000 


George’s qualified research expenditures are $69,500 [$50,000 + ($30,000 x 65%)]. = 


Beyond the general guidelines described above, the Code does not give specific 
examples of qualifying research. However, the credit is not allowed for research that 
° ‘5 ° 5 5 : 12 
falls into certain categories, including the following: 


e Research conducted after the beginning of commercial production of 
the business component. 

e Surveys and studies such as market research, testing, or routine data col- 
lection. 

e Research conducted outside the United States (other than research under- 
taken in Puerto Rico or possessions of the United States). 

e Research in the social sciences, arts, or humanities. 


9 Al. Each component of the research credit is available only if qualifying In the case of payments to a qualified research consortium, § 41(b)(3)(A) 
provides that 75% of the amount paid qualifies for the credit. In contrast, 
for amounts paid to an energy research consortium, § 41(b)(3)(D) allows the 
full amount to qualify for the credit. 


expenditures are paid or incurred by December 31, 2009. 

Tn lieu of determining the incremental research credit as described here, a 
taxpayer may elect to calculate the credit using an alternative simplified ‘ 
credit procedure. See §§ 41(c)(4) and (5). '28§ 41(d). See also Reg. §§ 1.411 through 1.41-7. 
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| EXAMPLE 18 0 | XAMELE: 16 Assume the same facts as in Example 15, which shows that the potential incremental 


research activities credit is $20,000. In the current year, the expense that the taxpayer 


Determining the base amount involves a relatively complex series of computations, 
meant to approximate recent historical levels of research activity by the taxpayer. 
Thus, the credit is allowed only for increases in research expenses. A discussion of 
these computations is beyond the scope of this presentation. 


EM AMEER AS cS] Jack, a calendar year taxpayer, incurs qualifying research expenditures of $200,000 at 


the beginning of the year. Assuming the base amount is $100,000, the incremental 
research activities credit is $20,000 [($200,000 — $100,000) x 20%]. = 


Qualified research and experimentation expenditures are not only eligible for 
the 20 percent credit, but can also be deducted in the year incurred.’ In this regard, 


a taxpayer has two choices:'* 
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e Use the full credit and reduce the expense deduction for research 


expenses by 100 percent of the credit. 


e Retain the full expense deduction and reduce the credit by the product 
of 100 percent of the credit times the maximum corporate tax rate (35 


percent). 


As an alternative to the expense deduction, the taxpayer may capitalize the 
research expenses and amortize them over 60 months or more. In this case, the 
amount capitalized and subject to amortization is reduced by the full amount of 


the credit only if the credit exceeds the amount allowable as a deduction. 


can deduct and the credit amount are as follows: 


Full credit and reduced deduction 

$20,000 — $0 

$200,000 — $20,000 

Reduced credit and full deduction 

$20,000 — [(100% x $20,000) x 35%] 

$200,000 — $0 

Full credit and capitalize and elect to 
amortize costs over 60 months 


$20,000 — $0 
($200,000/60) x 12 


Basic Research Credit 


Corporations (other than S corporations or personal service corporations) are 
allowed an additional 20 percent credit for basic research payments made in excess of 
a base amount. This credit is not available to individual taxpayers. Basic research pay- 
ments are defined as amounts paid in cash to a qualified basic research organization, 
such as a college or university or a tax-exempt organization operated primarily to 


conduct scientific research. 


Basic research is defined generally as any original investigation for the advance- 
ment of scientific knowledge not having a specific commercial objective. The defini- 
tion excludes basic research conducted outside the United States and basic research 


'°§ 174. Also refer to the discussion of rules for deducting research and exper- 4§ 280C(c). 


imental expenditures in Chapter 7. 


Credit 
Amount 


$20,000 


13,000 


20,000 


Deduction 
Amount 


$180,000 


200,000 


40,000 


ey Be 
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in the social sciences, arts, or humanities. This reflects the intent of Congress to en- 
courage high-tech research in the United States. 

The calculation of this additional credit for basic research expenditures is com- 
plex and is based on expenditures in excess of a specially defined base amount. The 
portion of the basic research expenditures not in excess of the base amount is 


treated as a part of the qualifying expenditures for purposes of the regular credit for 
incremental research activities. 


Orange Corporation, a qualifying corporation, pays $75,000 to a university for basic PEXAMPLE 1700 | 


research. Assume that Orange’s base amount for the basic research credit is $50,000. 
The basic research activities credit allowed is $5,000 [($75,000 — $50,000) x 20%]. The 
$50,000 of basic research expenditures that equal the base amount are treated as 
research expenses for purposes of the regular incremental research activities credit. m 


Energy Research Credit 


This component of the research credit is intended to stimulate additional energy 
research. The calculation of the credit is relatively straightforward and is equal to 20 
percent of the amounts paid or incurred by a taxpayer to an energy research consor- 
ttum for energy research. 


LOW-INCOME HOUSING CREDIT 


To encourage building owners to make affordable housing available for low-income 
individuals, Congress has made a credit available to owners of qualified low-income 
housing projects.” 

More than any other, the low-income housing credit is influenced by nontax fac- 
tors. For example, certification of the property by the appropriate state or local 
agency authorized to provide low-income housing credits is required. These credits 
are issued based on a nationwide allocation. 

The amount of the credit is based on the qualified basis of the property. The 
qualified basis depends on the number of units rented to low-income tenants. Ten- 
ants are low-income tenants if their income does not exceed a specified percentage 
of the area median gross income. The amount of the credit is determined by multi- 
plying the qualified basis by a credit rate.'® The credit is allowed over a 10-year pe- 
riod if the property continues to meet the required conditions. 


Sarah spends $1 million to build a qualified low-income housing project that is com- SEAM ELE AS 


pleted on January 1 of the current year. The entire project is rented to low-income fam- 
ilies. Assume the credit rate for property placed in service during January is 7.65%. 
Sarah may claim a credit of $76,500 ($1,000,000 x 7.65%) in the current year and in 
each of the following nine years. Generally, first-year credits are prorated based on the 
date the project is placed in service. A full year’s credit is taken in each of the next nine 
years, and any remaining first-year credit is claimed in the eleventh year. @ 


Recapture of a portion of the credit may be required if the number of units set 
aside for low-income tenants falls below a minimum threshold, if the taxpayer disposes 
of the property or the interest in it, or if the taxpayer’s amount at risk decreases. 


DISABLED ACCESS CREDIT 


The disabled access credit is designed to encourage small businesses to make their 
facilities more accessible to disabled individuals. The credit is available for any eligi- 
ble access expenditures paid or incurred by an eligible small business. The credit 
is calculated at the rate of 50 percent of the eligible expenditures that exceed $250 


BS 49. a ; 7 ‘The rate is subject to adjustment every month by the IRS. 
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but do not exceed $10,250. Thus, the maximum amount for the credit is $5,000 
($10,000 x 50%).1” 

An eligible small business is one that during the previous year either had gross 
receipts of $1 million or less or had no more than 30 full-time employees. An eligible 
business can include a sole proprietorship, partnership, regular corporation, or 
S corporation. 

Eligible access expenditures are generally any reasonable and necessary amounts that 
are paid or incurred to make certain changes to facilities. These changes must 
involve the removal of architectural, communication, physical, or transportation bar- 
riers that would otherwise make a business inaccessible to disabled and handicapped 
individuals. Examples of qualifying projects include installing ramps, widening door- 
ways, and adding raised markings on elevator control buttons. However, eligible 
expenditures do not include amounts that are paid or incurred in connection with 
any facility that has been placed in service after the enactment of the credit (i.e., No- 
vember 5, 1990). 

To the extent a disabled access credit is available, no deduction or credit is 
allowed under any other provision of the tax law. The adjusted basis for depreciation 
is reduced by the amount of the credit. 


[| EXAMPLE 1900S This year Red, Inc., an eligible business, makes $11,000 of capital improvements to busi- 


ness realty that had been placed in service in June 1990. The expenditures are intended 
to make Red's business more accessible to the disabled and are considered eligible 
expenditures for purposes of the disabled access credit. The amount of the credit is 
$5,000 [($10,250 — $250) x 50%]. Although $11,000 of eligible expenditures are 
incurred, only the excess of $10,250 over $250 qualifies for the credit. Further, the ¥ 
depreciable basis of the capital improvement is $6,000 because the basis must be 

reduced by the amount of the credit [$11,000 (cost) — $5,000(amount of the credit)]. = 


CREDIT FOR SMALL EMPLOYER PENSION PLAN STARTUP COSTS 


Small businesses are entitled to a nonrefundable credit for administrative costs asso- 
ciated with establishing and maintaining certain qualified retirement plans.'® While 
such costs (e.g., payroll system changes, consulting fees) generally are deductible as 
ordinary and necessary business expenses, the credit is intended to lower the after- 
tax cost of establishing a qualified retirement program and thereby encourage quali- 
fying businesses to offer retirement plans for their employees. The credit for small 
employer pension plan startup costs is available for eligible employers at the rate of 
50 percent of qualified startup costs. An eligible employer is one with fewer than 100 
employees who have earned at least $5,000 of compensation. Qualified startup costs 
include ordinary and necessary expenses incurred in connection with establishing or 
maintaining an employer pension plan and retirement-related education costs.!? The 
maximum credit is $500 (based on a maximum $1,000 of qualifying expenses), and 
the deduction for the startup costs incurred is reduced by the amount of the credit. 
The credit can be claimed for qualifying costs incurred in each of the three years 
beginning with the tax year in which the retirement plan becomes effective (maxi- 
mum total credit over three years of $1,500). 


eS Maple Company decides to establish a qualified retirement plan for its employees. In 
the process, it pays consulting fees of $1,200 to a firm that will provide educational 
seminars to Maple’s employees and will assist the payroll department in making neces- 
sary changes to the payroll system. Maple may claim a credit for the pension plan 
startup costs of $500 ($1,200 of qualifying costs, limited to $1,000 x 50%), and its 
deduction for these expenses is reduced to $700 ($1,200 — $500). m 


"§ 44, ®8§ 45E(c)(1) and (d)(1). 
'®§ 45E. Currently, this credit is scheduled to expire for years after December 
31, 2010. 
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CREDIT FOR EMPLOYER-PROVIDED CHILD CARE 


The scope of § 162 trade or business expenses includes an employer’s expenditures 
incurred to provide for the care of children of employees as ordinary and necessary 
business expenses. Alternatively, employers may claim a credit for qualifying expen- 
ditures incurred while providing child care facilities to their employees during nor- 
mal working hours.” The credit for employer-provided child care, limited annually to 
$150,000, is composed of the aggregate of two components: 25 percent of qualified 
child care expenses and 10 percent of qualified child care resource and referral serv- 
ices. Qualified child care expenses include the costs of acquiring, constructing, rehabili- 
tating, expanding, and operating a child care facility. Child care resource and referral 
services include amounts paid or incurred under a contract to provide child care 
resource and referral services to an employee. Any qualifying expenses otherwise de- 
ductible by the taxpayer must be reduced by the amount of the credit. In addition, 
the taxpayer’s basis for any property acquired or constructed and used for qualifying 
purposes is reduced by the amount of the credit. If within 10 years of being placed in 
service, a child care facility ceases to be used for a qualified use, the taxpayer will be 
required to recapture a portion of the credit previously claimed.”! 


During the year, Tan Company constructed a child care facility for $400,000 to be used by PEXAMPEE 210 


its employees who have preschool-aged children in need of child care services while their 
parents are at work. In addition, Tan incurred salaries for child care workers and other 
administrative costs associated with the facility of $100,000. As a result, Tan’s credit for 
employer-provided child care is $125,000 [($400,000 + $100,000) x 25%]. Correspond- 
ingly, the basis of the facility is reduced to $300,000 ($400,000 — $100,000), and the deduc- 
tion for salaries and administrative costs is reduced to $75,000($100,000 — $25,000). = 


13.4 OTHER TAX CREDITS _ 


ee ee ee eee Sa TP RAED SRR EEE ET SSRI 


EARNED INCOME CREDIT L0.4 


: : : : Describe various tax credits that 
The earned income credit, which has been a part of the law for many years, consistently 


Fart a. ' ; xs are available primarily to 
has been justified as a means of providing tax equity to the working poor. In addition, individual taxpayers. 


the credit has been designed to help offset regressive taxes that are a part of our tax 
system, such as the gasoline tax. Further, the credit is intended to encourage econom- 


ically disadvantaged individuals to become contributing members of the workforce.” 


The earned income credit is determined by multiplying a maximum amount of 
earned income by the appropriate credit percentage (see Table 13.2). Generally, 
earned income includes employee compensation and net earnings from self- 
employment but excludes items such as interest, dividends, pension benefits, nontax- 
able employee compensation, and alimony. If a taxpayer has children, the credit 
percentage used in the calculation depends on the number of qualifying children. For 
2009 and 2010, the American Recovery and Reinvestment Tax Act of 2009 increases the 
credit percentage for families with three or more children and increases the phaseout 
threshold amounts for married taxpayers filing joint returns. Thus, in 2009, the maxi- 
mum earned income credit for a taxpayer with one qualifying child is $3,043 ($8,950 x 
34%), $5,028 ($12,570 x 40%) for a taxpayer with two qualifying children, and $5,675 
($12,570 x 45%) for a taxpayer with three or more qualifying children. However, the 
maximum earned income credit is phased out completely if the taxpayer’s earned 
income or AGI exceeds certain thresholds as shown in Table 13.2.”° To the extent that 
the greater of earned income or AGI exceeds $21,420 in 2009 for married taxpayers fil 
ing a joint return ($16,420 for other taxpayers), the difference, multiplied by the appro- 
priate phaseout percentage, is subtracted from the maximum earned income credit. 


28 32. The earned income credit is not available if the taxpayer’s unearned 
income (e.g., interest, dividends) exceeds $3,100 in 2009 ($2,950 in 2008). 
See § 32(i). 

§ 32(a)(2)(B). 


*08 45F. Currently, this credit is scheduled to expire for years after December 
31, 2010. 
18 45F(d). 
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Earned Income Credit and Phaseout Percentages 


ee 


Number of Qualifying 
Children 


Married, Filing Jointly: 

One child 

Two children 

Three or more children 

No qualifying children 
Other Taxpayers: 

One child 

Two children 

Three or more children 

No qualifying children 
Married, Filing Jointly: 

One child 

Two or more children 

No qualifying children 
Other Taxpayers: 

One child 

Two or more children 

No qualifying children 


EXAMPLE 22 


Maximum 
Earned 
Income 


Phaseout 
Ends 


Phaseout 
Percentage 


Phaseout 
Begins 


Maximum 
Credit 


Credit 
Percentage 


$40,463 
45,295 
48,281 
18,440 


15.98 
21.06 
21.06 

7.65 


$21,420 
21,420 
21,420 
12,470 


34.00 $3,043 
40.00 5,028 
45.00 5,657 


7.65 457 


$ 8,950 
12,570 
12,570 

5,970 


$35,463 
40,295 
43,281 
13,440 


15.98 
21.06 
21.06 

7.65 


$16,420 
16,420 
16,420 
7,470 


$3,043 
40.00 5,028 
45.00 5,657 

7.65 457 


$ 8,950 
12,570 
12,570 

5,970 


34.00 


$36,995 
41,646 
15,880 


15.98 
21.06 
7.65 


$18,740 
18,740 
10,160 


34.00 $2,917 
40.00 4,824 
7.65 438 


$ 8,580 
12,060 
5,720 


15.98 
21.06 
7.65 


$33,995 
38,646 
12,880 


$15,740 
15,740 
7,160 


$ 8,580 
12,060 
5,720 


34.00 $2,917 
40.00 4,824 
7.65 438 


In 2009, Grace Brown, who is married, files a joint return and otherwise qualifies for 
the earned income credit. Grace receives wages of $26,000, and she and her husband 
have no other income. The Browns have one qualifying child. The current earned 
income credit is $3,043 ($8,950 x 34%) reduced by $732 [($26,000 — $21,420) x 
15.98%]. Thus, the earned income credit is $2,311. If the Browns have three or more 
qualifying children, the calculation produces a credit of $5,675 ($12,570 x 45%) 
reduced by $965 [($26,000 — $21,420) x 21.06%]. Thus, the Browns’ earned income 
credit is $4,710 if they have three or more children. @ 


Earned Income Credit Table 


It is not necessary to compute the credit as shown in Example 22. To simplify the 
compliance process, the IRS issues an Earned Income Credit Table for the determi- 
nation of the appropriate amount of the credit. This table and a worksheet are 
included in the instructions available to individual taxpayers. 

Eligibility Requirements 

Eligibility for the credit depends not only on the taxpayer meeting the earned 
income and AGI thresholds, but also on whether he or she has a qualifying child. 
The term qualifying child generally has the same meaning here as it does for purposes 
of determining who qualifies as a dependent (see Chapter 3). 

In addition to being available for taxpayers with qualifying children, the earned 
income credit is also available to certain workers without children. However, this provi- 
sion is available only to taxpayers aged 25 through 64 who cannot be claimed as a de- 
pendent on another taxpayer’s return. As shown in Table 13.2, the credit for 2009 is 
calculated on a maximum earned income of $5,970 times 7.65 percent and reduced 


by 7.65 percent of earned income over $12,470 for married taxpayers filing a joint 
return ($7,470 for other taxpayers). 


Walt, who is single, 28 years of age, and is not claimed as a dependent on anyone else’s 
return, earns $8,000 during 2009. Even though he does not have any qualifying children, 
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he qualifies for the earned income credit. His credit is $457 ($5,970 x 7.65%) reduced by 
$41 [($8,000 — $7,470) x 7.65%]. Thus, Walt’s earned income credit is $416. If, instead, 
Walt's earned income is $7,000, his earned income credit is $457. In this situation, there is 
no phaseout of the maximum credit because his earned income is not in excess of $7,470. 


HOLDING ON TO THE EARNED INCOME CREDIT WITH THE AID OF A 
TRANSIENT CHILD 


For many years, Loretta Johnson, a single mother of three 
children, has been struggling to make ends meet by working 
at two jobs that barely pay the minimum wage and together 
provide just over $10,000. Fortunately, her housing and food 
costs have been partially subsidized through various govern- 
ment programs. In addition, she has been able to take 
advantage of the earned income credit, which has provided 
almost $3,000 annually to help her with living expenses. The 
credit truly has made a difference in the lives of Loretta and 
her family by helping them keep their creditors at bay. 
Loretta is proud that she has worked hard and provided for 
her family for many years without having to accept welfare. 


Now, however, Loretta faces a problem as her children 
have grown up and moved out of her home. With no quali- 
fying children in her household, she no longer qualifies for 
the earned income credit. Although she will continue work- 
ing her two jobs, such a significant loss to her household 
budget cuts into her ability to be self-reliant. As a survival 
strategy and as a way of keeping the earned income credit, 
Loretta arranges to have one of her grandchildren live with 
her for just over six months every year. This enables almost 
30 percent of her household budget to be secure. How do 
you react to Loretta’s tax strategy? 


Advance Payment 


The earned income credit is a form of negative income tax (a refundable credit for 
taxpayers who do not have a tax liability). An eligible individual may elect to receive 
advance payments of the earned income credit from his or her employer (rather 
than receiving the credit from the IRS upon filing the tax return). The amount that 
can be received in advance is limited to 60 percent of the credit that is available to a 
taxpayer with only one qualifying child. If this election is made, the taxpayer must 
file a certificate of eligibility (Form W-5) with his or her employer and must file a tax 
return for the year the income is earned.”* 


TAXin 


Wuat ARE THE CHANCES OF AN IRS Aapitr? 


"8 3507. 


Even though most taxpayers try to comply with the rules, 
most also worry that their return may be audited by the IRS. 
Are these taxpayers worrying needlessly? What are the 
chances that a particular return will be selected for audit? 

The IRS picks returns for audit on the basis of a “DIF” 
score. “DIF” stands for “discriminant function”—a statistical 
technique that assigns a score to each individual return after 
it has been processed. The higher a return’s DIF score, the 
higher the likelihood that it will be selected for audit. What 
generates a high DIF score? The biggest factor is the amount 
of deductions and credits claimed relative to income. 

For most taxpayers, the chances of an audit are low. In 
2007, only about 1 percent of Federal individual income tax 
returns were selected for audit. For the self-employed and 
those with complex returns or high income, however, the 


odds increase. For example, the audit rate was about 6 per- 
cent for proprietorship returns showing total gross receipts 
between $100,000 and $200,000. For individual returns 
reporting total income of $1 million or more, the audit rate 
was about 9 percent. 

But the IRS also devotes a great deal of attention to low- 
income taxpayers. Because there have been many fraudu- 
lent claims of the earned income credit in the past, 
taxpayers who claim the credit have a good chance of find- 
ing themselves under scrutiny. Taxpayers who claimed the 
earned income credit in 2007 had a better than 36 percent 
chance of being audited. 


Source: Adapted from “Assessing the Risk of IRS Audit for Your Tax 
Return,” The Dallas Morning News (online), March 28, 2008. 
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f1303 Base and Threshold Amounts for Tax Credit for Elderly 
Lune or Disabled Taxpayers 


a eee ee ee ee Se ee 
Base Threshold 
Status Amount Amount 


SS ee 


Single, head of household, or surviving spouse $5,000 $ 7,500 
Married, joint return, only one spouse qualifies 5,000 10,000 
Married, joint return, both spouses qualify 7,500 10,000 
Married, separate returns, spouses live apart the 


entire year (amount for each spouse) 3,750 5,000 


TAX CREDIT FOR ELDERLY OR DISABLED TAXPAYERS 


The credit for the elderly was originally enacted to provide tax relief on retirement 
income for individuals who were not receiving substantial benefits from tax-free 
Social Security payments.” Currently, the tax credit for the elderly or disabled applies 
to the following: : 


e Taxpayers age 65 or older. 

e Taxpayers under age 65 who are retired with a permanent and total disability 
and who have disability income from a public or private employer on 
account of the disability. A person generally is considered permanently and 
totally disabled if he or she is unable to engage in any substantial gainful 
activity due to a physical or mental impairment for a period of at least 
12 months (or lesser period if the disability results in death). 


The maximum allowable credit is $1,125 (15% x $7,500 of qualifying income), but 
the credit will be less for a taxpayer who receives Social Security benefits or has AGI 
exceeding specified amounts. Under these circumstances, the qualifying income 
base amount used in the credit computation is reduced. Many taxpayers receive 
Social Security benefits or have AGI high enough to reduce the base for the credit to 
zero. In addition, because the credit is nonrefundable, the allowable credit cannot 
exceed the taxpayer’s tax liablity. 

The eligibility requirements and the tax computation are somewhat complicated. 
Consequently, an individual may elect to have the IRS compute his or her tax and 
the amount of the tax credit. ; 

The credit generally is based on a qualifying income amount (referred to as the 
base amount) and the filing status of the taxpayer in accordance with Table 13.3. To 
qualify for the credit, married taxpayers who live together must file a joint return. 
For taxpayers under age 65 who are retired on permanent and total disability, the 
base amounts could be less than those shown in Table 13.3 because these amounts 
are limited to taxable disability income. 

This initial base amount is reduced by (1) Social Security, Railroad Retirement, 
and certain excluded pension benefits and (2) one-half of the taxpayer’s AGI in 
excess of a threshold amount (see Table 13.3), which is a function of the taxpayer’s 
filing status. 


*§ 22. This credit is not subject to indexation. 


Paul and Peggy, husband and wife, are both over age 65 and receive Social Security 
benefits of $1,000 in the current year. On a joint return, they report AGI of $21,000. 


Base amount (from Table 13.3) 
Less: Social Security benefits 
One-half of excess of AGI over threshold amount 
(from Table 13.3) [($21,000 — $10,000) x %] 
Total reductions 


Remaining base amount 


Multiply remaining base amount by 15%—this is the tax 
credit allowed, subject to tax liability limitation 


Schedule R of Form 1040 is used to calculate and report the credit. 


FOREIGN TAX CREDIT 


Both individual taxpayers and corporations may claim a tax credit for foreign 
income tax pad on income earned and subject to tax in another country or a U.S. 

As an alternative, a taxpayer may claim a deduction instead of a 
credit.”’” In most instances, the foreign tax credit (FTC) is advantageous since it pro- 


possession.” 


vides a direct offset against the tax liability. 


The purpose of the FTC is to mitigate double taxation since income earned in a 
foreign country is subject to both U.S. and foreign taxes. However, the FTC is subject 
to an overall limitation. This limitation may result in some form of double taxation 
or taxation at rates in excess of U.S. rates when the foreign tax rates are higher than 
the U.S. rates. This is a distinct possibility because U.S. tax rates are lower than those 


of many foreign countries. 


Other special tax treatments applicable to taxpayers working outside the United 
States include the foreign earned income exclusion (see Chapter 5) and limitations 
on deducting expenses of employees working outside the United States (see 
Chapter 9). Recall from the earlier discussion that a taxpayer may not take 
advantage of both the FTC and the foreign earned income exclusion. 


Computation 


Taxpayers are required to compute the FTC based upon an overall limitation.”* The 
FTC allowed is the lesser of the foreign taxes imposed or the overall limitation deter- 


mined according to the following formula: 


Foreign-source taxable income 
Worldwide taxable income 


For individual taxpayers, worldwide taxable income in the overall limitation formula 
is determined before personal and dependency exemptions are deducted. 
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$1,000 


5,500 


x U.S. tax before FTC 


$7,500 


13-19 


In 2009, Carlos, a calendar year taxpayer, has $10,000 of income from Country Y, WM EXAMPLE 25000 


imposes a 15% tax, and $20,000 from Country Z, which imposes a 50% tax. He has tax- 
able income of $55,400 from within the United States, is married filing a joint return, 
and claims two dependency exemptions. Thus, although Carlos’s taxable income for 
purposes of determining U.S. tax is $85,400, taxable income amounts used in the limita- 
tion formula are not reduced by personal and dependency exemptions. Thus, for this 
purpose, taxable income is $100,000 [$85,400 + (4 x $3,650)]. Assume that Carlos’s U.S. 


tax before the credit is $17,375. Overall limitation: 


Foreign-source taxable income _ $30,000 
Worldwide taxable income — $100,000 


In this case, $5,213 is allowed as the FTC because this amount is less than the $11,500 of 


foreign taxes imposed [$1,500 (Country Y) + $10,000 (Country Z)]. @ 


Section 27 provides = the credit, but the qualifications and calculation pro- 
cedure for the credit are contained in §§ 901-908. 


78 164. 
28g 904. 


% gb 17375.=55,213 


_ oa 
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3 Ga ESR: OSIRIA Ee a ESS 
SOURCING INCOME IN CYBERSPACE—GETTING IT RIGHT 
WHEN CALCULATING THE FOREIGN TAX CREDIT 


The overall limitation on the foreign tax credit (FTC) plays a critical role in restricting 
the amount of the credit available to a taxpayer. In the overall limitation formula, the 
taxpayer must characterize the year’s taxable income as either earned (or sourced) 
inside the United States or earned from sources outside the United States. As a general 
rule, a relatively greater percentage of foreign-source income in the formula will lead 
to a larger FTC. Therefore, determining the source of various types of income is critical 
in the proper calculation of the credit. However, classifying income as either foreign or 
U.S. source is not always a simple matter. 

For example, consumers and businesses are using the Internet to conduct more and 
more commerce involving both products and services. The problem is that the existing 
income-sourcing rules were developed long before the existence of the Internet, and 
taxing authorities are finding it challenging to apply these rules to Internet transac- 
tions. Where does a sale take place when the Web server is in Scotland, the seller is in 
India, and the customer is in Illinois? Where is a service performed when all activities 
take place over the Net? These questions and more will have to be answered by 
the United States and its trading partners as the Internet economy grows in size and 
importance. 


GLOBAL 
Tax Issues 


Thus, the overall limitation may result in some of the foreign income being sub- 
jected to double taxation. Unused FTCs [e.g., the $6,287 ($11,500 — $5,213) from 
Example 25] can be carried back | year and forward 10 years.” 

Only foreign income taxes, war profits taxes, and excess profits taxes (or taxes 
paid in lieu of such taxes) qualify for the credit.*° In determining whether or not a 
tax is an income tax, U.S. criteria are applied. Thus, value added taxes (VAT), sever- 
ance taxes, property taxes, and sales taxes do not qualify because they are not 
regarded as taxes on income. Such taxes may be deductible, however. 


ADOPTION EXPENSES CREDIT 


Adoption expenses paid or incurred by a taxpayer may give rise to the adoption 
expenses credit.°' The provision is intended to assist taxpayers who incur nonrecur- 
ring costs directly associated with the adoption process, such as adoption fees, attor- 
ney fees, court costs, social service review costs, and transportation costs. 

In 2009, up to $12,150 of costs incurred to adopt an eligible child qualify for the 
credit.*” An eligible child is one who is: 


* under 18 years of age at the time of the adoption or 
® physically or mentally incapable of taking care of himself or herself. 


A taxpayer may claim the credit in the year qualifying expenses were paid or 
incurred if they were paid or incurred during or after the tax year in which the adop- 
tion was finalized. For qualifying expenses paid or incurred in a tax year prior to the 
year when the adoption was finalized, the credit must be claimed in the tax year fol- 
lowing the tax year during which the expenses are paid or incurred. A married cou- 
ple must file a joint return. 


*"§ 904(c) and Reg. § 1.904-2(¢), Example 13-1. This treatment of unused S23. 
FTCs applies to tax years ending after October 22, 2004. Prior law provided *§ 23(b)(1). In 2008, the maximum amount of eligible costs was $11,650. This 
a two-year carryback and a five-year carryforward. ceiling is adjusted for inflation annually. Special rules are used in calculating 


*Reg. § 1.901—1(a)(3)(i). the credit when adopting “a child with special needs.” See § 23(d)(3). 
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In late 2008, Sam and Martha pay $4,000 in legal fees, adoption fees, and other PEA AMEE 2800 


expenses directly related to the adoption of an infant daughter, Susan. In 2009, the 
year in which the adoption becomes final, they pay an additional $9,000. Sam and 
Martha are eligible for an $12,150 credit in 2009 (for expenses of $13,000, limited by 
the $12,150 ceiling, paid in 2008 and 2009). = 


The amount of the credit that is otherwise available is phased out for taxpayers 
whose AGI (modified for this purpose) exceeds $182,180 in 2009, and the credit is 
completely eliminated when the AGI reaches $222,180. The resulting credit is calcu- 
lated by reducing the allowable credit (determined without this reduction) by the 
allowable credit multiplied by the ratio of the excess of the taxpayer’s AGI over 
$182,180 to $40,000.*° 


Assume the same facts as in the previous example, except that Sam and Martha’s AGI is EXAMPLE 27. 


$207,180 in 2009. As a result, their available credit in 2009 is reduced from $12,150 to 
$4,556 {$12,150 — [$12,1 50($25,000/$40,000)]}. = 


The credit is nonrefundable and is available to taxpayers only in a year in which 
this credit and the other nonrefundable credits do not exceed the taxpayer’s tax 
liability. However, any unused adoption expenses credit may be carried over for up 
to five years, being utilized on a first-in, first-out basis. 


CHILD TAX CREDIT 


The child tax credit provisions allow individual taxpayers to take a tax credit based 
solely on the number of their qualifying children. This credit is one of several “family- 
friendly” provisions that currently are part of our tax law. To be eligible for the 
credit, the child must be under age 17, a U.S. citizen, and claimed as a dependent 
on the taxpayer’s return. 


Maximum Credit and Phaseouts 


Under current law, the maximum credit available is $1,000 per child.** The available 
credit is phased out for higher-income taxpayers beginning when AGI reaches 
$110,000 for joint filers ($55,000 for married taxpayers filing separately) and 
$75,000 for single taxpayers. The credit is phased out by $50 for each $1,000 (or part 
thereof) of AGI above the threshold amounts.”” Since the maximum credit amount 
available to taxpayers depends on the number of qualifying children, the income 
level at which the credit is phased out completely also depends on the number of 
children qualifying for the credit.*° 


Juanita and Alberto are married and file a joint tax return claiming their two children, ELATED 68 


ages six and eight, as dependents. Their AGI is $122,400. Juanita and Alberto’s maxi- 
mum child tax credit is $2,000($1,000 x 2 children). Since Juanita and Alberto’s AGI is in 
excess of the $110,000 threshold, the maximum credit must be reduced by $50 for every 
$1,000 (or part thereof) above the threshold amount {$50 x [($122,400 — $110,000)/ 
$1,000]}. Thus, the credit reduction equals $650 [$50 x 13(rounded from 12.4)]. There- 
fore, Juanita and Alberto’s child tax credit is $1,350. ™ 


CREDIT FOR CHILD AND DEPENDENT CARE EXPENSES 


A credit is allowed to taxpayers who incur employment-related expenses for child or 
dependent care.’ The credit for child and dependent care expenses is a specified 


S 23(b)(2). The AGI threshold amount is indexed for inflation. In 2008, the “The child tax credit is generally refundable to the extent of 15 percent of 

phaseout of the credit began when AGI exceeded $174,730. the taxpayer’s earned income in excess of an inflation-adjusted amount 
($12,550 in 2009). The American Recovery and Reinvestment Tax Act of 
92009 reduces this threshold to $3,000 for 2009 and 2010. 


48 24. The maximum credit per child is scheduled to remain at $1,000 
through 2010. a 

AGI is modified for purposes of this calculation. The threshold amounts are ASO 
not indexed for inflation. See §§ 24(a) and (b). 
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percentage of expenses incurred to enable the taxpayer to work or to seek employ- 
ment. Expenses on which the credit for child and dependent care expenses 1s based 
are subject to limitations. 


Eligibility 
To be eligible for the credit, an individual must have either of the following: 


e A dependent under age 13. 
e A dependent or spouse who is physically or mentally incapacitated and 
who lives with the taxpayer for more than one-half of the year. 


Generally, married taxpayers must file a joint return to obtain the credit. 


Eligible Employment-Related Expenses 


Eligible expenses include amounts paid for household services and care of a qualify- 
ing individual that are incurred to enable the taxpayer to be employed. Child and 
dependent care expenses include expenses incurred in the home, such as payments 
for a housekeeper. Out-of-the-home expenses incurred for the care of a dependent 
under the age of 13 also qualify for the credit. In addition, out-of-the-home expenses 
incurred for an older dependent or spouse who is physically or mentally incapaci- 
tated qualify for the credit if that person regularly spends at least eight hours each 
day in the taxpayer’s household. This makes the credit available to taxpayers who 
keep handicapped older children and elderly relatives in the home instead of insti- 
tutionalizing them. Out-of-the-home expenses incurred for services provided by a 
dependent care center will qualify only if the center complies with all applicable laws 
and regulations of a state or unit of local government. 

Child care payments to a relative are eligible for the credit unless the relative is a 
child (under age 19) of the taxpayer. 


| EXAMPLE 29 sr is an employed mother of an eight-year-old child. She pays her mother, Rita, 


$1,500 per year to care for the child after school. Wilma pays her daughter Eleanor, age 
17, $900 for the child’s care during the summer. Of these amounts, only the $1,500 paid 
to Rita qualifies as employment-related child care expenses. @ 


Earned Income Ceiling 


Qualifying employment-related expenses are limited to an individual’s earned 
income. For married taxpayers, this limitation applies to the spouse with the lesser 
amount of earned income. Special rules are provided for taxpayers with nonworking 
spouses who are disabled or are full-time students. If a nonworking spouse is physi- 
cally or mentally disabled or is a full-time student, he or she is deemed to have earned 
income for purposes of this limitation. The deemed amount is $250 per month if 
there is one qualifying individual in the household or $500 per month if there are 
two or more qualifying individuals in the household. In the case of a student-spouse, 
the student’s income is deemed to be earned only for the months that the student is 
enrolled on a full-time basis at an educational institution.*® 


Calculation of the Credit 


In general, the credit is equal to a percentage of unreimbursed employment-related 
expenses up to $3,000 for one qualifying individual and $6,000 for two or more indi- 
viduals. The credit rate varies between 20 percent and 35 percent, depending on the 
taxpayer's AGI. The following chart shows the applicable percentage for taxpayers 
as AGI increases: 


88§ 21(d). 
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Adjusted Gross Income 


But Not Applicable Rate of 
Over Over Credit 
$ 0 $15,000 35% 
15,000 17,000 34% 
17,000 19,000 33% 
19,000 21,000 32% 
21,000 23,000 31% 
23,000 25,000 30% 
25,000 27,000 29% 
27,000 29,000 28% 
29,000 31,000 27% 
31,000 33,000 26% 
33,000 35,000 25% 
35,000 37,000 24% 
37,000 39,000 23% 
39,000 41,000 22% 
41,000 43,000 21% 
43,000 No limit 20% 
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Nancy, who has two children under age 13, worked full-time while her spouse, Ron, was EEREMELE 300 


attending college for 10 months during the year. Nancy earned $22,000 and incurred 
$6,200 of child care expenses. Ron is deemed to be fully employed and to have earned $500 
for each of the 10 months (or a total of $5,000). Since Nancy and Ron have AGI of $22,000, 
they are allowed a credit rate of 31%. Nancy and Ron are limited to $5,000 in qualified child 
care expenses ($6,000 maximum expenses, limited to Ron's deemed earned income of 
$5,000). Therefore, they are entitled to a tax credit of $1,550(31% x $5,000) for the year. = 


Your friends, Bob and Carol, have hired a child care provider 
to come into their home for three hours a day to care for their 
child while they both are at work. The child care provider, 
Delores, charges $2,400 for her services for the year. Bob and 
Carol have learned that up to $3,000 of qualifying expendi- 
tures will generate a credit for child and dependent care 
expenses and that qualifying expenditures can include pay- 
ments for housecleaning services. As a result, they ask Delores 
whether she would be interested in working several hours 
more per week, after Bob returns from work, for the sole pur- 
pose of cleaning the house. Bob offers to pay Delores $600 


CsING THE CREDIT FOR CHILD AND DEPENDENT CARE EXPENSES 


for the additional work, and she seems interested. For Bob 
and Carol, the net cost of the additional services would be 
$480 [$600 — ($600 x 20%)] due to the availability of the 
credit for child and dependent care expenses. 

You learn of Bob and Carol's opportunity, but think it is 
unfair. lf you hired Delores to perform similar housecleaning 
services, your net cost would be $600, and not $480, because 
you do not qualify for the credit. You are not sure that Bob 
and Carol should “take advantage” of the system in this 
way. How do you suppose Bob and Carol will feel, or should 
feel, about this “abuse” if you approach them? 


Dependent Care Assistance Program 


Recall from Chapter 5 that a taxpayer is allowed an exclusion from gross income for 
a limited amount reimbursed for child or dependent care expenses. However, the 
taxpayer is not allowed both an exclusion from gross income and a child and de- 
pendent care credit on the same amount. The $3,000 and $6,000 ceilings for allow- 
able child and dependent care expenses are reduced dollar for dollar by the 


. 39 
amount of reimbursement. 


mg 21(c). ware 
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Big See Assume the same facts as in Example 30, except that of the $6,200 paid for child care, 


Nancy was reimbursed $2,500 by her employer under a qualified dependent care assis- 
tance program. Under the employer's plan, the reimbursement reduces Nancy's taxable 
wages. Thus, Nancy and Ron have AGI of $19,500 ($22,000 — $2,500). The maximum 
amount of child care expenses for two or more dependents of $6,000 is reduced by the 
$2,500 reimbursement, resulting in a tax credit of $1,120 [32% x ($6,000 — $2,500)]. = 


Reporting Requirements 
The credit is claamed by completing and filing Form 9441, Credit for Child and 
Dependent Care Expenses. 


EDUCATION TAX CREDITS 


Two credits, the American Opportunity credit and the lifetime learning credit,*” are 
available to help qualifying low- and middle-income individuals defray the cost of 
higher education. The credits are available for qualifying tuition and related 
expenses incurred by students pursuing undergraduate or graduate degrees or voca- 
tional training. Books and other course materials are eligible for the American 
Opportunity credit (but not the lifetime learning credit).41 Room and board 
are ineligible for both credits. 


Maximum Credit 


The American Opportunity credit permits a maximum credit of $2,500 per year 
(100 percent of the first $2,000 of tuition expenses plus 25 percent of the next 
$2,000 of tuition expenses) for the first four years of postsecondary education.*” The 
lifetime learning credit permits a credit of 20 percent of qualifying expenses (up to 
$10,000 per year) incurred in a year in which the American Opportunity credit is 
not claimed with respect to a given student. Generally, the lifetime learning credit is 
used for individuals who are beyond the first four years of postsecondary education. 


Eligible Individuals 


Both education credits are available for qualified expenses incurred by a taxpayer, 
taxpayer’s spouse, or taxpayer’s dependent. The American Opportunity credit is 
available per eligible student, while the lifetime learning credit is calculated per tax- 
payer. To be eligible for the American Opportunity credit, a student must take at 
least one-half the full-time course load for at least one academic term at a qualifying 
educational institution. No comparable requirement exists for the lifetime learning 
credit. Therefore, taxpayers who are seeking new job skills or maintaining existing 
skills through graduate training or continuing education are eligible for the lifetime 
learning credit. Taxpayers who are married must file a joint return in order to claim 
either education credit. 


Income Limitations and Refundability 


Both education credits are subject to income limitations, which differ for 2009 and 
2010.*° In addition, the American Opportunity credit is partially refundable and 
may be used to offset a taxpayer’s AMT liability (the lifetime learning credit is nei- 
ther refundable nor an AMT liability offset). 

The American Opportunity credit amount is phased out, beginning when the tax- 
payer’s AGI (modified for this purpose) reaches $80,000 ($160,000 for married tax- 
payers filing jointly).** The reduction in 2009 is equal to the extent to which AGI 


*°§ 25A; the HOPE scholarship credit was modified and renamed the Ameri- “In 2008 and prior years, the HOPE scholarship and lifetime learning credits 
can Opportunity tax credit by the American Recovery and Reinvestment are combined and subject to a single modified AGI limitation (see footnote 
Tax Act of 2009 for the 2009 and 2010 tax years. Absent Congressional inter- 46 for the 2008 modified AGI base amounts). 
vention, the HOPE scholarship credit will return in 2011. “These amounts are not adjusted for inflation under the American Recovery 

#18 95A(i)(3). and Reinvestment Tax Act of 2009. 


“In years prior to 2009, the qualifying expense base for the HOPE scholar- 
ship credit was subject to inflation adjustment. The base was $1,200 in 2008, 
$1,100 in 2007 and 2006 and $1,000 for years prior to 2006. 
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exceeds $80,000 ($160,000 for married taxpayers filing jointly) as a percentage of a 
$10,000 phaseout range ($20,000 for married taxpayers filing jointly). As a result, 
the credit is completely eliminated when modified AGI reaches $90,000 ($180,000 
for married taxpayers filing jointly). For 2009 and 2010, the entire credit allowed 
may be used to reduce a taxpayer’s AMT liability. In addition, 40 percent of the 
American Opportunity credit is refundable.” 

The lifetime learning credit amount is phased out, beginning when the taxpayer’s 
AGI (modified for this purpose) reaches $50,000 ($100,000 for married taxpayers fil- 
ing jointly).*° The reduction in 2009 is equal to the extent to which AGI exceeds 
$50,000 ($100,000 for married filing jointly) as a percentage of the $10,000 ($20,000 
for married filing jointly) phaseout range. The credits are completely eliminated 
when AGI reaches $60,000 ($120,000 for married filing jointly). 
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Dean and Audrey are married, file a joint tax return, have modified AGI under $160,000, ee 


and have two children, Raymond and Kelsey. During fall 2009, Raymond is beginning his 
freshman year at State University, and Kelsey is beginning her senior year. During the 
prior semester, Kelsey completed her junior year. Both Raymond and Kelsey are full-time 
students and may be claimed as dependents on their parents’ tax return. Raymond's 
qualifying expenses total $4,300 for the fall semester while Kelsey's qualifying expenses 
total $10,200 for the prior and current semesters. For 2009, Dean and Audrey may claim 
a $2,500 American Opportunity credit [(100% x $2,000) + (25% x $2,000)] for both 
Raymond's and Kelsey’s expenses (in total, a $5,000 American Opportunity Credit). = 


Assume the same facts as in Example 32, except that Dean and Audrey’s modified AGI PRX AMELE 235 


for 2009 is $172,000. Dean and Audrey are eligible to claim a $2,000 American Opportu- 
nity Credit for 2009. Their $5,000 available American Opportunity credit must be 
reduced because their AGI exceeds the $160,000 limit for married taxpayers. The per- 
centage reduction is computed as the amount by which modified AGI exceeds the limit, 
expressed as a percentage of the phaseout range, or [($172,000 — $160,000)/$20,000)], 
resulting in a 60% reduction. Therefore, the maximum available credit for 2009 is 
$2,000($5,000 x 40% allowable portion). = 


Assume the same facts as in Example 32, except that Dean and Audrey's modified AGI is REAM LE Se 2 | 


$114,000. In addition, assume that Dean is going to school on a part-time basis to com- 
plete a graduate degree and pays qualifying tuition and fees of $4,000 during 2009. As 
Dean and Audrey’s modified AGI is below $160,000, a $5,000 American Opportunity 
credit is available to them. In addition, Dean’s qualifying expenses are eligible for the 
lifetime learning credit. The available lifetime learning credit ($800; $4,000 x 20%) 
must be reduced because their modified AGI exceeds the $100,000 limit for married 
taxpayers. As their modified AGI exceeds the $100,000 limit by $14,000 and the phase- 
out range is $20,000, their lifetime learning credit is reduced by 70 percent. Therefore, 
their lifetime learning credit for 2009 is $240 ($800 x 30%), and their total education 
credits amount to $5,240 ($5,000 American Opportunity credit and $240 lifetime learn- 


ing credit). = 


Restrictions on Double Tax Benefit 

Taxpayers are prohibited from receiving a double tax benefit associated with qualify- 
ing educational expenses. Therefore, taxpayers who claim an education credit may 
not deduct the expenses, nor may they claim the credit for amounts that are otherwise 
excluded from gross income (e.g., scholarships, employer-paid educational assis- 
tance). However, a taxpayer may claim an education tax credit and exclude from gross 
income amounts distributed from a Coverdell Education Savings Account as long as 
the distribution is not used for the same expenses for which the credit is claimed. 


“If the credit is claimed for a taxpayer subject to § 1(g) (the “kiddie tax”), the 
credit is not refundable. 


46§ 95A(d). For 2008, the AGI bases were $48,000 and $96,000. § 25A(h)(2)(A). 
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EXAMPLE 35 


*8§ 36(a) and (h). 

*§ 36(b)(2). 

“§ 36(c)(1). 

98 36(c)(3). 

*1§ 36(c)(2), § 121, and Reg. § 1.121-1(b). 
*§ 36(g). 


FIRST-TIME HOMEBUYER CREDIT 


Designed to encourage home ownership and to alleviate the surplus of unsold — 
houses, the first-time homebuyer credit provides a tax incentive for first-time pur- 
chases. For home purchases from January 1, 2009 through December 1, 2009, a 
credit of 10 percent of the purchase price is allowed but not to exceed $8,000 
($4,000 for married individuals filing separately). In this regard, single taxpayers 
and married persons filing jointly are treated alike, and each is subject to the same 
$8,000 maximum.*” For homes purchased from April 9, 2008 through December 31, 
2008, the maximum credit was $7,500 ($3,750 for married individuals filing 
separately). 

Although there is no limit on the cost of the home purchased, the credit is phased 
out for more affluent taxpayers. The phaseout range is based on modified AGI and 
occurs between $75,000 and $95,000 for single taxpayers and between $150,000 and 
$170,000 for married persons filing jointly.” 


Eligible Individuals 


The credit is available only to /frrst-tume buyers.*° This means that the taxpayer has not 
owned a principal residence during the three-year period before the purchase (ues 
when title to the property passes).”” The term principal residence carries the same mean- 
ing as for the exclusion of gain on the sale of a residence.”' For this purpose, the own- 
ership of a vacation home is not a disqualification as it is not a principal residence. 

As long as the time limitations for the purchase are met, the credit may be 
claimed in either 2008 or 2009." 


The Nelsons always file jointly, and their modified AGI varies from $130,000 to 
$140,000. They decide not to renew the lease on their apartment, and in May 2009, 
they purchase a new home for $850,000. If the Nelsons have already filed their return 
for 2008, they can file an amended return claiming a credit of $8,000. If not, the $8,000 
credit can be claimed on their 2009 return. Note that they can claim only $8,000, not 
$8,500(10% x $850,000), because the credit cannot exceed the $8,000 cap. = 


Recapture of Credit 


Although the homebuyer credit contains a recapture provision, this provision is 
waived for homes purchased after December 31, 2008 and through December 1, 
2009 (even if the taxpayer claims the credit in 2008).°? For homes purchased in 
2008, the first-time homebuyer credit must be repaid beginning two years after the 
home was purchased. The credit is repaid in equal installments over 15 years." In 
effect, the credit is merely an interest-free loan to the homebuyer. 


Assume the same facts as in the previous example, and that the Nelsons purchased their 
home on November 20, 2008. Beginning in 2010, the Nelsons must add $500 ($7,500 
credit allowed/15 years) to their tax liability for each year through 2024. = 


Ifa home purchased in 2008 is disposed of before the 15-year period is up, recap- 
ture of the unpaid balance occurs.” Homes purchased after December 31, 2008 and 
through December 1, 2009 are also subject to an accelerated recapture rule. If such 
a home is disposed of within 36 months from the date of purchase, the entire home- 
buyer credit must be recaptured.”° However, the recapture cannot exceed any gain 
from the sale of the residence. Recapture also can occur if the property ceases to be 


*§ 36(f)(4)(D)(i) as modified by the American Recovery and Reinvestment 
Tax Act of 2009. 


488 36(£)(1) and (7). 
§ 36(f)(2). 


*°§ 36(f)(4)(D)(ii), as added by the American Recovery and Reinvestment Tax 
Act of 2009. 
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EXHIBIT 13.2 Energy Credits Summary 


Home Energy Efficiency Improvement Tax Credits 

Consumers who purchase and install specific products, such as energy-efficient windows, insulation, doors, roofs, and heating 
and cooling equipment, in the home can receive a tax credit of up to $1,500 for property placed in service before January 1, 
2011(§ 25C). In addition, consumers who purchase photovoltaic, fuel cell, and/or solar water heating property can receive a 


credit equal to 30% of the purchase price. Improvements must be made to the taxpayer's principal residence and must be 
completed before January 1, 2017(§ 25D). 


Plug-in Electric Drive Motor Vehicles 


Consumers who purchase new plug-in electric drive motor vehicles before January 1, 2015, can qualify for a credit of $2,500 
plus $417 for each kilowatt-hour of battery capacity in excess of 5 kilowatt-hours. The maximum credit is $7,500. (§ 30D). 


Business Energy Tax Credits 


Businesses are eligible for tax credits for producing alternative fuels, building energy-efficient buildings, producing energy- 
efficient products, and producing energy using alternative means. 


© Biodiesel/Alternative Fuels—Small Producer Biodiesel, Renewable Diesel, and Ethanol Credit. Small agri-biodiesel 
producers are provided a tax credit measured in varying cents per gallon for producing these fuels (with varying maximums 
per year). The credit is available for sales through December 31, 2009 (§§ 40 and 40A). 

© Credit for Business Installation of Qualified Fuel Cells, Stationary Microturbine Power Plants, Solar, and Small Wind Energy 
Equipment. A tax credit—based on the purchase price—is provided for installing qualified fuel cell power plants (a 30% 
credit), qualifying stationary microturbine power plants (a 10% credit), qualifying solar energy equipment (a 30% credit), 
and small wind energy equipment (a 30% credit). The credit applies to property placed in service before January 1, 2017 
(§ 48). 

® Credit for Building Energy-Efficient New Homes. A $2,000 tax credit is provided to eligible contractors for each qualified 
new energy-efficient home constructed through December 31, 2009. The credit applies to manufactured homes meeting 
ENERGY STAR® criteria and other homes (§ 45L). 

e Manufacturing Energy-Efficient Appliances. A tax credit is provided to the manufacturer of energy-efficient dishwashers, 
clothes washers, and refrigerators. Credits vary depending on the efficiency of the unit and relate, generally, to production 
through December 31, 2010(§ 45M). 

© Energy Credit for Producing Electricity via Wind, Solar, Geothermal, and Other Property. A tax credit is provided for 
producing energy via qualified wind, solar, geothermal, and other property. The tax credit—based on the number of 
kilowatt-hours of electricity produced—applies to production through the end of 2013 (except for wind energy, which 
applies to production through the end of 2012)(§ 45). 


the taxpayer’s principal residence. But recapture does not occur upon the death of 
the taxpayer, involuntary conversion of the property, or a transfer between spouses 


cre ; 5 
incident to a divorce.’ 
The home purchase credit is classified as a refundable credit. Thus, in certain sit- 


uations, it could generate for the taxpayer a payment from the IRS in excess of any 
tax liability. 


ENERGY CREDITS 


The Internal Revenue Code contains a variety of credits for businesses and individu- 
als to encourage the conservation of natural resources and the development of 
energy sources other than oil and gas. Exhibit 13.2 provides a summary of several of 


the more important energy tax credits. 


CREDIT FOR CERTAIN RETIREMENT PLAN CONTRIBUTIONS 


Taxpayers may claim a nonrefundable credit for certain retirement plan contributions 
based on eligible contributions of up to $2,000 to certain qualified retirement plans, 


S 36(1)(4). 
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TABLE 13.4 "Saver's” Credit Rate and AGI Thresholds 


eee er 


Joint Return 
Over Not Over 


$ 0 $33,000 
33,000 36,000 
36,000 55,500 
55,500 


Head of Household All Other Cases 


Applicable 


Over NotOver Percentage 


0 $16,500 50% 


16,500 18,000 20% 
18,000 27,750 10% 
27,750 0% 


such as traditional and Roth IRAs and § 401(k) plans.”® This credit, sometimes 
referred to as the “saver’s credit,” is intended to encourage lower- and middle- 
income taxpayers to contribute to qualified retirement plans. The benefit provided 
by this credit is in addition to any deduction or exclusion that otherwise is available 
due to the qualifying contribution. In calculating the credit, the qualifying contribu- 
tions are reduced by taxable distributions from any of the qualifying plans received 
by the taxpayer and spouse during the tax year and the two previous tax years and 


during the period prior to the due date of the return. 


The credit rate applied to the eligible expenses depends on the taxpayer’s AGI”? 
and filing status as shown in Table 13.4. However, the maximum credit allowed to an 
individual is $1,000 ($2,000 x 50%). As the taxpayer’s AGI increases, the rate applied 
to contributions in calculating the credit is reduced, and once AGI exceeds the 
upper end of the applicable range, no credit is available. To qualify for the credit, 
the taxpayer must be at least 18 years of age and cannot be a dependent of another 


taxpayer or a full-time student. 


FEM AMPEE 37054] Earl and Josephine, married taxpayers, each contribute $2,500 to their respective 


§ 401(k) plans offered through their employers. The AGI reported on their joint return 
is $45,000. The maximum amount of contributions that may be taken into account in 
calculating the credit is limited to $2,000 for Earl and $2,000 for Josephine. As a result, 
they may claim a credit for their retirement plan contributions of $400 [($2,000 x 2) x 
10%]. They would not qualify for the credit if their AGI had exceeded $55,500. = 


MAKING WORK PAY CREDIT 


In 2009 and 2010, the American Recovery and Reinvestment Tax Act of 2009 
includes a refundable income tax credit of up to $400 ($800 for married taxpayers fil- 
ing jointly). The Making Work Pay credit—calculated at a rate of 6.2 percent of earned 


income”. 


—phases out at a rate of 2 percent of modified adjusted gross income 


61 


above $75,000 ($150,000 for joint returns). As a result, unmarried taxpayers with 
modified adjusted gross incomes of more than $95,000 ($400 + 2% = $20,000; 
$75,000 + $20,000 = $95,000) will not receive the credit (the limit is $190,000 for mar- 


ried taxpayers filing jointly). 


588 25B. 

For years beginning after 2006, the AGI thresholds are indexed for inflation. 
The amounts shown in Table 13.4 are the relevant thresholds for 2009. For 
purposes of this credit, the AGI thresholds are modified to include certain 
excluded income items. See § 25B(e). 

“Earned income is defined in the same way as for the earned income tax 
credit with two modifications—earned income (1) excludes net earnings 


from selfemployment which are not taken into account in computing tax- 
able income and (2) includes combat pay excluded from gross income 


“Modified adjusted gross income for this purpose is AGI increased by any 
income excluded under §§ 911 (foreign earned income), 931 (income from 
American Samoa), or 933 (income from Puerto Rico). 


ae = ee 
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EXHIBIT 13.3 Recovery Rebate Credit | , 


The Economic Stimulus Act of 2008 provides a refundable tax credit for certain taxpayers (§ 6428). The Treasury Department 
issued rebate checks (effectively, an advance payment of the credit) to taxpayers in the spring of 2008 to help stimulate the 
economy. The credit includes two components—a basic credit and a qualifying child credit. 

Eligible individuals received a basic credit equal to the greater of: 


1. The taxpayer's net income tax liability up to a maximum of $600($1,200 in the case of a joint return), or 
2. $300 ($600 in the case of a joint return) if the individual had: 


(a) at least $3,000 of earned income (generally defined in the same manner as for the earned income tax credit but 
increased by all of the Social Security benefits received), or 

(b) net income tax liability of at least $1 and gross income greater than the sum of the applicable basic standard 
deduction amount and one personal exemption (two personal exemptions for a joint return). 


If an individual is eligible for any amount of the basic credit, the individual also may have received a qualifying child credit of 
$300 for each qualifying child (defined in the same manner as for the child tax credit). 


Rebate Credit Phaseout. The combined rebate credit phased out at a rate of 5% of AGI above $75,000($150,000 for joint returns). 
The Rebate Rules Illustrated section below provides a series of examples illustrating the rebate computation and phaseout. 


Reconciliation on 2008 Tax Returns. The rebate checks issued by the Treasury Department were based on 2007 tax return infor- 
mation (as 2008 tax return information would not be available until the end of 2008). On their 2008 tax returns, taxpayers will 
reconcile the amount of the credit with the rebate received. If the rebate check is less than the computed credit, the difference 
will be claimed as a credit against the taxpayer's 2008 tax liability. If the rebate check is greater than the computed credit, the 
taxpayer will not have to repay the difference to the Treasury Department. If, for whatever reason, the Treasury Department 
failed to issue a rebate check to the taxpayer, the reconciliation process will allow a credit on the 2008 tax return. 


Samuel Adams, a single individual, has $6,000 of earned income in 2009. Sam’s Making PEREMPLS 2820. RAB EDS 36 


Work Pay credit is $372 ($6,000 x 6.2%, which is less than $400). @ 


EXAMPLE 39 


Tom Simpson and his wife Alice file a joint return and have $11,400 of earned income 
in 2009. Their Making Work Pay credit is $706.80 ($11,400 x 6.2%, which is less than 
$800). If Tom and Alice’s earned income were $14,000 instead of $11,400, they would 
receive a Making Work Pay credit of $800 ($14,000 x 6.2% = $868, which is more than 
the $800 maximum). & 


George Newell and his wife Nancy file a joint return and have $160,000 of earned POMOMPLE S00 Re LE re 


income and modified AGI of $175,000. The Newell's credit is $300 ($800 — [($175,000 — 
$150,000) x 2%]). @ 


Most taxpayers will receive this refundable credit through a reduction of income 
tax withheld from their paychecks. Self-employed taxpayers can reduce their esti- 
mated tax payments by an amount equivalent to the credit. Any credit not received in 
advance can be claimed as a credit on the taxpayers’ tax return. The credit is not avail- 
able to individuals claimed as dependents on another tax return, nonresident aliens, 
and estates and trusts. In addition, the credit is reduced by any “economic recovery 
payment” provided by the American Recovery and Reinvestment Tax Act of 2009.°? 


RECOVERY REBATE CREDIT 
See Exhibit 13.3 for a discussion of the recovery rebate credit contained in the Eco- 
nomic Stimulus Act of 2008. 


Tax Act of 2009. So, these taxpayers—even with no earned income—will 


®Certain taxpayers (primarily social security recipients and government 
ays ‘P : receive a check from the U.S. government. 


employees who are not eligible for social security) will receive a $250 “eco- 
nomic recovery payment” under the American Recovery and Reinvestment 
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13.5 PAYMENT PROCEDURES 


L0.5 The tax law contains elaborate rules that require the prepayment of various Federal 
taxes. Consistent with the pay-as-you-go approach to the collection of taxes, these 


it ithholdi 2 ‘ 
Poe Use ann Gi ronased rules carry penalties for lack of compliance. Prepayment procedures fall into two 


and payment procedures ; : 
applicable to employers. major categories: those applicable to employers and those applicable to self- 


employed persons. For employers, both payroll taxes (FICA and FUTA) and income 
taxes may be involved. With self-employed taxpayers, the focus is on the income tax 
and the self-employment tax. 


PROCEDURES APPLICABLE TO EMPLOYERS 


Employment taxes include FICA (Federal Insurance Contributions Act) and FUTA 
(Federal Unemployment Tax Act). The employer usually is responsible for withhold- 
ing the employee’s share of FICA (commonly referred to as Social Security tax) and 
appropriate amounts for income taxes. In addition, the employer must match the 
FICA portion withheld and fully absorb the cost of FUTA. The sum of the employ- 
ment taxes and the income tax withholdings must be paid to the IRS at specified 
intervals. 

The key to employer compliance in this area involves the resolution of the follow- 
ing points: 


e Ascertaining which employees and wages are covered by employment 
taxes and are subject to withholding for income taxes. 

e Arriving at the amount to be paid and/or withheld. 

e Reporting and paying employment taxes and income taxes withheld to the 
IRS on a timely basis through the use of proper forms and procedures. 


Coverage Requirements 


Circular E, Employer’s Tax Guide (Publication 15), issued by the IRS, contains a listing 
of which employees and which wages require withholdings for income taxes and 
employment taxes. Excerpts from Circular E appear in Exhibit 13.4. In working with 
Exhibit 13.4, consider the following observations: 


e The designation “Exempt” in the income tax withholding column does 
not mean that the amount paid is nontaxable to the employee. It merely 
relieves the employer from having to withhold. 


E oe BLE 41 Lee works for Yellow Corporation and has the type of job where tips are not common 
but do occur. If Lee’s total tips amount to less than $20 per month, Yellow Corporation 
need not withhold Federal income taxes on the tips (see Exhibit 13.4). Nevertheless, 


Lee must include the tips in his gross income. @ 


° In some cases, income tax withholding is not required but is voluntary. 
This is designated “Exempt (withhold if both employer and employee 
agree).” 


Pat is employed as a gardener by a wealthy family. In the past, he has encountered 
difficulty in managing his finances so as to be in a position to pay the income tax due 
every April 15. To ease the cash-flow problem that develops in April, Pat asks his 
employer to withhold income taxes from his wages. @ 


e The Social Security and Medicare (FICA) column refers to the employer’s 
share. The same is true of the Federal Unemployment (FUTA) column 
since the employee does not contribute to this tax. 


“See, for example, § 3403 (employer liable for any taxes withheld and not over), and § 6654 (penalty for failure by an individual to pay estimated 
paid over to the IRS), § 6656 (penalty on amounts withheld and not paid income taxes). 
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: Treatment under Employment Taxes 


Special Classes of Employment 
and Special Types of Payments 


Employee business expense 
reimbursement: 


1. Accountable plan. 


a. Amounts not 
exceeding specified 
government rate 
for per diem or 
standard mileage. 

b. Amounts in 
excess of specified 
government rate 
for per diem or 
standard mileage. 


2. Nonaccountable plan. 


Family employees: 
1. Child employed by parent 


(or partnership in which each 
partner is a parent of the child). 


2. Parent employed by child. 


3. Spouse employed by 
spouse. 


Household employees: Domestic 


service in private homes. 
Farmers see Publication 51 
(Circular A). 


Interns working in hospitals. 


Newspaper carriers under 
age 18. 


Salespersons: 
1. Common law employees. 
2. Statutory employees. 


Scholarships and fellowship grants: 
[includible in income under 


§ 117(0)]. 


Severance or dismissal pay. 


Tips, if less than $20 in a month. 


Worker's compensation. 


Income Tax 
Withholding 


Exempt 


Withhold 


Withhold 


Withhold 


Withhold 


Withhold 


Exempt (withhold if 
both employer and 
employee agree). 


Withhold 


Exempt (withhold if 
both employer and 
employee agree). 


Withhold 
Exempt 


Withhold 


Withhold 
Exempt 
Exempt 


Social Security 
and Medicare 


Exempt 


Taxable 


Taxable 


Exempt until age 18; age 21 for 


domestic service. 


Taxable if in course of the son’s 


or daughter's business. 
Taxable if in course of spouse’s 
business. 


Taxable if paid $1,700 or more 
in cash in 2009. Exempt if 
performed by an individual 
under age 18 during any 


portion of the calendar year 


and is not the principal 


occupation of the employee. 


Taxable 
Exempt 


Taxable 
Taxable 


Taxability depends on the 
nature of the employment 
and the status of the 
organization. 


Taxable 
Exempt 
Exempt 


Federal 
Unemployment 


Exempt 


Taxable 


Taxable 


Exempt until age 21 


Exempt 


Exempt 


Taxable if employer paid 
total cash wages of $1,000 
or more in any quarter in 
the current or preceding 
calendar year. 


Exempt 
Exempt 


Taxable 
Taxable, except for full-time 
life insurance sales agents. 


Taxability depends on the 
nature of the employment 
and the status of the 
organization. 


Taxable 
Exempt 
Exempt 
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PART IV 


ae Tax Credits 


Special Tax Computation Methods, Payment Procedures, and Tax Credits 


“CONCEPT SUMMARY —__ 


Credit Computation 


Tax withheld on Amount is reported to employee on Form W-2. 
wages (§ 31) 

Earned income (§ 32) Amount is determined by reference to Earned 
Income Credit Table published by IRS. 
Computations of underlying amounts in 
Earned Income Credit Table are illustrated ' 
in Example 22. 


Child and dependent 
care (§ 21) 


Rate ranges from 20% to 35% depending on AGI. 
Maximum base for credit is $3,000 for one 
qualifying individual, $6,000 for two or more. 


15% of sum of base amount minus reductions for 
(1) Social Security and other nontaxable 
benefits and (2) excess AG]. Base amount is 
fixed by law (e.g., $5,000 for a single 
taxpayer). 


Up to $12,150 of costs incurred to adopt an 
eligible child qualify for the credit. Taxpayer 
claims the credit in the year qualified expenses 
were paid or incurred if they were paid or 
incurred during or after year in which 
adoption was finalized. For expenses paid or 
incurred in a year prior to when adoption was 
finalized, credit must be claimed in tax year 
following the tax year during which the 
expenses are paid or incurred. 


Credit is based on number of qualifying children 
under age 17. Maximum credit is $1,000 per 
child. Credit is phased out for higher-income 
taxpayers. 


American Opportunity credit is available for 
qualifying education expenses of students in 
first two years of postsecondary education. 
Maximum credit is $2,500 per year per eligible 
student. Credit is phased out for higher- 
income taxpayers. 


Lifetime learning credit permits a credit of 20% 
of qualifying expenses (up to $10,000 per year) 
provided American Opportunity credit is not 
claimed with respect to those expenses. Credit 
is calculated per taxpayer, not per student, 
and is phased out for higher-income 
taxpayers. 


Elderly or disabled 
(§ 22) 


Adoption expenses 
(§ 23) 


Child (§ 24) 


Education (§ 25A) 


Credit for certain 
retirement plan 
contributions 
(§ 25B) 


Foreign tax (§ 27) 


Calculation is based on amount of contribution 
multiplied by a percentage that depends on 
the taxpayer's filing status and AGI. 


Foreign taxable income/total worldwide taxable 
income x U.S. tax = overall limitation. Lesser of 
foreign taxes imposed or overall limitation. 


Comments 


Refundable credit. 


Refundable credit. A form of negative income 
tax to assist low-income taxpayers. Earned 
income and AGI must be less than certain 
threshold amounts. Generally, one or more 
qualifying children must reside with the 
taxpayer. 


Nonrefundable personal credit. No carryback or 
carryforward. Benefits taxpayers who incur 
employment-related child or dependent 
care expenses in order to work or seek 
employment. Eligible taxpayers must have a 
dependent under age 13 or adependent 
(any age) or spouse who is physically or 
mentally incapacitated. 


Nonrefundable personal credit. No carryback or 
carryforward. Provides relief for taxpayers 
not receiving substantial tax-free retirement 
benefits. 


Nonrefundable credit. Unused credit may be 
carried forward five years. Purpose is to assist 
taxpayers who incur nonrecurring costs 
associated with the adoption process. 


Generally a nonrefundable credit. Refundable 
in certain cases. Purpose is to provide tax 
relief for low- to moderate-income families 
with children. 


Credit is partially refundable. Credit is designed 
to help defray costs of first four years of 
higher education for low- to middle-income 
families. 


Nonrefundable credit. Credit is designed to 
help defray costs of higher education 
beyond first four years, and for costs 
incurred in maintaining or improving 
existing job skills, for low- to middle-income 
taxpayers. 


Nonrefundable credit. Purpose is to encourage 
contributions to qualified retirement plans 
by low- and middle-income taxpayers. 


Nonrefundable credit. Unused credits may be 
carried back 1 year and forward 10 years. 
Purpose is to prevent double taxation of 
foreign income. 
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Tax Credits—Continued 


Credit Computation 

First-time Credit is limited to 10% of the home's purchase 
homebuyer price, but no more than $8,000 ($4,000 for 
credit (§ 36) married individuals filing separately) in 2009. 


The credit is phased out for taxpayers with 
modified AGI between $75,000 and $95,000 
(single) and between $150,000 and $170,000 
(married). Applies to home purchases from 
January 1, 2009 through December 1, 2009. 


General business May not exceed net income tax minus the greater 
(§ 38) of tentative minimum tax or 25% of net 
regular tax liability that exceeds $25,000. 


Rehabilitation Qualifying investment times rehabilitation 
expenditures percentage, depending on type of property. 
(§ 47) Regular rehabilitation rate is 10%; rate for 


certified historic structures is 20%. 


Research activities Incremental credit is 20% of excess of 
(§ 41) computation year expenditures over the base 

amount. Basic research credit is allowed to 
certain corporations for 20% of cash payments 
to qualified organizations that exceed a 
specially calculated base amount. An energy 
research credit is allowed for 20% of 
qualifying payments made to an energy 
research consortium. 


Low-income housing Appropriate rate times eligible basis (portion of 
(§ 42) project attributable to low-income units). 
Credit is available each year for 10 years. 
Recapture may apply. 


Disabled access (§ 44) Credit is 50% of eligible access expenditures that 
exceed $250 but do not exceed $10,250. 
Maximum credit is $5,000. Available only to 
eligible small businesses. 


Credit for small Credit equals 50% of qualified startup costs 
employer pension incurred by eligible employers. Maximum annual 
plan startup costs credit is $500. Deduction for related expenses is 
(§ 45E) reduced by the amount of the credit. 

Credit foremployer- Credit is equal to 25% of qualified child care 
provided child expenses plus 10% of qualified expenses for 
care (§ 45F) child care resource and referral services. 


Maximum credit is $150,000. Deduction for 
related expenses or basis must be reduced by 
the amount of the credit. 


Work opportunity Credit is limited to 40% of the first $6,000 of 
(§ 51) wages paid to each eligible employee. For 

long-term family assistance recipients, credit is 
limited to 40% of first $10,000 of wages paid 
to each eligible employee in first year of 
employment, plus 50% of first $10,000 of 
wages paid to each eligible employee in 
second year of employment. 


Comments 


Refundable credit. A credit to encourage home 


ownership and to alleviate the surplus of 
unsold homes. For homes purchased from 
April 9, 2008 through December 31, 2008, 
the maximum credit is $7,500 ($3,750 for 
married individuals filing separately) and the 
credit must be repaid in equal installments 
over 15 years. 


Nonrefundable credit. Components include tax 
credit for rehabilitation expenditures, work 
Opportunity tax credit, research activities 
credit, low-income housing credit, disabled 
access credit, credit for small employer pension 
plan startup costs, and credit for employer- 
provided child care. Unused credit may be 
carried back 1 year and forward 20 years. FIFO 
method applies to carrybacks, carryovers, and 
credits earned during current year. 


Nonrefundable credit. Part of general business 
credit and therefore subject to same carryback, 
carryover, and FIFO rules. Purpose is to 
discourage businesses from moving from 
economically distressed areas to newer 
locations. 


Nonrefundable credit. Part of general business 
credit and therefore subject to same 
carryback, carryover, and FIFO rules. Purpose 
is to encourage high-tech and energy 
research in the United States. 


Nonrefundable credit. Part of general business 
credit and therefore subject to same 
carryback, carryover, and FIFO rules. Purpose 
is to encourage construction of housing for 
low-income individuals. 


Nonrefundable credit. Part of general business 
credit and therefore subject to same 
carryback, carryover, and FIFO rules. Purpose 
is to encourage small businesses to become 
more accessible to disabled individuals. 


Nonrefundable credit. Part of general business 
credit and therefore subject to same carryback, 
carryover, and FIFO rules. Purpose is to 
encourage small employers to establish 
qualified retirement plans for their employees. 


Nonrefundable credit. Part of general business 
credit and therefore subject to same 
carryback, carryover, and FIFO rules. Purpose 
is to encourage employers to provide child 
care for their employees’ children during 
normal working hours. 


Nonrefundable credit. Part of the general 
business credit and therefore subject to the 
same carryback, carryover, and FIFO rules. 
Purpose is to encourage employment of 
individuals in specified groups. 


ee 
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TABLE 13.5 FICA Rates and Base 


SS =e 
Social Security Tax Medicare Tax 
Base Base Maximum 
Percent x Amount + Percent x Amount Tax 


$125,000 $5,123.30 

130,200 = 5,328.90 

135,000 = 5,528.70 
Unlimited Unlimited 
Unlimited Unlimited 
Unlimited Unlimited 
Unlimited Unlimited 
Unlimited Unlimited 
Unlimited Unlimited 
Unlimited Unlimited 
Unlimited Unlimited 
Unlimited Unlimited a 
Unlimited Unlimited 
Unlimited Unlimited . 
Unlimited Unlimited 
Unlimited Unlimited ; 
Unlimited Unlimited 
Unlimited Unlimited 
Unlimited Unlimited 
Unlimited Unlimited 


1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 
1.45% 


$ 53,400 
55,500 
57,600 
60,600 
61,200 
62,700 
65,400 
68,400 
72,600 
76,200 
80,400 
84,900 
87,000 
87,900 
90,000 
94,200 
97,500 

102,000 

106,800 


* 


1991 6.20% 
1992 6.20% 
1993 6.20% 
1994 6.20% 
1995 6.20% 
1996 6.20% 
1997 6.20% 
1998 6.20% 
1999 6.20% 
2000 6.20% 
2001 6.20% 
2002 6.20% 
2003 6.20% 
2004 6.20% 
2005 6.20% 
2006 6.20% 
2007 6.20% 
2008 6.20% 
2009 6.20% 
20100n 6.20% 


x KK KR Km KKK a 
++ ttt ttt eee te ttt t+ t+ t+ + t+ 
x KK K RK KK a ae a 


*Not yet determined. 


Amount of FICA Taxes 


The FICA tax has two components: Social Security tax (old age, survivors, and dis- 
ability insurance) and Medicare tax (hospital insurance). The tax rates and wage 
base under FICA have increased substantially over the years. The base amount is 
adjusted each year for inflation. As Table 13.5 shows, the top base amount differs for 
the Medicare portion (now unlimited) and for the Social Security portion. Table 
13.5 represents the employee’s share of the tax. The employer must match the 
employee’s portion. 

Withholdings from employees must continue until the maximum _ base 
amount is reached. In 2009, for example, FICA withholding ceases for the Social 
Security portion (6.2 percent) once the employee has earned wages subject to 
FICA in the amount of $106,800. For the Medicare portion (1.45 percent), how- 
ever, the employer is required to withhold on all wages without limit. This con- 
trasts with years prior to 1994 when a maximum base existed for the Medicare 
portion also. 


In 2009, Keshia earned a salary of $140,000 from her employer. Therefore, FICA taxes 
withheld from her salary are $6,621.60 ($106,800 x 6.2%) plus $2,030 ($140,000 x 
1.45%) for a total of $8,651.60. In addition to paying the amount withheld from 
Keshia’s salary to the government, her employer also has to pay $8,651.60. m 


In at least two situations, it is possible for an employee to have paid excess FICA 
taxes. 


TAXin 
the-NEWS 


With an estimated 77 million baby boomers becoming eligi- 
ble for Social Security over the next decade or so, and with 
fewer employees paying into the system, a logical question 
for younger Americans who are just now entering the work- 
force is whether the Social Security system will be solvent 
when they reach their retirement years. This question often 
arises during political campaigns and is discussed in the 
news media as well as in hearings in Congress. Reality seems 
| to suggest that with a burgeoning number of retirees draw- 
ing Social Security for a longer period of time because their 
life expectancies are increasing, the assets accumulated in 
the Social Security trust fund will be strained at some point 
in the future. 


CHAPTER 13 Tax Credits and Payment Procedures 


Witt Sociat Secarity BE THERE FoR You WHEN You NEEp It? 


ae 


Things seem to be fine now, but beginning in about 
2018, the Social Security Administration expects to be pay- 
ing out more in benefits than it collects from the payroll tax. 
Interest income on the trust fund assets will help balance 
the books until about 2028 when the trust fund assets are 
expected to begin falling. Some suggest that by as early as 
2042, the Social Security trust fund could run dry. 

So, do we have a crisis on our hands? Will benefits be cut, 
or will payroll taxes be increased? Will a “means test” be 
applied before retirees can receive their monthly checks? Will 
part or all of the Social Security contributions be “privatized”? 
The answers to these questions and the integrity of the sys- 
tem are issues that undoubtedly will take years to resolve. 
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During 2009, Kevin changed employers in the middle of the year and earned $60,000 ERO MELE 6 


(all of which was subject to FICA) from each job. As a result, each employer withheld 
$4,590 [(6.2% x $60,000) + (1.45% x $60,000)] for a total of $9,180. Although each 
employer acted properly, Kevin's total FICA tax liability for the year is only $8,361.60 
[(6.2% x $106,800) + (1.45% x $120,000)]. Thus, Kevin has overpaid his share of FICA 
taxes by $818.40 [$9,180 (amount paid) — $8,361.60 (amount of correct liability)]. He 
should claim this amount as a tax credit when filing his income tax return for 2009. The 
tax credit will reduce any income tax Kevin might owe or, possibly, generate a tax 
refund. @ 


During 2009, Lori earned $94,000 from her regular job and $26,000 from a part-time 


job (all of which was subject to FICA). As a result, one employer withheld $7,191 
[(6.2% x $94,000) + (1.45% x $94,000)] while the other employer withheld $1,989 
[(6.2% x $26,000) + (1.45% x $26,000)] for a total of $9,180. Lori’s total FICA tax liabil- 
ity for the year is only $8,361.60 [(6.2% x $106,800) + (1.45% x $120,000)]. Thus, Lori 
has overpaid her share of FICA taxes by $818.40 [$9,180 (amount paid) — $8,361.60 
(amount of correct liability)]. She should claim this amount as a tax credit when filing 
her income tax return for 2009. & 


In Examples 44 and 45, the employee is subject to overwithholding. In both cases, 
however, the employee was able to obtain a credit for the excess withheld. The same 
result does not materialize for the portion paid by the employer. Since this amount 
is not refundable, in some situations employers may pay more FICA taxes than the 
covered employees. 

The mere fact that a husband and wife are both employed does not, by itself, 
result in overwithholding of FICA taxes. 


During 2009, Jim and Betty (husband and wife) are both employed, and each earns 
wages subject to FICA of $60,000. Accordingly, each has $4,590 FICA withheld [(6.2% x 
$60,000) + (1.45% x $60,000)] for a total of $9,180. Since neither spouse paid FICA tax 
on wages in excess of $106,800 (Social Security tax) [see Table 13.5], there is no over- 


withholding. @ 


A spouse employed by another spouse is subject to FICA. However, children 
under the age of 18 who are employed in a parent's trade or business are exempted. 
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Amount of Income Tax Withholding 


Arriving at the amount to be withheld for income tax purposes is not so simple. It 
involves three basic steps: 


e Have the employee complete Form W-4, Employee’s Withholding Allow- 
ance Certificate. 

e Determine the employee’s payroll period. 

e Compute the amount to be withheld, usually using either the wage- 
bracket tables or the percentage method. 


Form W-4 reflects the employee’s marital status and withholding allowances. Gen- 
erally, it need not be filed with the IRS and is retained by the employer as part of the 
payroll records. 

The employer need not verify the number of exemptions claimed. Any misinfor- 
mation on the form will be attributed to the employee. However, if the employer has 
reason to believe that the employee made a false statement, the IRS should be noti- 
fied. In the meantime, the Form W-4 should be honored. Employees are subject to 
both civil and criminal penalties for filing false withholding statements. 

On the current Form W-4, an employee may claim withholding allowances for the 
following: personal exemptions for self and spouse and dependency exemptions. 
One special withholding allowance may be claimed if the employee is single and has only 
one job, if the employee is married and has only one job and the spouse is not 
employed, or if wages from a second job or a spouse’s wages (or both) are $1,000 or 
less. An additional allowance is available if the employee expects to file using the 
head-of-household status or if the employee expects to claim a credit for child and de- 
pendent care expenses on qualifying expenditures of at least $1,800. A taxpayer qual- 
ifying for the child tax credit may claim one or two additional allowances for each 
eligible child. An employee who plans to itemize deductions or claim adjustments to 
income (e.g., alimony, deductible IRA contributions) should use the worksheet pro- 
vided on Form W-4 to determine the correct number of additional allowances. 

To avoid having too little tax withheld, some employees may find it necessary to 
reduce their withholding allowances. This might be the case for an employee who 
has more than one job or who has other sources of income that are not subject to 
adequate withholding. Likewise, a married employee who has a working spouse or 
more than one job might wish to claim fewer allowances. 

If both spouses of a married couple are employed, they may allocate their total 
allowances between themselves as they see fit. The same allocation procedure is 
required if a taxpayer has more than one job. In no event should the same allowance 
be claimed more than once at the same time. It is permissible to declare fewer allow- 
ances than the taxpayer is entitled to in order to increase the amount of withhold- 
ing. Doing so, however, does not affect the number of personal and dependency 
exemptions allowable on the employee’s income tax return. An employee is also per- 
mitted to have the employer withhold a certain dollar amount in addition to the 
required amount. This additional dollar amount can be arbitrary or calculated in ac- 
cordance with a worksheet on Form W-4. 


| EXAMPLE Carl, who earns $75,000, is married to Carol, who earns $85,000. They have three de- 


pendent children and will claim the standard deduction. Assume they do not qualify to 
claim the child tax credit. Together they should be entitled to five allowances [2 (for 
personal exemptions) + 3 (for dependency exemptions)]. The special withholding 
allowance is not available since both spouses earn more than $1,000. If Carl is the 
spouse first employed and his Form W-4 reflects five allowances, Carol’s Form W-4 
should report none. They could, however, reallocate their allowances between them as 
long as the total claimed does not exceed five. = 


tions will not be referenced specifically in the discussion that follows. 
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The period of service for which an employee is paid is known as the payroll period. 
Daily, weekly, biweekly, semimonthly, and monthly periods are the most common 
arrangements. If an employee has no regular payroll period, he or she is considered 
to be paid on a daily basis. | 

Once the allowances are known (as reflected on Form W-4) and the payroll pe- 
riod determined, the amount to be withheld for Federal income taxes can be com- 
puted. The computation usually is made by using the wage-bracket tables or the 
percentage method. 

Wage-bracket tables are available for daily, weekly, biweekly, semimonthly, and 
monthly payroll periods for single (including heads of household) and married tax- 
payers. An extract of the tables dealing with married persons on a monthly payroll 
period is reproduced in Table 13.6. The data in Table 13.6 are for wages paid in 
2009. Example 48 illustrates the use of withholding tables. 


Tom is married and has three dependent children and no additional withholding EAM EE 3S 


allowances are available. In his job with Pink Corporation, he earns $4,500 in May 2009. 
Assuming Tom’s wife has a part-time job for which she earns $5,000 for the year and all 
available allowances are claimed on his Form W-4, Pink should withhold $280 a month 
from his wages. This amount is taken from the five allowances column in the $4,480- 
$4,520 wage bracket. The five allowances result from personal exemptions (two) plus 
dependency exemptions (three). Note that an additional withholding allowance is not 
available for Tom’s wife because she has a job for which she earned more than 
$1,000. = 


Although the wage-bracket table requires few, if any, calculations, the percentage 
method is equally acceptable. Its use may be necessary for payroll periods where no 
wage-bracket tables are available (quarterly, semiannual, and annual payroll peri- 
ods) and where wages paid exceed the amount allowed for use of the wage-bracket 
tables. The percentage method is particularly useful when payroll computations are 
computerized. This method, however, requires the use of a conversion chart based 
on one withholding allowance. That is, the amount of one allowance is equal to the 
personal and dependency exemption amount divided by the number of payroll peri- 
ods in a year. For example, the amount of one allowance for a taxpayer who is paid 
weekly is $70.19 ($3,650/52 payroll periods)—see Table 13.7. 

To use the percentage method, proceed as follows: 


Step I. Multiply the amount of one allowance (as specified in the conver- 
sion chart in Table 13.7) by the employee’s total allowances (taken 
from Form W-4). 

Step 2. Subtract the product reached in step | from the employee’s wages. 
The remainder is called “amount of wages.” 

Step 3. Using the result derived in step 2, compute the income tax with- 
holding under the proper percentage-method table. 


The table used in applying the percentage method for those with monthly payroll 
periods is reproduced in Table 13.8. An illustration of the percentage method 


follows. 


Assume the same facts as in Example 48, except that Tom’s income tax withholding is 
determined using the percentage method. 


Step 1. $304.17 (amount of one allowance for a monthly payroll period) x 
5 (total allowances) = $1,520.85. 

Step 2. $4,500.00 (monthly salary) — $1,520.85 (step 1) = $2,979.15 (amount 
of wages). 

Step 3. Referring to Table 13.8: $132.90 + 15% ($2,979.15 — $1,996.00) = 
$280.37. m 
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TABLE 13.6 Wage-Bracket Withholding Table 


MARRIED Persons—MONTHLY Payroll Period 
(For Wages Paid in 2009) 
If the wages are— And the number of withholding allowances claimed is — 


than 


The amount of income tax to be withheld is — 


$3,640 $3,680 $246 $200 $0 
3,680 3,720 252 206 0 
3,720 3,760 258 212 3 
3,760 3,800 264 218 7 
3,800 3,840 270 224 11 
3,840 3,880 276 230 15 
3,880 3,920 282 236 19 
3,920 3,960 288 242 P45) 
3,960 4,000 294 248 27 
4,000 4,040 300 254 31 
4,040 4,080 306 260 35 
4,080 4,120 312 266 39 
4,120 4,160 318 272 43 
4,160 4,200 324 278 47 
4,200 4,240 330 284 51 
4,240 4,280 336 290 55 
4,280 4,320 342 296 59 
4,320 4,360 348 302 63 
4,360 4,400 354 308 67 
4,400 4,440 360 314 71 
4,440 4,480 366 320 fs) 
4,480 4,520 372 326 79 
4,520 4,560 378 332 83 
4,560 4,600 384 338 87 
4,600 4,640 390 344 91 
4,640 4,680 396 350 95 
4,680 4,720 402 356 99 
4,720 4,760 408 362 103 
4,760 4,800 414 368 107 
4,800 4,840 420 374 111 
4,840 4,880 426 380 115 
4,880 4,920 432 386 119 
4,920 4,960 438 392 123 
4,960 5,000 444 398 127 
5,000 5,040 450 404 131 
5,040 5,080 456 410 136 
5,080 5,120 462 416 142 
5,120 5,160 468 422 148 
5,160 5,200 474 428 154 
5,200 5,240 480 434 160 
5,240 5,280 486 440 166 
5,280 5,320 492 446 172 
5,320 5,360 498 452 178 
5,360 5,400 504 458 184 
5,400 5,440 510 464 190 
5,440 5,480 516 470 196 
5,480 5,520 522 476 202 
5,520 5,560 528 482 208 
5,560 5,600 534 488 214 
5,600 5,640 540 494 220 
5,640 5,680 546 500 226 
5,680 5,720 552 506 232 
5,720 5,760 558 512 238 
5,760 5,800 564 518 244 
5,800 5,840 570 524 250 
5,840 5,880 576 530 256 
$5,880 and over Use Table 4(b) fora MARRIED person on page 38. Also see the instructions on page 36. 
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TABLE 1 37, Conversion Chart for 2009 


a re a te ile Alt. ols a, ln 
Payroll Period Amount of One Allowance 
ee ee as ee 


Daily $ 14.04 
Weekly 70.19 
Biweekly 140.38 
Semimonthly 152.08 
Monthly 304.17 
Quarterly 912.50 
Semiannual 1,825.00 
Annual 3,650.00 


Note that the wage-bracket tables yield an amount for income tax withholding of 
$280 (refer to Example 48) while the percentage method results in $280.37 (refer to 
Example 49). The difference occurs because the wage-bracket table amounts are 
derived by computing the withholding on the median wage within each bracket and 
rounded to the nearest dollar. 


Reporting and Payment Procedures 

Proper handling of employment taxes and income tax withholdings requires consid- 
erable compliance efforts by the employer. Among the Federal forms that have to be 
filed are the following: 


Tax Form Title 

ss—4 Application for Employer Identification Number 

W-2 Wage and Tax Statement 

W-3 Transmittal of Wage and Tax Statements 

940 or 940 EZ Employer’s Annual Federal Unemployment (FUTA) Tax Return 
941 Employer's Quarterly Federal Tax Return 


Form SS—-4 is the starting point since it provides the employer with an identifica- 
tion number that must be used on all of the other forms filed with the IRS and the 


| Table for Percentage Method of Withholding for Wages Paid through 2009 


TABLE 13.8 


————— a anminmsniniinicacainstiinniannaen Renn aan iaaaaaaana 
TABLE 4—MONTHLY Payroll Period 


(b) MARRIED person— 
If the amount of wages (after 


(a) SINGLE person (including head of household) — 
If the amount of wages (after 


subtracting withholding The amount of income tax subtracting withholding The amount of income 
allowances) is: to withhold is: allowances) is: tax to withhold is: 
NOUOVE! Soot t dee eco $0 NOUOVORGOO 7am nerd ares ces $0 
Over— But not over— of excess over— | Over— But not over — of excess over — 
$221 —$867 ...10% — $221 $667 —$1,996 ...10% — $667 
$867 — $2,950 ...$64.60 plus 15% — $867 $1,996 —$6,304 ...$132.90 plus 15% — $1,996 
$2,950 —$7,025 ...$377.05 plus 25% — $2,950 $6,304 —$12,067 ...$779.10 plus 25% — $6,304 
$7,025 —$14,467 .. . $1,395.80 plus 28% — $7,025 $12,067 —$18,050 ...$2,219.85 plus 28% — $12,067 
$14,467 —$31,250 .. .$3,479.56 plus 33% — $14,467 $18,050 —$31,725 .. .$3,895.09 plus 33% —$18,050 
SOTO SO ewes peat een Alaa nie hevs).0)8 $9,017.95 plus 35% — $31,250 CHINES A Ginn Beer GR eee $8,407.84 plus 35% — $31,725 
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The “tax gap”—the difference between what taxpayers owe 
to the Federal government in taxes and what they pay—is 
approaching $400 billion annually. A significant portion of 
that amount consists of delinquent payroll taxes—the 
money withheld from employees’ salaries by employers for 
FICA taxes (Social Security and Medicare taxes). 

According to a study by the Government Accountability 
Office (GAO), more than 1.6 million businesses together owe 
in excess of $58 billion related to delinquent payroll taxes. 
Of that amount, $26 billion represents actual taxes owed, 
$18 billion is for interest, and $14 billion is for penalties. In 
contrast, businesses owe only $24 billion in delinquent corpo- 
rate income taxes. Businesses in the construction, profes- 
sional services, and health care industries have the largest 
payroll tax delinquencies. 


Special Tax Computation Methods, Payment Procedures, and Tax Credits 


THE Tax GaP INCLUDES $58 BILLION IN PAYROLL TAXES 


Collecting payroll taxes seems to be a perennial prob- 
lem. The GAO study pointed out that delinquencies today 
are about the same as they were a decade ago when 
1.8 million businesses owed about $49 billion. Today, 
though, debts are more likely to be longstanding. About 
500 employers owe at least 10 years’ worth of taxes, and 
nearly 15,000 owe 5 years’ worth. About half of the $58 bil- 
lion owed is from 2002 or earlier. Since then the IRS has 
stepped up its enforcement efforts through the use of liens 
and levies on businesses that fail to pay over the taxes 
withheld. 


Source: Adapted from “Businesses Owe IRS $58 Billion,” USA Today 
(online), July 28, 2008. 


www.cengage.com/taxation/swft 


Social Security Administration. The number issued consists of nine digits and is 
hyphenated between the second and third digits (e.g., 98-7654321). 

Form W-2 furnishes essential information to employees concerning wages paid, 
FICA, and income tax withholdings. Copies of Form W-2 are distributed to several 
parties for various purposes: to enable the employee to complete his or her income 
tax return, to inform the Social Security Administration of the amount of FICA 
wages earned by the employee, and to serve as a permanent record for the employer 
and employee of the payroll information contained on the form. Form W-2 
(reporting information for the previous calendar year) must be furnished to an em- 
ployee not later than January 31. If an employee leaves a place of employment 
before the end of the year, Form W-2 can be given to him or her at any time after 
employment ends but no later than the following January 31. However, if the termi- 
nated employee asks for Form W-2, it must be given to him or her within 30. days 
after the request or the final wage payment, whichever is later. 

Form W-3 must accompany the copies of Forms W-2 filed by the employer with 
the Social Security Administration. Its basic purpose is to summarize and reconcile 
the amounts withheld for FICA and income taxes from allemployees. 

Form 940 (or Form 940 EZ) constitutes the employer’s annual accounting for 
FUTA purposes. Generally, it must be filed on or before January 31 of the following 
year and must be accompanied by the payment of any undeposited FUTA due the 
Federal government. 

Whether or not deposits” are required, most employers must settle their employ- 
ment taxes every quarter. To do this, Form 941 must be filed on or before the last 
day of the month following the end of each calendar quarter. 


Backup Withholding 


Some types of payments made to individuals by banks or businesses are subject to 
backup withholding under certain conditions. Backup withholding is designed to 
ensure that income tax is collected on interest and other payments reported on a 
Form 1099. If backup withholding applies in 2009, the payer must withhold 


Deposit requirements are specified in each current issue of Circular E, 
Employer's Tax Guide, IRS Publication 15. Under current rules, employers 
must make deposits on either a monthly or a semiweekly basis. 
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SiGe SaSasenters Spee: Tes 


si SASS eS regen Ee IRA Ea CaS Sieg SRR SRE 


ae “\NITHHOLDING Tax" PeneORR? AN eae Rote 


Taxpayers in the United States are accustomed to having their employer withhold a 


portion of their salary or wages and then forward the amounts to the government in 
payment of their income tax liabilities. As a rule, other types of income, such as divi- 
dends, interest, and annuities, are not subject to withholding because the IRS has 
adequate mechanisms in place to assure a high level of tax compliance. But for pay- 
ments of U.S.-source income to foreign taxpayers, the IRS would not be as confident 
that it is getting its due were it not for the so-called withholding tax. 

To ensure the collection of the income tax on amounts paid to nonresident aliens 
and foreign corporations, the person paying the income, rather than the recipient, is 
required to withhold and forward the appropriate payment to the government. 
Although the withholding rate is typically 30 percent, the rate can vary in certain situa- 
tions. In some situations, this withholding mechanism will also prevent the taxpayer 
from having to file an income tax return with the U.S. government. 


28 percent of the gross amount. Backup withholding applies when the taxpayer does 
not give the business or bank his or her identification number in the required man- 
ner and in certain other situations. 


PROCEDURES APPLICABLE TO SELF-EMPLOYED PERSONS 


Although the following discussion largely centers on self-employed taxpayers, some 
of the procedures may be applicable to employed persons. In many cases, for exam- 
ple, employed persons may be required to pay estimated tax if they have income 
other than wages that is not subject to withholding. An employee may conduct a sec- 
ond trade or business in a self-employment capacity. Depending on the circumstan- 
ces, the second job may require the payment of a self-employment tax. In addition, 
taxpayers whose income consists primarily of rentals, dividends, or interest (this list 
is not all-inclusive) may be required to pay estimated tax. 


Estimated Tax for Individuals 


Estimated tax is the amount of tax (including alternative minimum tax and self- 
employment tax) an individual expects to owe for the year after subtracting tax cred- 
its and income tax withheld. Any individual who has estimated tax for the year of 
$1,000 or more and whose withholding does not equal or exceed the required an- 
nual payment (discussed below) must make quarterly payments.” Otherwise, a pen- 
alty may be assessed. No quarterly payments are required (and no penalty will apply 
on an underpayment) if the taxpayer’s estimated tax is under $1,000. No penalty will 
apply if the taxpayer had no tax liability for the preceding tax year and the preceding 
tax year was a taxable year of 12 months and the taxpayer was a citizen or resident for 
the entire preceding tax year. In this regard, having no tax liability is not the same as 
having no additional tax to pay. 

The required annual payment must first be computed. This is the smaller of the 
following amounts: 


° Ninety percent of the tax shown on the current year’s return. 

° One hundred percent of the tax shown on the preceding year’s return 
(the return must cover the full 12 months of the preceding year). If 
the AGI on the preceding year’s return exceeds $150,000 ($75,000 if 
married filing separately), the 100 percent requirement is increased to 


110 percent. 


Ss 3406(a). The backup > withholding rate is equal to the fourth lowest tax rate °78§ 6654(c)(1) and 6654(e)(1). 


for single filers. 


GLOBAL 
Tax Issues 


L0.6 
Understand the payment 


procedures applicable to self- 
employed persons. 
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In general, one-fourth of this required annual payment is due on April 15, June 15, 
_and September 15 of the tax year and January 15 of the following year. 

An equal part of withholding is deemed paid on each due date. Thus, the quar- 
terly installment of the required annual payment reduced by the applicable with- 
holding is the estimated tax to be paid. Payments are to be accompanied by the 
payment voucher for the appropriate date from Form 1040-ES. Bs 

Married taxpayers may make joint estimated tax payments even though a joint 
income tax return is not subsequently filed. In such event, the estimated tax pay- 
ments may be applied against the separate return liability of the spouses as they see 
fit. If a husband and wife cannot agree on a division of the estimated tax payments, . 
the Regulations provide that the payments are to be allocated in proportion to the 
tax liability on the separate returns. 


Penalty on Underpayments 


A nondeductible penalty is imposed on the amount of underpayment of estimated 
tax. The rate for this penalty is adjusted quarterly to reflect changes in the average 
prime rate. 

An underpayment occurs when any installment (the sum of estimated tax paid and 
income tax withheld) is less than 25 percent of the required annual payment. The 
penalty is applied to the amount of the underpayment for the period of the under- 


payment. 
[SEXAMELE SO) Marta made the following payments of estimated tax for 2009 and had no income tax 
withheld: 
April 15, 2009 $1,400 
June 15, 2009 2,300 
September 15, 2009 1,500 
January 15, 2010 1,800 


Marta’s actual tax for 2009 is $8,000, and her tax in 2008 was $10,000. Therefore, each 
installment should have been at least $1,800 [($8,000 x 90%) x 25%]. Of the payment 
on June 15, $400 will be credited to the unpaid balance of the first quarterly install- 
ment due on April 15,°° thereby effectively stopping the underpayment penalty for 
the first quarterly period. Of the remaining $1,900 payment on June 15, $100 is cred- 
ited to the September 15 payment, resulting in this third quarterly payment being $200 
short. Then $200 of the January 15 payment is credited to the September 15 shortfall, 
ending the period of underpayment for that portion due. The January 15, 2010 install- 
ment is now underpaid by $200, and a penalty will apply from January 15, 2010, to 
April 15, 2010 (unless paid sooner). Marta’s underpayments for the periods of under- 
payment are as follows: 


1st installment due: $400 from April 15 to June 15 

2nd installment due: Paid in full 

3rd installment due: $200 from September 15, 2009 to January 15, 2010 

Ath installment due: $200 from January 15 to April 15, 2010 a 


If a possible underpayment of estimated tax is indicated, Form 2210 should be 
filed to compute the penalty due or to justify that no penalty applies. 


Self-Employment Tax 


The tax on self-employment income is levied to provide Social Security and Medi- 
care benefits (old age, survivors, and disability insurance and hospital insurance) for 
self-employed individuals. Individuals with net earnings of $400 or more from self- 
employment are subject to the self-employment tax.”° For 2009, the self-employment 
§ 6654(b)(2). 78 6017. 
Payments are credited to unpaid installments in the order in which the 
installments are required to be paid. § 6654(b)(3). 
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"TABLE 13.9 Self-Employment Tax: Social Security and Medicare Portions 


Tax Rate Ceiling Amount 


Social Security portion : $106,800 
Medicare portion : Unlimited 
Aggregate rate 


Social Security portion : $102,000 
Medicare portion : Unlimited 
Aggregate rate 


FIGURE 13.1 


2009 Self-Employment Tax Worksheet 


he Net earnings from self-employment. 

2. Multiply line 1 by 92.35%. 

3. If the amount on line 2 is $106,800 or less, multiply the line 2 
amount by 15.3%. This is the self-employment tax. 

4. If the amount on line 2 is more than $106,800, multiply the 

excess of line 2 over $106,800 by 2.9% and add $16,340.40. 

This is the self-employment tax. 


tax is 15.3 percent of self-employment income up to $106,800 and 2.9 percent 
of self-employment income in excess of $106,800. In other words, for 2009 the 
self-employment tax is 12.4 percent of self-employment earnings up to $106,800 (for 
the Social Security portion) plus 2.9 percent of the total amount of self-employment 
earnings (for the Medicare portion)—see Table 13.9. 

Currently, self-employed taxpayers are allowed a deduction from net earnings 
from self-employment, at one-half of the self-employment rate, for purposes of 
determining self-employment tax’? and an income tax deduction for one-half the 
amount of self-employment tax paid.” 

Determining the amount of self-employment tax to be paid for 2009 involves 
completing the steps in Figure 13.1. The result of step 3 or 4 is the amount of self- 
employment tax to be paid. For income tax purposes, the amount to be reported is 
net earnings from self-employment before the deduction for one-half of the self- 
employment tax. Then the taxpayer is allowed a deduction for AGI of one-half of the 
self-employment tax. 


Using the format in Figure 13.1, the self-employment tax is determined for two tax- 
payers with net earnings from self-employment for 2009 as follows: Ned, $55,000 and 


Terry, $120,000. 


Ned's Self-Employment Tax Worksheet 


1. Net earnings from self-employment. $ 55,000.00 
2. Multiply line 1 by 92.35%. $ 50,792.50 
3 If the amount on line 2 is $106,800 or less, multiply the line 2 

amount by 15.3%. This is the self-employment tax. it AS 


4. If the amount on line 2 is more than $106,800, multiply the 
excess of line 2 over $106,800 by 2.9% and add $16,340.40. This 


is the self-employment tax. 


7g 1402(a)(12). 72g 164(f). 


EXAMPLE 54 
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EXAMPLE 52 


Terry's Self-Employment Tax Worksheet 


1. Net earnings from self-employment. $120,000.00 
2. Multiply line 1 by 92.35%. $110,820.00 
3. Ifthe amount on line 2 is $106,800 or less, multiply the line 2 

amount by 15.3%. This is the self-employment tax. 
4. If the amount on line 2 is more than $106,800, multiply the 

excess of line 2 over $106,800 by 2.9% and add $16,340.40. This 

is the self-employment tax. $ 16,456.98 


For income tax purposes, Ned has net earnings from self-employment of $55,000 
and a deduction for AGI of $3,885.63 (one-half of $7,771.25). Terry has net earnings 
from self-employment of $120,000 and a deduction for AGI of $8,228.49 (one-half of 
$16,456.98). Both taxpayers benefit from the deduction for one-half of the self- 
employment tax paid. @ 


For 2008, the selfemployment tax computations are similar to those for 
2009. The only difference is that the tax base was lower for 2008 than it is for 2009 
(see Table 13.9 and Figure 13.2). 

If an individual also receives wages subject to FICA tax, the ceiling amount of the 
Social Security portion on which the self-employment tax is computed is reduced. 
Thus, the self-employment tax may be reduced if a self-employed individual also 
receives FICA wages in excess of the ceiling amount. 


In 2009, Kelly had $76,000 of net earnings from the conduct of a bookkeeping service 
(trade or business activity). She also received wages as an employee amounting to 
$40,000 during the year. The amount of Kelly’s self-employment income subject to the 
Social Security portion (12.4%) is $66,800 ($106,800 — $40,000), producing a tax of 
$8,283.20 ($66,800 x 12.4%). All of Kelly’s net self-employment earnings are subject to 
the Medicare portion of the self-employment tax of 2.9%. Therefore, the self-employ- 
ment tax on this portion is $2,035.39($70,186 x 2.9%). 


Social 
Security 
Portion 
Ceiling amount $106,800 
Less: FICA wages (40,000) 
Net ceiling $ 66,800 
Net self-employment income 
($76,000 x 92.35%) $ 70,186 
Lesser of net ceiling or net 
self-employment income $ 66,800 


Net earnings from self-employment include gross income from a trade or business less 
allowable trade or business deductions, the distributive share of any partnership 


| Ficure 13.2 (PRE Self-Employment Tax Worksheet 


ile Net earnings from self-employment. 

Pe Multiply line 1 by 92.35%. 

3h If the amount on line 2 is $102,000 or less, multiply the line 2 
amount by 15.3%. This is the self-employment tax. 

4. If the amount on line 2 is more than $102,000, multiply the 
excess of line 2 over $102,000 by 2.9% and add $15,606. This 
is the self-employment tax. 
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income or loss derived from a trade or business activity, and net income from ren- 
dering personal services as an independent contractor. Gain or loss from the disposi- 
tion of property (including involuntary conversions) is excluded from the 
computation of self-employment income unless the property involved is inventory. 


TAX PLANNING: 
13.6 CREDID, 5 tipseiod gaa oakdooaT 


A U.S. citizen or resident working abroad (commonly referred to as an expatriate) 
may elect to take either a foreign tax credit or the foreign earned income exclusion. 
In cases where the income tax of a foreign country is higher than the U.S. income 
tax, the credit choice usually is preferable. If the reverse is true, electing the foreign 
earned income exclusion probably reduces the overall tax burden. 

Unfortunately, the choice between the credit and the earned income exclusion is 
not without some limitations. The election of the foreign earned income exclusion, 
once made, can be revoked for a later year. However, once revoked, the earned 
income exclusion will not be available for a period of five years unless the IRS con- 
sents to an earlier date. This will create a dilemma for expatriates whose job assign- 
ments over several years shift between low- and high-bracket countries. 


In 2008, Ira, a calendar year taxpayer, is sent by his employer to Saudi Arabia (a low-tax 
country). For 2008, therefore, Ira elects the foreign earned income exclusion. In 2009, 
lra’s employer transfers him to France (a high-tax country). Accordingly, he revokes the 
foreign earned income exclusion election for 2009 and chooses instead to use the for- 
eign tax credit. If Ira is transferred back to Saudi Arabia (or any other low-tax country) 
within five years, he may not utilize the foreign earned income exclusion. @ 


13.7 CREDIT FOR CHILD AND DEPENDENT 
CARE EXPENSES 


eee SIAC RT OC RAE EEE ee REDE RASS REEF ESE SED EEE ALLELE SLL LEELA REL ELLE LE EAA LEI EDEL LES ALLS 


A taxpayer may incur employment-related expenses that also qualify as medical 
expenses (e.g., a nurse is hired to provide in-the-home care for an ill and incapaci- 
tated dependent parent). Such expenses may be either deducted as medical 
expenses (subject to the 7.5 percent limitation) or utilized in determining the credit 
for child and dependent care expenses. If the credit for child and dependent care 
expenses is chosen and the employment-related expenses exceed the limitation 
($3,000, $6,000, or earned income, as the case may be), the excess may be consid- 
ered a medical expense. If, however, the taxpayer chooses to deduct qualified 
employment-related expenses as medical expenses, any portion that is not deducti- 
ble because of the 7.5 percent limitation may not be used in computing the credit 
for child and dependent care expenses. 


Alicia has the following tax position for 2009: 


Adjusted gross income $30,000 
Potential itemized deductions from AGI— 

Other than medical expenses $3,500 

Medical expenses 6,600 $10,100 


All of Alicia’s medical expenses were incurred to provide nursing care for her disabled 
father while she was working. The father lives with Alicia and qualifies as her 


dependent. @ 


LO.7 
Identify tax planning 


opportunities related to tax 
credits and payment 
procedures. 
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What should Alicia do in this situation? One approach would be to use $3,000 of 
the nursing care expenses to obtain the maximum credit for child and dependent 
care expenses allowed of $810 (27% x $3,000). The balance of these expenses 
should be claimed as medical expenses. After a reduction of 7.5 percent of AGI, this 
would produce a medical expense deduction of $1,350 [$3,600 (remaining medical 
expenses) — (7.5% x $30,000) ]. 

Another approach would be to claim the full $6,600 as a medical expense and 
forgo the credit for child and dependent care expenses. After the 7.5 percent adjust- 
ment of $2,250 (7.5% x $30,000), a deduction of $4,350 remains. 

The choice, then, is between a credit of $810 plus a deduction of $1,350 or a 
credit of $0 plus a deduction of $4,350. Which is better, of course, depends on the 
relative tax savings involved, which in turn are dependent on the taxpayer’s marginal 
tax bracket. 

One of the traditional goals of family tax planning is to minimize the total tax bur- 
den within the family unit. With proper planning and implementation, the credit 
for child and dependent care expenses can be used to help achieve this goal. For 
example, payments to certain relatives for the care of qualifying dependents and 
children qualify for the credit if the care provider is nota child (under age 19) of the 
taxpayer. Thus, if the care provider is in a lower tax bracket than the taxpayer, the 
following benefits result: 


e Income is shifted to a lower-bracket family member. 
e The taxpayer qualifies for the credit for child and dependent care 
expenses. 


In addition, the goal of minimizing the family income tax liability can be 
enhanced in some other situations, but only if the credit’s limitations are recognized 
and avoided. For example, tax savings may still be enjoyed even if the qualifying 
expenditures incurred by a cash basis taxpayer have already reached the annual ceil- 
ing ($3,000 or $6,000). To the extent that any additional payments can be shifted 
into future tax years, the benefit from the credit may be preserved on these excess 
expenditures. 


| EXAMPLE 55 a calendar year and cash basis taxpayer, has spent $3,000 by December 1 on 


qualifying child care expenditures for his dependent 11-year-old son. The $250 that 
is due the care provider for child care services rendered in December does not gener- 
ate a tax credit benefit if the amount is paid in the current year because the $3,000 
ceiling has been reached. However, if the payment can be delayed until the next 
year, the total credit over the two-year period for which Andre is eligible may be 
increased. @ 


A similar shifting of expenditures to a subsequent year may be wise if the potential 
credit otherwise generated would exceed the tax liability available to absorb the credit. 


13.8 ADJUSTMENTS TO INCREASE WITHHOLDING 


The penalty for underpayment of estimated tax by individuals is computed for each 
quarter of the tax year. A taxpayer can play catch-up to a certain extent. Each quar- 
terly payment is credited to the unpaid portion of any previous required installment. 
Thus, the penalty stops on that portion of the underpayment for the previous quar- 
ter. However, since income tax withheld is assumed to have been paid evenly 
throughout the year and is allocated equally among the four installments in comput- 
ing any penalty, a taxpayer who would otherwise be subject to a penalty for under- 
payment should increase withholdings late in the year. This can be done by 
changing the number of allowances claimed on Form W-4 or by special arrange- 
ment with the employer to increase the amount withheld. 
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A similar way to avoid (or reduce) a penalty for underpayment is to have the 
employer continue Social Security withholding beyond the base amount. 


Rose, a calendar year taxpayer, earns $125,000 from her job. In late October 2009, she 


realizes that she will be subject to a penalty for underpayment of estimated tax due to 
income from outside sources. Consequently, she instructs her employer to continue 
FICA withholdings for the rest of 2009. If this is done, an extra $18,200 [$125,000 (an- 
nual salary) — $106,800 (base amount of the Social Security portion for 2009)] will be 
subject to the 6.2% Social Security portion of the FICA tax [7.65% (total FICA rate) — 
1.45% (Medicare portion of the FICA rate)]. Thus, Rose generates an additional 
$1,128.40(6.2% x $18,200) that will be deemed withheld ratably during 2009. = 


13.9 ADJUSTMENTS TO AvoID 


Publication 505, Tax Withholding and Estimated Tax, contains worksheets that tax- 
payers may use to take advantage of special provisions for avoiding overwithholding. 
Extra exemptions for withholding purposes are allowed if the taxpayer has unusually 
large itemized deductions, deductions for AGI, or tax credits. Net losses from Sched- 
ules C, D, E, and F may be considered in computing the number of extra withhold- 
ing exemptions. Net operating loss carryovers may also be considered in the 
computation. A taxpayer who is entitled to extra withholding exemptions for any of 
these reasons should file a new Form W-4, Employee’s Withholding Allowance Cer- 
tificate, with his or her employer. 


REFOCUS ON THE BIG PICTURE 


The American Recovery and Reinvestment Tax Act (ARRTA) of 2009 made a signifi- EDUCATION 
cant change in education credits—and the American Opportunity Tax credit pro- 
vides substantial relief for Tom and Jennifer Snyder. Although their income would TAX CREDITS 


have eliminated any education credits in 2008, changes made by the ARRTA of 2009 
provide partial relief for Tom and Jennifer in 2009. 

Both Lora and Sam qualify for the American Opportunity credit in 2009 as they 
are both in their first four years of post-secondary education. Lora and Sam both 
qualify for a $2,500 credit in 2009 (100 percent of the first $2,000 and 25 percent of 
the next $2,000 of qualified expenses). 

These credits phase out over a range of $20,000 once married taxpayers’ AGI 
exceeds $160,000. For the Snyders, their AGI results in a 40 percent reduction 
[($168,000 — $160,000) /$20,000]. So 60 percent of the qualified credits are 
available. 

Thus, the total education credits available to the Snyders amount to $3,000 
($5,000 x 60%), and they may claim this amount as a credit on their 2009 income 
tax return. Further, this credit may be used to offset any AMT liability and 40 percent 
($1,200) is refundable to the Snyders. 


What If? 

What if the Synder’s AGI is $188,000? In 2009, the Snyders would not qualify for any 
education credits (their income exceeds the limits for both the American Opportu- 
nity and lifetime learning credits). Although a deduction for AGI is allowed for quali- 
fied tuition and related expenses involving higher education, their AGI exceeds the 
$160,000 maximum allowed for a deduction (see Chapter 9 for additional details). 
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DISCUSSION QUESTIONS 


ISSUEID 


tue 


ey. 


. LO.1 Would an individual taxpayer receive greater benefit from deducting an 


expenditure or from taking a credit equal to 25% of the expenditure? How would your 
response change if the item would only be deductible from AGI? 


LO.2 What is a refundable credit? Give examples. What is a nonrefundable credit? Give 
examples. 


LO.2 Tax credits are offset against the tax liability in a prescribed order. Explain why the 
order in which credits are utilized is important. 


LO.2 Discuss the treatment of unused general business credits. 


LO.2 John graduated from college several years ago with high hopes and expectations of 
enjoying a very successful business career. Almost as soon as he completed his final 
exams, he borrowed over $250,000 from a local bank (the loan was guaranteed by his 
parents) to make several “hot” investments. The investments, as expected, spun off huge 
tax losses and tax credits in their early years. Recently, however, John has begun to have 
doubts as to the wisdom of these investments as they have not begun to generate profits 
as promised. As a result, he is contemplating selling the investments, at yet another loss. 
Because his investments have not as yet produced any profits to support his lifestyle, he 
has been forced to live at home with his parents. Identify the relevant tax issues. 


LO.3 Explain the purpose of the rehabilitation expenditures tax credit and describe the 
general characteristics of its computation. 


L0.3 Discuss the purpose of the work opportunity tax credit. Who receives the tax 
benefits from the credit? Give examples of the types of individuals who, if hired, give rise 
to the credit. 


L0.3 Explain the alternatives a taxpayer has in claiming the deduction and credit for 
research and experimentation expenditures. 


L0.3 Explain the purpose of the disabled access credit and describe the general 
characteristics of its computation. 


L0.4 Is the earned income credit a form of negative income tax? Why or why not? 


L0.4 Briefly discuss the requirements that must be satisfied for a taxpayer to qualify for 
the earned income credit. 


L0.4 Individuals who receive substantial Social Security benefits are usually not eligible 
for the tax credit for the elderly or disabled because these benefits effectively eliminate 
the base upon which the credit is computed. Explain. 
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L0.4, 7 In general, when would an individual taxpayer find it more beneficial to use the 


foreign earned income exclusion rather than the foreign tax credit in computing his or 
her income tax liability? 


L0.4, 7 Tara was recently called into the partner’s office and offered a one-year assignment 
in her public accounting firm’s London office. Realizing that Tara will face incremental 
expenses while in London, such as for foreign income taxes and rent, the firm will try to 
make her “whole” from a financial perspective by increasing her salary to help offset the 
expenses she will incur while living overseas. If Tara takes the assignment, she will likely rent 
her personal residence and sell several major tangible assets such as her personal 
automobile. Identify the relevant tax issues. 


L0.4 What purpose is served by the overall limitation on the foreign tax credit? 
LO.4 Discuss, in general, the calculation of the adoption expenses credit. 


L0.4 Distinguish between the child tax credit and the credit for child and dependent 
care expenses. 


L0.4 Cindy is not concerned about the credit for child and dependent care expenses 
because her AGI in 2009 is considerably in excess of $40,000. Is Cindy under a 
misconception regarding the tax law? Explain. 


LO.4, 7 Polly and her spouse, Leo, file a joint return and expect to report AGI of $70,000 
in 2009. Polly’s employer offers a child and dependent care reimbursement plan that 
allows up to $3,500 of qualifying expenses to be reimbursed in exchange for a $3,500 
reduction in the employee’s salary. Because Polly and Leo have one minor child 
requiring child care that costs $3,500 each year, she is wondering if she should sign up for 
the program instead of taking advantage of the credit for child and dependent care 
expenses. Assuming Polly and Leo are in the 25% tax bracket, analyze the effect of the 


two alternatives. How would your answer differ if Polly and Leo’s AGI was $14,000 instead 


of $70,000? Assume in this case that their marginal tax rate is 10%. 


LO.4 Roger and Debra are approaching an exciting time in their lives as their oldest 
daughter, Samantha, graduates from high school and moves on to college. What are 
some of the tax issues Roger and Debra should consider as they think about paying for 
Samantha’s college education? 


LO.4 Explain the purpose of the first-time homebuyer credit and describe the general 
characteristics of its computation. 


L0.3, 4 Identify two tax credits enacted by Congress that are designed to encourage the 
establishment of or contributions to qualified retirement plans. 


LO.5 Elaborate rules exist that require employers to prepay various types of Federal 
taxes. Summarize the major issues that an employer must resolve if it is to comply with 
the requirements. 


L0.5 If an employer is not required to withhold income taxes on an item of income paid 
to an employee, does this mean that the item is nontaxable? Explain. 


L0.5 Keith, a sole proprietor, owns and operates a grocery store. Keith’s wife and his 
17-year-old son work in the business and are paid wages. Will the wife and son be subject 


to FICA? Explain. 


LO.5 Under what circumstances will the special withholding allowance be allowed for 
purposes of determining income tax withholding? 


LO.6 Describe the exposure (i.e., wage base and tax rate) that a self-employed individual 
has to the self-employment tax for 2009. 


L0.2 Connie has a tentative general business credit of $42,000 for the current year. Her 
net regular tax liability before the general business credit is $107,000, and her tentative 
minimum tax is $88,000. Compute Connie’s allowable general business credit for the 


year. 
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L0.2 Oak Corporation has the following general business credit carryovers: 


2005 $ 40,000 
2006 70,000 
2007 60,000 
2008 30,000 
Total carryovers $200,000 


If the general business credit generated by activities during 2009 equals $185,000 and the 
total credit allowed during the current year is $300,000 (based on tax liability), what 
amounts of the current general business credit and carryovers are utilized against the 
2009 income tax liability? What is the amount of unused credit carried forward to 2010? 


L0.2, 7 In the current year, Simon Cho (4588 Norris Avenue, St. Charles, IL 60174) 
acquires a qualifying historic structure for $250,000 (excluding the cost of the land) and 
plans to substantially rehabilitate the structure. He is planning to spend either $245,000 
or $255,000 on rehabilitation expenditures. Write a letter to Simon and a memo for the 
tax files explaining, for the two alternative expenditures, (1) the computation that 
determines the rehabilitation expenditures tax credit available to Simon, (2) the impact 
of the credit on Simon’s adjusted basis in the property, and (3) the cash-flow differences 
as a result of the tax consequences related to his expenditure choice. 


L0.3 Red Company hires six individuals on January 15, 2009, qualifying Red for the work 
opportunity tax credit (e.g., food stamp recipients). Three of these individuals receive 
wages of $8,500 each during 2009, with each working more than 400 hours during the 
year. The other three receive wages of $5,000 each in 2009, with each working 300 hours 
during the year. 

a. Calculate the amount of Red’s work opportunity tax credit for 2009. 

b. Assume Red pays total wages of $140,000 to its employees during the year. How much 

of this amount is deductible in 2009 if the work opportunity tax credit is taken? 


L0.3 In March 2009, Wren Corporation hired three individuals, Trent, Bernice, and 

Benita, all of whom are certified as long-term family assistance recipients. Each employee 

is paid $11,000 during 2009. Only Bernice continued to work for Wren in 2010, earning 

$13,500. 

a. Compute Wren Corporation’s work opportunity tax credit for 2009 and 2010. 

b. Assume Wren Corporation pays total wages of $325,000 to its employees during 2009 
and $342,000 during 2010. How much may Wren claim as a wage deduction for 2009 
and 2010 if the work opportunity tax credit is claimed in both years? 


LO.3 Matt, a calendar year taxpayer, informs you that during the year he incurs 

expenditures of $30,000 that qualify for the incremental research activities credit. In 

addition, it is determined that his base amount for the year is $22,800. 

a. Determine Matt’s incremental research activities credit for the year. 

b. Matt is in the 25% tax bracket. Determine which approach to the research expendi- 
tures and the research activities credit (other than capitalization and subsequent 
amortization) would provide the greater tax benefit to Matt. 


L0.3 Dan DeRose (333 East Shore Drive, Wyckoff, NJ 07481), one of your clients, owns two 
retail establishments in downtown Wyckoff and has come to you seeking advice concerning 
the tax consequences of complying with the Americans with Disabilities Act. He 
understands that he needs to install various features at his stores (e.g., ramps, doorways, 
and restrooms that are handicapped accessible) to make them more accessible to disabled 
individuals. He asks whether any tax credits will be available to help offset the cost of the 
necessary changes. He estimates the cost of the planned changes to his facilities as follows: 


Location Projected Cost 


Oak Street $18,000 
Maple Avenue 12,400 


He reminds you that the Oak Street store was constructed in 2002 while the Maple 
Avenue store is in a building that was constructed in 1912. Dan operates his business as a 
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sole proprietorship and has approximately eight employees at each location. Write a 
letter to Dan in which you summarize your conclusions concerning the tax consequences 
of his proposed capital improvements. 


L0.4 Which of the following individuals qualify for the earned income credit for 2009? 

a. Eduardo is single, 19 years of age, and has no qualifying children. His income con- 
sists of $8,000 in wages. 

b. Kate, who is 28 years old, maintains a household for a dependent 11-year-old 
son and is eligible for head-of-household tax rates. Her income consists of $15,750 of 
salary and $300 of taxable interest (Kate’s AGI is $16,050). 

c. Keith and Susan, both age 30, are married and file a joint return. Keith and Susan 
have no dependents. Their combined income consists of $28,500 of salary and $100 
of taxable interest (their AGI is $28,600). 

d. George is a 26-year-old, self-supporting, single taxpayer. He has no qualifying chil- 
dren and generates earnings of $9,000. 


LO.4 Alex, a widower, lives in an apartment with his three minor children (ages 2, 4, and 
5) whom he supports. Alex earns $20,500 during 2009. He contributes $700 to a 
traditional IRA and uses the standard deduction. Calculate the amount, if any, of Alex’s 
earned income credit. 


L0.4, 7 Joyce, a widow, lives in an apartment with her two minor children (ages 8 and 10) 

whom she supports. Joyce earns $33,000 during 2009. She uses the standard deduction. 

a. Calculate the amount, if any, of Joyce’s earned income credit. 

b. During the year, Joyce is offered a new job that has greater future potential than her 
current job. If she accepts the job offer, her earnings for the year would be $39,000; 
however, she will not qualify for the earned income credit. Using after-tax cash-flow 
calculations, determine whether Joyce should accept the new job offer. 


LO.4 Robert, age 68, and Tanya, age 66, are married retirees who receive the following 
income and retirement benefits during the current year: 


Fully taxable pension from Robert's former employer $ 8,000 


Dividends and interest 2,500 
Social Security benefits 4,000 
Total $14,500 


Assume Robert and Tanya file a joint tax return, have no deductions for AGI, and use the 
standard deduction. Are they eligible for the tax credit for the elderly? If so, calculate the 
amount of the credit, assuming the credit is not limited by their tax liability. 


L0.4, 7 Kim, a U.S. citizen and resident, owns and operates a novelty goods business. 
During 2009, Kim has taxable income of $100,000, made up as follows: $50,000 from 
foreign sources and $50,000 from U.S. sources. In calculating taxable income, the 
standard deduction is used. The income from foreign sources is subject to foreign 
income taxes of $26,000. For 2009, Kim files a joint return claiming his three children as 
dependents. 

a. Assuming Kim chooses to claim the foreign taxes as an income tax credit, what is his 
income tax liability for 2009? 

b. Recently, Kim has become disenchanted with the location of his business and is con- 
sidering moving his foreign operation to a different country. Based on his research, 
if he moves his business to his country of choice, all relevant revenues and costs 
would remain approximately the same except that the income taxes payable to that 
country would be only $8,000. Given that all of the foreign income taxes paid are 
available to offset the U.S. tax liability (whether he operates in a high-tax or a low-tax 
foreign jurisdiction), what impact will this have on his decision regarding the poten- 
tial move? 

L0.4 Blue Horizons, Inc., a U.S. corporation, is a manufacturing concern that sells most 
of its products in the United States. It also does some business in the European Union 
through various branches. During the current year, Blue Horizons has taxable income of 
$700,000, of which $500,000 is U.S.-sourced and $200,000 is foreign-sourced. Foreign 
income taxes paid amounted to $45,000. Blue Horizons’ U.S. income tax liability is 
$238,000. What is its U.S. income tax liability net of the allowable foreign tax credit? 
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L0.4 Ann and Bill were on the list of a local adoption agency for several years seeking to 

adopt a child. Finally, in 2008, good news comes their way and an adoption seems imminent. 

They pay qualified adoption expenses of $4,000 in 2008 and $11,000 in 2009. Assume the 

adoption becomes final in 2009. Ann and Bill always file a joint income tax return. 

a. Determine the amount of the adoption expenses credit available to Ann and Bill 
assuming their combined annual income is $100,000. What year(s) will they benefit 
from the credit? 

b. Assuming Ann and Bill’s modified AGI in 9008 and 2009 is $200,000, calculate the 
amount of the adoption expenses credit. 


L0.4 Durell and Earline are married, file a joint return, and claim dependency 

exemptions for their two children, ages 5 years and 6 months. They also claim Earline’s 

son from a previous marriage, age 18, as a dependent. Durell and Earline’s combined 

AGI is $68,000. 

a. Compute Durell and Earline’s child tax credit. 

b. Assume the same facts, except that Durell and Earline’s combined AGI is $122,000. 
Compute their child tax credit. 


L0.4 John and Jerri are husband and wife, and both are gainfully employed. They have 
three children under the age of 13. During the year, John earns $70,000, while Jerri earns 
$8,200. In order for them to work, they pay $7,000 to various unrelated parties to care for 
their children. Assuming John and Jerri file a joint return, what, if any, is their tax credit 
for child and dependent care expenses for the year? 


L0.4 Jim and Mary Jean are married and have two dependent children under the age of 
13. Both parents are gainfully employed and during 2009 earn salaries as follows: $16,000 
(Jim) and $5,200 (Mary Jean). To care for their children while they work, they pay 
Eleanor (Jim’s mother) $5,600. Eleanor does not qualify as a dependent of Jim and Mary. 
Assuming Jim and Mary Jean file a joint tax return, what, if any, is their credit for child 
and dependent care expenses? 


L0.4, 7 Bernadette, a longtime client of yours, is an architect and president of the local 
Rotary chapter. To keep up-to-date with the latest developments in her profession, she 
attends continuing education seminars offered by the architecture school at State 
University. During 2009, Bernadette spends $2,000 on course tuition to attend such 
seminars. She also spends another $400 on architecture books during the year. 
Bernadette’s son is a senior majoring in engineering at the University of the Midwest. 
During the 2009 calendar year, Bernadette’s son incurs the following expenses: $8,200 for 
tuition ($4,100 per semester) and $750 for books and course materials. Bernadette’s son, 
whom she claims as a dependent, lives at home while attending school full-time. Bernadette 
is married, files a joint return, and has a combined AGI with her husband of $103,000. 
a. Calculate Bernadette’s education tax credit for 2009. 
b. In her capacity as president of the local Rotary chapter, Bernadette has asked you 
to make a 30-45 minute speech outlining the different ways the tax law helps defray 
(1) the cost of higher education and (2) the cost of continuing education once 
someone is in the workforce. Prepare an outline of possible topics for presentation. 
A tentative title for your presentation is “How Can the Tax Law Help Pay for College 
and Continuing Professional Education?” 


L0.4 Kathleen and Glenn decide that this is the year to begin getting serious about 

saving for their retirement by participating in their employers’ § 401(k) plans. As a result, 

they each have $3,000 of their salary set aside in their qualified plans. 

a. Calculate the credit for certain retirement plan contributions available to Kathleen 
and Glenn if the AGI on their joint return is $35,000. 

b. Kathleen and Glenn persuade their dependent 15-year-old son, Joel, to put $500 of 
his part-time earnings into a Roth IRA during the year. What is the credit for certain 
retirement plan contributions available to Joel? His AGI is $7,000. 


L0.5 In each of the following independent situations, determine the amount of FICA 

that should be withheld from the employee’s 2009 salary by the employer. 

a. Harry earns a $50,000 salary, files a joint return, and claims four withholding 
allowances. 


b. Hazel earns a $110,000 salary, files a joint return, and claims four withholding 
allowances. 
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c. Tracy earns a $190,000 salary, files a joint return, and claims four withholding 
allowances. 


d. Alicia’s 17-year-old son, Carlos, earns $10,000 at the family business. 


LO.5 During 2009, Greg Cruz (1401 Orangedale Road, Troy, MI 48084) works for Maple 

Corporation and Gray Company. He earns $70,000 at Maple Corporation where he is a 

full-time employee. Greg also works part-time for Gray Company for wages of $45,000. 

a. Did Greg experience an overwithholding of FICA taxes? Write a letter to Greg anda 
memo for the tax files in which you explain your conclusion. 


b. Did Maple Corporation and Gray Company overpay the employer’s portion of FICA? 
Explain. 


LO.5 In each of the following independent situations, determine the maximum 

withholding allowances permitted Eli (an employee) on Form W-4. 

a. Eliis single with no dependents. 

b. Elis married to a nonemployed spouse, and they have no dependents. 

c. Eli is married to Vera, an employed spouse who earns $25,000, and they have three 
dependent children. Eli and Vera do not qualify for the child tax credit. On the 
Form W-4 that she filed with the employer, Vera claimed zero allowances. 

d. Assume the same facts as in (c), except that Eli and Vera fully support Eli’s mother, 
who lives with them. The mother (age 70 and blind) qualifies as their dependent. 
(Refer to Chapter 3.) 

e. Eliis single with no dependents but works for two employers, one on a full-time basis 
and the other on a parttime basis. The Form W-4 filed with the first employer (the 
full-time job) reflects two withholding exemptions. The wages from each job exceed 
$1,000. 

f. Assume the same facts as in (e), except that Eli is married to a nonemployed spouse. 


LO.5 Jane, who is expecting to finish college in May 2009, is fortunate to have already 
arranged full-time employment for after graduation. She will begin work on July 1, 2009, 
as a staff accountant at a nearby professional services firm with a starting salary of $48,600 
per year. Jane is married to Craig, who plans to be a full-time student throughout the 
year. They anticipate generating no income for the year other than the salary from her 
new position. 

a. How many withholding allowances would you expect Jane to claim on her Form 
W-4? 

b. Assuming Jane receives her salary on a monthly basis, what amount will be withheld 
if her employer uses the wage-bracket tables to calculate withholdings? 

c. Assuming Jane receives her salary on a monthly basis, what amount will be withheld 
if her employer uses the percentage method to calculate withholdings? 

d. Assuming Jane and Craig use the standard deduction, calculate the Federal income 
tax liability on their projected taxable income for 2009. What changes would you rec- 
ommend Jane make to her W-4 to correct any over- or under-withholding for the 
current year? 

e. What further changes should she make to her W-4 at the beginning of 2010? 


LO.5 Norm is married to a nonemployed spouse and has four dependents. He is 
employed by Beige Corporation and is paid a monthly salary of $4,245 ($50,940 per year). 
Using these facts, determine the amount to be withheld by Beige Corporation for Federal 
income tax purposes under the wage-bracket tables and under the percentage method 


for 2009. 


L0.6 Julie, being self-employed, is required to make estimated payments of her tax 
liability for the year. Her tax liability for 2008 was $25,000, and her AGI was less than 
$150,000. For 2009, Julie ultimately determines that her income tax liability is $18,000. 
During the year, however, she made the following payments, totaling $13,000: 


April 15, 2009 $ 4,500 
June 15, 2009 2,800 
September 15, 2009 4,100 
January 15, 2010 1,600 


$13,000 


COMMUNICATIONS 


DECISION MAKING 


13-54 PARTIV Special Tax Computation Methods, Payment Procedures, and Tax Credits www.cengage.com/taxation/swft 


Because she prepaid so little of her ultimate income tax liability, she now realizes that she 
may be subject to the penalty for underpayment of estimated tax. 

a. Determine Julie’s exposure to the penalty for underpayment of estimated tax. 

b. The same as (a) except that Julie’s tax liability for 2008 was $15,960. 


53. LO.6 In 2009, Maria has self-employed earnings of $125,000. Using the format illustrated 
in the text, compute Maria’s selfemployment tax liability and the allowable income tax 
deduction for the self-employment tax paid. 


CUMULATIVE PROBLEMS 


54. Janice A. French lives at 48122 Tangerine Road, Tucson, AZ 85704. She is a tax 


accountant with Tucson Industries, 844 Eastern Avenue, Tucson, AZ 85702 (employer 
TaxCut identification number 11-1111111). She also writes computer software programs for tax 
: practitioners and has a part-time tax practice. Janice is single and has no dependents. 
Janice’s birthday is August 14, 1972, and her Social Security number is 12345-6789. She 
wants to contribute $3 to the Presidential Election Campaign Fund. 
The following information is shown on Janice’s Wage and Tax Statement (Form 
W-2) for 2008. 


Line Description Amount 

1 Wages, tips, other compensation $63,000.00 

2 __ Federal income tax withheld 11,000.00 

3 Social Security wages 63,000.00 

4 Social Security tax withheld 3,906.00 

5 Medicare wages and tips 63,000.00 4 

6 Medicare tax withheld 913.50 ¥ 
15 State Arizona 5 
16 State wages, tips, etc. 63,000.00 : 


17 State income tax withheld 1,650.00 


During 2008, Janice received interest of $1,500 from Arizona Federal Savings and 
Loan and $300 from Arizona State Bank. Each financial institution reported the interest 
income on a Form 1099-INT. She received qualified dividends of $500 from Blue Corpo- 
ration, $400 from Green Corporation, and $2,000 from Orange Corporation. Each cor- 
poration reported Janice’s dividend payments on a Form 1099-DIV. 

Janice received a $1,600 income tax refund from the state of Arizona on April 29, 
2008. On her 2007 Federal income tax return, she reported total itemized deductions of 
$7,900, which included $2,100 of state income tax withheld by her employer. In April 
2008, Janice received a $600 basic recovery rebate credit. 

Fees earned from her part-time tax practice in 2008 totaled $4,200. She paid $700 to 
have the tax returns processed by a computerized tax return service. 

On February 8, 2008, Janice bought 500 shares of Gray Corporation common stock 
for $17.60 a share. On September 12, Janice sold the stock for $14 a share. 

Janice bought a used sport utility vehicle for $3,000 on June 5, 2008. She purchased 
the vehicle from her brother-in-law, who was unemployed and was in need of cash. On 
November 2, 2008, she sold the vehicle to a friend for $3,500. 

On January 2, 2008, Janice acquired 100 shares of Blue Corporation common stock 
for $30 a share. She sold the stock on December 19, 2008, for $55 a share. 

During 2008, Janice received royalties of $16,000 on a software program she had 


written. Janice incurred the following expenditures in connection with her software- 
writing activities: 


Cost of personal computer (100% business use) $6,000 
Cost of printer (100% business use) 3,000 
Furniture 2,500 
Supplies 800 


Fee paid to computer consultant 3,200 
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Janice elected to expense the maximum portion of the cost of the computer, printer, and 
furniture allowed under the provisions of § 179. This equipment and furniture were 
placed in service on January 15, 2008. 

Although her employer suggested that Janice attend a convention on current 
developments in corporate taxation, Janice was not reimbursed for the travel expenses of 
$1,420 she incurred in attending the convention. The $1,420 included $200 for the cost 
of meals. 

During 2008, Janice paid $500 for prescription medicines and $1,250 in doctor bills, 
hospital bills, and medical insurance premiums. Janice paid real property taxes of $2,482 
on her home. Interest on her home mortgage was $4,220, and interest to credit card 
companies was $320. Janice contributed $20 each week to her church and $5 each week 
to the United Way. Professional dues and subscriptions totaled $300. Janice maintained 
her sales tax receipts. The total is $1,954. 

Janice paid estimated taxes of $1,000. 


Part 1—Tax Computation 

Compute the net tax payable or refund due for Janice A. French for 2008. If you use tax 
forms for your solution, you will need Forms 1040, 2106-EZ, and 4562 and Schedules A, 
B, C, D, and SE. Suggested software: TaxCut. 


Part 2—Tax Planning 

Janice is anticipating significant changes in her life in 2009, and she has asked you to 
estimate her taxable income and tax liability for 2009. She just received word that she has 
been qualified to adopt a two-year-old daughter. Janice expects the adoption will be 
finalized in 2009 and that she will incur approximately $2,000 of adoption expenses. In 
addition, she expects to incur approximately $3,500 of child and dependent care 
expenses relating to the care of her new daughter, which will enable her to keep her job 
at Tucson Industries. However, with the additional demands on her time because of her 
daughter, she has decided to discontinue her two part-time jobs (i.e., the part-time tax 
practice and her software business), and she will cease making estimated income tax 
payments. In your computations, assume all other income and expenditures will remain 
at approximately the same levels as in 2008. 


Tim and Sarah Lawrence are married and file a joint return. Tim’s Social Security 
number is 123—45-6789, and Sarah’s Social Security number is 111—11-1111. They reside 
at 100 Olive Lane, Covington, LA 70400. They have two dependent children, Sean and 
Debra, ages 12 and 16, respectively. Sean’s Social Security number is 123—45-6788, and 
Debra’s Social Security number is 123-45-6787. Tim is a self-employed businessman 
(sole proprietor of an unincorporated business), and Sarah is a corporate executive. 
Tim has the following income and expenses from his business: 


Gross income $325,000 
Business expenses 201,000 


Records related to Sarah’s employment provide the following information: 


Salary $145,000 
Unreimbursed travel expenses (including $200 of meals) 1,100 
Unreimbursed entertainment expenses 500 


Other pertinent information relating to 2009 follows: 


Proceeds from sale of stock acquired on July 15, 2009 


(cost of $12,000), and sold on August 1, 2009 $ 9,800 
Proceeds from sale of stock acquired on September 18, 2008 

(cost of $5,000), and sold on October 5, 2009 3,800 
Wages paid to full-time domestic worker for housekeeping 

and child supervision 10,000 
Interest income received 9,000 


Total itemized deductions (not including any potential 


deductions above) 27,900 
Federal income tax withheld 34,000 
Estimated payments of Federal income tax 32,000 


The Lawrences did not qualify for a recovery rebate credit as their income was too high. 
Compute the net tax payable or refund due for Tim and Sarah Lawrence for 2009. 


TAX COMPUTATION PROBLEM 
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RESEARCH PROBLEMS 


{4% THOMSON REUTERS Note: Solutions to Research Problems can be prepared by using the Checkpoint® 

Checkpoint® Student Edition Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. Ashby and Curtis, a young professional couple, have a two-year-old son, 
Jason. Curtis works full-time as an electrical engineer, but Ashby has not worked outside the 
home since Jason was born. As Jason is getting older, Ashby feels that he would benefit 
from attending nursery school several times a week, which would give her an opportunity to 
reinvigorate her love of painting at a nearby art studio. Ashby thinks that if she is lucky, the 
proceeds from the sale of her paintings will pay for the nursery school tuition. But, in 
addition, she is planning to claim the credit for child and dependent care expenses 
because the care provided Jason at the nursery school is required for her to pursue her art. 
Can Ashby and Curtis claim the credit for child and dependent care expenses for the 
nursery school expenditure? 


Research Problem 2. Sandy and John Via (12 Maple Avenue, Albany, NY 12205) are married, 
file a joint Federal income tax return, and have a 12-year-old son and a 10-year-old 


daughter. Sandy is currently in the U.S. Air Force and has been stationed in Germany for 
the entire year. John and their children have remained in the United States where John 
picks up work only on an irregular basis. In working on their Federal income tax return for 
2009, John wonders if they qualify for the earned income credit. Sandy’s income consists of 
salary of $25,000 (taxable) and food and lodging provided by the Air Force, valued at 
$10,000 (not taxable), while John’s earnings for the current year total $8,000. John 
approaches you and asks your advice. Write a letter to Sandy and John that contains your 
conclusion and prepare a memo for the tax files. 


Research Problem 3. You recently read an article in your school newspaper about Professor 
Rodney Taylor, one of your favorite professors in the religious studies department. 9 
According to the article, he and the university have been negotiating an early retirement 
package and have reached a stumbling block. Under the agreement, Professor Taylor is to 
receive a lump-sum payment equal to one year’s salary in exchange for his retirement and 
the release of any and all rights associated with his tenure status. While recognizing that the 
payment would be subject to income tax, Taylor contends that the amount is not earned 
income and thus should not be subject to the FICA tax. The university negotiators say that 
they are not aware of any authority that supports Taylor’s view. In fact, they have learned 
that other universities in the state system have been withholding amounts for FICA for 
years in situations involving early retirement buyout packages for high-level administrators. 
The university’s position is that lacking the authority to not withhold for FICA and given 
the precedent set in similar early retirement packages at other universities, they are 
obligated to withhold FICA from the payment. You want to come to the aid of Professor 
Taylor. Obviously, if the payments are considered wages subject to the FICA tax, the value 
of the offer to Professor Taylor will be significantly reduced. Can you find any authority for 
his position? 


DECISION MAKING Research Problem 4. George and Louise’s dependent daughter, Jamie, is a full-time university 


student who recently completed her first semester. The tuition expense for Jamie’s first 
semester was $11,000. George and Louise have read about various education credits that 
are generally available to offset the cost of higher education, but they have concluded that 
they do not qualify because their AGI is too high. 

Nonetheless, George asks you about a tax strategy that he recently overheard being 
discussed. According to his recollection of the discussion, if he and Louise would forgo 
claiming Jamie as a dependent on their joint income tax return, Jamie could claim the 
HOPE scholarship credit on her income tax return. What do you tell George about this 


strategy? Under what conditions should George and Louise take advantage of this 
approach if it is available? 


Partial list of research aids: 
Reg. § 1.25A-I(f). 


° a ee a 


CHAPTER 13 Tax Credits and Payment Procedures 


Use the tax resources of the Internet to address the following questions. Do not restrict 
your search to the World Wide Web, but include a review of newsgroups and general 
reference materials, practitioner sites and resources, primary sources of the tax law, 
chat rooms and discussion groups, and other opportunities. 


Research Problem 5. The IRS has unveiled a web-based tool to help taxpayers determine 
whether they or their clients are eligible for the earned income credit. Locate this tool at 


the IRS web site and then apply the facts related to a hypothetical taxpayer and determine 
if the earned income credit is available. 


Research Problem 6. The foreign tax credit is especially valuable when a U.S. individual works 
in a country whose income tax rates exceed those of the United States. List five countries 
whose tax rates on individuals exceed those of the United States and five where the 
corresponding U.S. rates are higher. 


Research Problem 7. Download a copy of Form W-4 and complete the accompanying 
worksheet. File the worksheet with your employer if you discover that you currently are 
being under- or overwithheld. 
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Property Transactions: 
Determination of Gain or Loss. 
and Basis Considerations 


Property Transactions: 
Nontaxable Exchanges 


Property Transactions: Capital 
Gains and Losses 


Property Transactions: 
§ 1231 and Recapture Provisions 


Part 5 presents the tax treatment of sales, 
exchanges, and other dispositions of property. 
Included are the determination of the realized 
gain or loss, recognized gain or loss, and the 
classification of the recognized gain or loss as 
capital or ordinary. The topic of basis is evaluated 
both in terms of its effect on the calculation of 
the gain or loss and in terms of the determination 
of the basis of any contemporaneous or related 


subsequent acquisitions of property. 
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Property Transactions: 
Determination of Gain or 


Loss and Basis Considerations 


LEARNING OBJECTIVES 
After completing Chapter 14, you should be able to: 


LO.1 L0.5 
Understand the computation of Describe various loss disallowance 
realized gain or loss on property provisions. 
dispositions. 

L0.6 
L0.2 Identify tax planning opportunities 
Distinguish between realized and related to selected property 
recognized gain or loss. transactions. 


L0.3 
Apply the recovery of capital doctrine. 


L0.4 


Explain how basis is determined for 
various methods of asset acquisition. 
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Income (broadly'conceived ). os :sue< estes = x mie etree anes eet eee ip Cano Veo eae epee 

Less: EXCHISIONS “<.. ac acted Gare ca ee ae thes eon ee Ck ey (X,XXX) 
GOSS INCOME. = ook. csc catescte oo oom eveverecsteet taancg ls aan NOE tase tcc neice Sibae $XX, XXX 
Less: Deductions for adjusted gross income............ RR er 65 (X,XxX) 


Se se ci ies 1 ee 


y 14> Other ‘gains 0 or (losses Attach EOOe, gt 


Adjusted gross income, ). s {ieee fs oc se Se cc's Sis atetestatetinte ahr cuaee stele Pe See Ae ae 


Less: The greater of total itemized deductions or the standard deduction -(X,XXX) 

Personal and dependency exemptionS............... cece cece nent ence eee (X,XXX) 

Taxable INCOM@ . 20. o.we cscs cadiasennwee ssc cin ce oy «th — aes ee $ XX,XXX 

“te resus wee s reported. Tax on taxable income (see Tax Tables or Tax Rate Schedules) ..............+eeeeeeeeee $  X,XxX 
Less: Tax credits (including income taxes withheld and prepaid) ....................005. (XxX) 


Tax duie (Or refund) 0. eae e heen apt vag nu oes bce nm » Ie ne ene eee ne 


THE BIG PICTURE 


PROPOSED Alice owns a house that she received from her mother seven months ago. Her 
mother’s cost for the house was $275,000. Alice is considering selling the house to — 
SALE OFA her favorite nephew, Dan, for $275,000. Alice anticipates she will have no gain or loss 
HOUSE on the transaction. She comes to you for advice. . 


As Alice’s tax adviser, you need answers to the following questions: 
si 84q 


* You are aware that Alice’s mother died around the time Alice indicates a 
she received the house from her mother. Did Alice receive the house by a 
gift prior to her mother’s death? If so, what was the mother’s adjusted 
basis? Did Alice instead inherit the house from her mother? If so, what was 
the fair market value of the house on the date of her mother’s death? 

° Has the house been Alice’s principal residence during the period she has 4q 
owned it? Was it her principal residence before she received it from her a 
mother? 

° How long did Alice’s mother own the house? 

e What is the fair market value of the house? 

° Does Alice intend for the transaction with Dan to be a sale or part sale and 
part gift? -: 

° What does Alice intend to do with the sale proceeds? . 


Once you have the answers to these questions, you can advise Alice on the taxcon- 
sequences of the proposed transaction. % 
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his chapter and the following three chapters are concerned with the income = 
tax consequences of property transactions (the sale or other disposition of Cw} oy nh 
property). The following questions are considered with respect to the sale 
or other disposition of property: 

® Is there a realized gain or loss? 

° Ifso, is the gain or loss recognized? 

° Ifthe gain or loss is recognized, is it ordinary or capital? 

° Whatis the basis of any replacement property that is acquired? 


Chapters 14 and 15 discuss the determination of realized and recognized gain or loss 
and the basis of property. Chapters 16 and 17 cover the classification of the recog- 
nized gain or loss as ordinary or capital. 


14.1 DETERMINATION OF GaIN OR Loss __ 


REALIZED GAIN OR LOSS 10.1 


Understand the computation of 


Realized gain or loss is the difference between the amount realized from the sale or ; 

c ie : i ? : ; realized gain or loss on property 
other disposition of property and the property’s adjusted basis on the date of disposi- dispositions. 
tion. If the amount realized exceeds the property’s adjusted basis, the result is a 
realized gain. Conversely, if the property’s adjusted basis exceeds the amount real- 
ized, the result is a realized loss.! 


Tab sells Swan Corporation stock with an adjusted basis of $3,000 for $5,000. Tab’s real- PEXAMELE | 


ized gain is $2,000. If Tab had sold the stock for $2,000, he would have had a realized 
loss of $1,000. = 


Sale or Other Disposition 


The term sale or other disposition is defined broadly in the tax law and includes virtu- 
ally any disposition of property. Thus, transactions such as trade-ins, casualties, con- 
demnations, thefts, and bond retirements are treated as dispositions of property. 
The most common disposition of property is through a sale or exchange. Usually, 
the key factor in determining whether a disposition has taken place is whether an 
identifiable event has occurred” as opposed to a mere fluctuation in the value of 
the property.” 


Lori owns Tan Corporation stock that cost $3,000. The stock has appreciated in value by 


$2,000 since Lori purchased it. Lori has no realized gain since mere fluctuation in value 
is not a disposition or identifiable event for tax purposes. & 


EXAMPLE 3 


Assume the same facts as in Example 2, except that the stock has declined in value by 
$2,000 since Lori purchased it. Lori has no realized loss since the decline is associated 


with a mere fluctuation in value. @ 


Amount Realized 


The amount realized from a sale or other disposition of property is the sum of any 
money received plus the fair market value of other property received. The amount 


= a : = " . | 
1§ 1001(a) and Reg. § 1.1001-I(a). Lynch v. Turrish, 1 USTC 418, 3 AFTR 2986, 38 S.Ct. 537 (USSG, 1918) 


*Reg. § 1.1001-1(c)(1). 
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TAXin 


the-NEWS 


The IRS is engaged in a dispute with a billionaire in the 
Tax Court over transactions that could produce back taxes 
of more than $143 million. The issue in dispute is whether 
a sale was completed. The case is of great interest 
because other wealthy executives have engaged in similar 
transactions. 

The disputed transaction is called a “variable prepaid for- 
ward contract.” The executive agrees to turn over shares of 
stock to a bank at a specific date in the future. At the same 
time, the executive loans the bank the same number of 


ATTEMPTING TO DEFER GAIN _ 


shares. The bank gives the executive cash, generally equal to 
80 percent of the fair market value of the shares. According 
to the position taken by the executive, no recognized gain 
results because a completed sale has not yet taken place. 
Supposedly, the completed sale occurs when the executive 
legally transfers title to the shares to the bank—nearly 10 


~ years in the future! 


Source: Adapted from Jesse Drucker, “IRS Targets Billionaire’s Tax 
Strategy,” Wall Street Journal, June 9, 2008, p. Al. 


EXAMPLE 4 


realized also includes any real property taxes treated as imposed on the seller that 
are actually paid by the buyer.* The reason for including these taxes in the amount 
realized is that by paying the taxes, the purchaser is, in effect, paying an additional 
amount to the seller of the property. 

The amount realized also includes any liability on the property disposed of, such 
as a mortgage debt, if the buyer assumes the mortgage or the property is sold subject 
to the mortgage.” The amount of the liability is included in the amount realized 
even if the debt is nonrecourse and the amount of the debt is greater than the fair 
market value of the mortgaged property.° 


Barry sells property on which there is a mortgage of $20,000 to Cole for $50,000 cash. 
Barry's amount realized from the sale is $70,000 if Cole assumes the mortgage or takes 
the property subject to the mortgage. 


The fair market value of property received in a sale or other disposition has 
been defined by the courts as the price at which property will change hands 
pore a willing seller and a willing buyer when neither is compelled to sell or 
buy.’ fee market value is determined by considering the relevant factors in each 
case.° An expert appraiser is often required to evaluate these factors in arriving 
at fair market value. When the fair market value of the property received cannot 
be determined, the value of the property given up by the taxpayer may be 
used.” 

In calculating the amount realized, selling expenses such as advertising, commis- 
sions, and legal fees relating to the disposition are deducted. The amount realized is 
the net amount that the taxpayer received directly or indirectly, in the form of cash 
or anything else of value, from the disposition of the property. 


Adjusted Basis 


The adjusted basis as HO ee) disposed of is the property’s original basis adjusted to the 
date of disposition.'° Original basis is the cost or other basis of the property on the date 


*§ 1001(b) and Reg. § 1.1001-1(b). Refer to Chapter 10 for a discussion of this 
subject. 
°Crane v. Comm., 47-1 USTC 49217, 35 AFTR 776, 67 S.Ct. 1047 (USSG, 1947). 
Although a legal distinction exists between the direct assumption of a mort- 
gage and taking property subject to a mortgage, the tax consequences in cal- 
culating the amount realized are the same. 
°Comm. v. Tufts, 83-1 USTC 99328, 51 AFTR2d 83-1132, 103 S.Ct. 1826 
(USSG, 1983). 


"Comm. v. Marshman, 60-2 USTC 9484, 5 AFTR2d 1528, 279 F.2d 27 (CA-6, 


1960). 


“O'Malley v. Ames, 52-1 USTC 99361, 42 AFTR 19, 197 F.2d 256 (CA-8, 1952). 
°U.S. v. Davis, 62-2 USTC 49509, 9 AFTR2d 1625, 82 S.Ct. 1190 (USSC, 


1962). 
§ 101 1(a) and Reg. § 1.1011-1. 


x7 oll eg Sel 
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‘ETHICS 


& Equity 


| Martha sells her house to Sachin on November 1, 2009, for 
$480,000. On December 5, the property tax due date, Sachin 
pays property taxes of $800. Even though the property tax bill 
from the county is for $4,800, Sachin concludes that he owes 
only for the months of November and December and that the 
other $4,000 is Martha’s liability. On Schedule A of Form 1040 
for 2009, Sachin deducts the $800 of property tax he paid. 


WHOSE PRopERTY TAX BILL? 


In order to get a clear title, he pays the $4,000 of property 


taxes due. He subsequently sells his house for a recognized 


gain of $38,000. 
Sachin deducts the $4,000 of property taxes that relate to 


the period Martha owned the house on Schedule A of his 


2011 tax return. 
Has Sachin acted properly? 


When Sachin tries to sell his house 18 months later, he 
discovers that the county has placed a lien on the property. 


the property is acquired by the taxpayer. Considerations involving original basis are dis- 
cussed later in this chapter. Capital additions increase and recoveries of capital decrease 
the original basis so that on the date of disposition the adjusted basis reflects the unrec- 
overed cost or other basis of the property.'! Adjusted basis is determined as follows: 


Cost (or other adjusted basis) on date of acquisition 
+ Capital additions 

— Capital recoveries 

= Adjusted basis on date of disposition 


Capital Additions 

Capital additions include the cost of capital improvements and betterments made to 
the property by the taxpayer. These expenditures are distinguishable from expendi- 
tures for the ordinary repair and maintenance of the property, which are neither 
capitalized nor added to the original basis (refer to Chapter 6). The latter expendi- 
tures are deductible in the current taxable year if they are related to business or 
income-producing property. Amounts representing real property taxes treated as 
imposed on the seller but paid or assumed by the buyer are part of the cost of the 
property.” Any liability on property that is assumed by the buyer is also included in 
the buyer’s original basis of the property. The same rule applies if property is 
acquired subject to a liability. Amortization of the discount on bonds increases the 
adjusted basis of the bonds.'” 


Capital Recoveries 
Capital recoveries decrease the adjusted basis of property. The following are exam- 
ples of capital recoveries: 


1. Depreciation and cost recovery allowances. The original basis of depreciable 
property is reduced by the annual depreciation charges (or cost recov- 
ery allowances) while the property is held by the taxpayer. The 
amount of depreciation that is subtracted from the original basis is the 
greater of the allowed or allowable depreciation calculated on an annual 
basis.!* In most circumstances, the allowed and allowable depreciation 
amounts are the same (refer to Chapter 8). 


"See Chapter 16 for a discussion of bond discount and the related amortization. 


ng ] 6106-1: 
epcisayand Regrs 4g 1016(a)(2) and Reg. § 1.1016-3(a)(1)(i). 


"Reg. §§ 1.1001-1(b)(2) and 1.1012—1(b). Refer to Chapter 10 for a discussion 
of this subject. 
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Ee An insured truck used in a trade or business is destroyed in an accident. The adjusted 


basis is $8,000, and the fair market value is $6,500. Insurance proceeds of $6,500 are 
received. The amount of the casualty loss is $1,500 ($6,500 insurance proceeds — $8,000 
adjusted basis). The adjusted basis is reduced by the $1,500 casualty loss and the $6,500 
of insurance proceeds received. @ 


PSS RAMPLE 6 An insured truck used in a trade or business is destroyed in an accident. The adjusted 


basis is $6,500, and the fair market value is $8,000. Insurance proceeds of $8,000 are 
received. The amount of the casualty gain is $1,500 ($8,000 insurance proceeds — 
$6,500 adjusted basis). The adjusted basis is increased by the $1,500 casualty gain and is 
reduced by the $8,000 of insurance proceeds received ($6,500 basis before casualty + 
$1,500 casualty gain — $8,000 insurance proceeds = $0 basis). @ 


Refer to Chapter 7 for the discussion of casualties and thefts. 


Reg. § 1.1016-6(a). 
"§ 1016(a)(4) and Reg. § 1.1016—5(a). 


TXAM EGRUD 


2. Casualties and thefts. A casualty or theft may result in the reduction of the 


adjusted basis of property.'° The adjusted basis is reduced by the amount 
of the deductible loss. In addition, the adjusted basis is reduced by the 
amount of insurance proceeds received. However, the receipt of insur- 
ance proceeds may result in a recognized gain rather than a deductible 
loss. The gain increases the adjusted basis of the property.’° 


3. Certain corporate distributions. A corporate distribution to a shareholder 


that is not taxable is treated as a return of capital, and it reduces the basis 
of the shareholder’s stock in the corporation.’” For example, if a corpo- 
ration makes a cash distribution to its shareholders and has no earnings 
and profits, the distributions are treated as a return of capital. Once the 
basis of the stock is reduced to zero, the amount of any subsequent distri- 
butions is a capital gain if the stock is a capital asset. These rules are illus- 
trated in Example 23 of Chapter 20. 


. Amortizable bond premium. The basis in a bond purchased at a premium is 


reduced by the amortizable portion of the bond premium.’® Investors in 
taxable bonds may elect to amortize the bond premium, but the premium 
on tax-exempt bonds must be amortized.'? The amount of the amortized 
premium on taxable bonds is permitted as an interest deduction. There- 
fore, the election enables the taxpayer to take an annual interest deduc- 
tion to offset ordinary income in exchange for a larger capital gain or 
smaller capital loss on the disposition of the bond. No such interest 
deduction is permitted for tax-exempt bonds. 

The amortization deduction is allowed for taxable bonds because the 
premium is viewed as a cost of earning the taxable interest from the 
bonds. The reason the basis of taxable bonds is reduced is that the amor- 
tization deduction is a recovery of the cost or basis of the bonds. The basis 
of tax-exempt bonds is reduced even though the amortization is not 
allowed as a deduction. No amortization deduction is permitted on tax- 
exempt bonds because the interest income is exempt from tax and the 
amortization of the bond premium merely represents an adjustment of 
the effective amount of such income. 


Antonio purchases Eagle Corporation taxable bonds with a face value of $100,000 for 
$110,000, thus paying a premium of $10,000. The annual interest rate is 7%, and the 
bonds mature 10 years from the date of purchase. The annual interest income is $7,000 


results in a decrease in the bond investment account. 


°§ 171(c). 


*§ 1016(a)(5) and Reg. § 1.1016-5(b). The accounting treatment of bond 
premium amortization is the same as for tax purposes. The amortization 


‘ 


7 ge CONCEPT SUMMARY 


Loss or 


(7% x $100,000). If Antonio elects to amortize the bond premium, the $10,000 pre- 
mium is deducted over the 10-year period. Antonio’s basis for the bonds is reduced 
each year by the amount of the amortization deduction. Note that if the bonds were 
tax-exempt, amortization of the bond premium and the basis adjustment would be 
mandatory. However, no deduction would be allowed for the amortization. # 


Grab) 

5. Easements, An easement is the legal right to use another’s land for a special 
purpose. Historically, easements were commonly used to obtain rights-of- 
way for utility lines and roads. In recent years, grants of conservation ease- 
ments have become a popular means of obtaining charitable contribu- 
tion deductions and reducing the value of real estate for transfer tax (i.e., 
estate and gift) purposes. Likewise, scenic easements are used to reduce 
the value of land as assessed for ad valorem property tax purposes. 

If the taxpayer does not retain any right to the use of the land, all of 
the basis is assigned to the easement. However, if the use of the land is 
only partially restricted, an allocation of some of the basis to the ease- 
ment is appropriate. 


RECOGNIZED GAIN OR LOSS 


Recognized gain is the amount of the realized gain that is included in the taxpayer’s 
gross income.”? A recognized loss, on the other hand, is the amount of a realized loss 
that is deductible for tax purposes.” As a general rule, the entire amount of a real- 


ized gain or loss is recognized.” 
Concept Summary 14.1 summarizes the realized gain or loss and recognized gain 


or loss concepts. 


NONRECOGNITION OF GAIN OR LOSS 

In certain cases, a realized gain or loss is not recognized upon the sale or other dis- 
position of property. One such case involves nontaxable exchanges, which are cov- 
ered in Chapter 15. Others include losses realized upon the sale, exchange, or 


2°§ 61(a)(3) and Reg. § 1.61-6(a). 
1§ 165(a) and Reg. § 1.165-1(a). 


_ Disallowed Loss =f 


228 1001(c) and Reg. § 1.1002-I(a). 
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L0.2 


Distinguish between realized 
and recognized gain or loss. 
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condemnation of personal use assets (as opposed to business or income-producing 
property) and gains realized upon the sale of a residence (see Chapter 15). In addi- 
tion, realized losses from the sale or exchange of business or income-producing 
property between certain related parties are not recognized.”* 


Sale, Exchange, or Condemnation of Personal Use Assets 

A realized loss from the sale, exchange, or condemnation of personal use assets 
(e.g., a personal residence or an automobile not used at all for business or income- 
producing purposes) is not recognized for tax purposes. An exception exists for cas- 
ualty or theft losses from personal use assets (see Chapter 7). In contrast, any gain 
realized from the sale or other disposition of personal use assets is, generally, fully 
taxable. 


| EXAMPLE @ | sie ea Freda sells an automobile, which she has held exclusively for personal use, for $6,000. 


The adjusted basis of the automobile is $5,000. Freda has a realized and recognized 
gain of $1,000. m 


EXAMPLE @ Freda sells the automobile in Example 8 for $4,000. She has a realized loss of $1,000, 


but the loss isnot recognized. @ 


RECOVERY OF CAPITAL DOCTRINE 


L0.3 
Apply the recovery of capital Doctrine Defined 
doctrine. The recovery of capital doctrine pervades all the tax rules relating to property transac- 


tions. The doctrine derives its roots from the very essence of the income tax—a tax 
on income. Under the doctrine, as a general rule, a taxpayer is entitled to recover 
the cost or other original basis of property acquired and is not taxed on that 
amount. 

The cost or other original basis of depreciable property is recovered through 
annual depreciation deductions. The basis is reduced as the cost is recovered over 
the period the property is held. Therefore, when property is sold or otherwise dis- 
posed of, it is the adjusted basis (unrecovered cost or other basis) that is compared 
with the amount realized from the disposition to determine realized gain or loss. 


Relationship of the Recovery of Capital Doctrine to the Concepts 
of Realization and Recognition 


If a sale or other disposition results in a realized gain, the taxpayer has recovered 
more than the adjusted basis of the property. Conversely, if a sale or other disposi- 
tion results in a realized loss, the taxpayer has recovered less than the adjusted basis. 
The general rules for the relationship between the recovery of capital doctrine 
and the realized and recognized gain and loss concepts are summarized as follows: 


Rule 1. A realized gain that is never recognized results in the permanent recovery of 
more than the taxpayer’s cost or other basis for tax purposes. For exam- 
ple, all or a portion of the realized gain on the sale of a personal resi- 
dence can be excluded from gross income under § 121. 

Rule 2. A realized gain on which recognition is postponed results in the temporary 
recovery of more than the taxpayer’s cost or other basis for tax purposes. 
For example, an exchange of like-kind property under § 1031 and an 
involuntary conversion under § 1033 are both eligible for postponement 
treatment. 


8 267(a)(1). 


fo 2. 
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Rule 3. A realized loss that is never recognized results in the permanent recovery of less 
than the taxpayer’s cost or other basis for tax purposes. For example, a 
loss on the sale of an automobile held for personal use is not deductible. 

Rule 4. A realized loss on which recognition is postponed results in the temporary 
recovery of less than the taxpayer’s cost or other basis for tax purposes. 
For example, the realized loss on the exchange of like-kind property 
under § 1031 is postponed. 


These rules are illustrated in discussions to follow in this and the next chapter. 


DETERMINATION OF COST BASIS 10.4 


Explain how basis is determined 


As noted earlier, the basis of property is generally the property’s cost. Cost is the 
amount paid for the property in cash or other property.’ This general rule follows 
logically from the recovery of capital doctrine; that is, the cost or other basis of prop- 
erty is to be recovered tax-free by the taxpayer. 

A bargain purchase of property is an exception to the general rule for determining 
basis. A bargain purchase may result when an employer transfers property to an 
employee at less than the property’s fair market value (as compensation for services) 
or when a corporation transfers property to a shareholder at less than the property’s 
fair market value (a dividend). The amount included in income either as compensa- 
tion for services or dividend income is the difference between the bargain purchase 
price and the property’s fair market value. The basis of property acquired in a bar- 
gain purchase is the property’s fair market value.”” If the basis of the property were 
not increased by the bargain amount, the taxpayer would be taxed on this amount 
again at disposition. 


for various methods of asset 
acquisition. 


Wade buys land from his employer for $10,000 on December 30. The fair market value 
of the land is $15,000. Wade must include the $5,000 difference between the cost and 
the fair market value of the land in gross income for the taxable year. The bargain ele- 
ment represents additional compensation to Wade. His basis for the land is $15,000, 
the land’s fair market value. @ 


Identification Problems 


Cost identification problems are frequently encountered in securities transactions. 
For example, the Regulations require that the taxpayer adequately identify the par- 
ticular stock that has been sold.”° A problem arises when the taxpayer has purchased 
separate lots of stock on different dates or at different prices and cannot adequately 
identify the lot from which a particular sale takes place. In this case, the stock is pre- 
sumed to come from the first lot or lots purchased (a FIFO presumption) .”’ When 
securities are left in the custody of a broker, it may be necessary to provide specific 
instructions and receive written confirmation as to which securities are being sold. 


Polly purchases 100 shares of Olive Corporation stock on July 1, 2007, for $5,000 ($50 a 
share) and another 100 shares of Olive stock on July 1, 2008, for $6,000 ($60 a share). 
She sells 50 shares of the stock on January 2, 2009. The cost of the stock sold, assuming 
Polly cannot adequately identify the shares, is $50 a share, or $2,500. This is the cost 
Polly will compare with the amount realized in determining the gain or loss from the 


sale. @ 


48 1012 and Reg. § 1.1012-l(a). 

*Reg. §§ 1.61-2(d)(2)(i) and 1.301-1(j). See the discussion in Chapter 5 of 
the circumstances under which what appears to be a taxable bargain pur- 
chase is an excludible qualified employee discount. 


Reg. § 1.1012-1(c)(1). 
°7 Kluger Associates, Inc., 69 T.C. 925 (1978). 
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Allocation Problems 


When a taxpayer acquires multiple en in a lump-sum purchase, the total cost must be 
allocated among the individual assets.” Allocation is necessary for several reasons: 


© Some of the assets acquired may be depreciable (e.g., buildings), while 
others may not be (e.g., land). 

® Only a portion of the assets acquired may be sold. 

¢ Some of the assets may be capital or § 1231 assets that receive special tax 
treatment upon subsequent sale or other disposition. 


The lump-sum cost is allocated on the basis of the fair market values of the individual 
assets acquired. 


| EXAMPLE 22.0 133] Harry purchases a building and land for $800,000. Because of the depressed nature of 


the industry in which the seller was operating, Harry was able to negotiate a very favor- 
able purchase price. Appraisals of the individual assets indicate that the fair market 
value of the building is $600,000 and that of the land is $400,000. Harry's basis for the 
building is $480,000 [($600,000/$1,000,000) x $800,000], and his basis for the land is 
$320,000 [($400,000/$1,000,000) x $800,000]. = 


If a business is purchased and goodwill is involved, a special allocation rule _ 
applies. Initially, the purchase price is assigned to the assets, excluding goodwill, to 
the extent of their total fair market value. This assigned amount is allocated among 
the assets on the basis of the fair market value of the individual assets acquired. 
Goodwill is then assigned the residual amount of the panes price. The resultant 
allocation is applicable to both the buyer and the seller.”? 


EXAM PER 33000 Rocky sells his business to Paul. They agree that the values of the individual assets are 


as follows: 
Inventory $ 50,000 
Building 500,000 
Land 200,000 
Goodwill 150,000 


After negotiations, Rocky and Paul agree on a sales price of $1 million. Applying the 
residual method with respect to goodwill results in the following allocation of the $1 
million purchase price: 


Inventory $ 50,000 
Building 500,000 
Land 200,000 
Goodwill 250,000 


"Reg. § 1.61-6(a). 28 1060. 
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_ PREFERRED Stock IS ON THE RISE _ 


referr stock is normally tougher to hee two advantages 
sr common stock. First, in terms of income security, pre- 


i able income stream. Second, preferred shareholders stand 
| ahead of common shareholders if the corporation is 
| liquidated. : 
| When compared with a corporation's bonds, preferred 
| stock usually offers a higher rate of return. But unlike bond- 
| holders, preferred shareholders cannot force a company 
into a bankruptcy filing. 

Preferred stock does have certain disadvantages. The div- 
idend yield on common stock can substantially exceed that 


srred stock is more likely to provide a steady and predict- 


company’s value increases. Preferred stock usually lacks vot 
ing rights. Finally, because preferred dividends usually are 
fixed, preferred stock lacks a hedge against inflation. : 

Though some investors and analysts think that preferred . 
stock combines the worst features of stocks and bonds, Wall S 
Street is currently awash with preferred stock issued by — 
banks—they have already issued close to $25 billion worth _ 
this year. Preferred stock is a desirable way to shore up a __ 
bank’s balance sheet since it boosts Tier 1 capital ratios 
(a measure of a bank's health) without increasing debt. 


Source: Adapted from Robert Cyran and Richard Beales, “A 
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on preferred. The value of common stock increases as the P**ferTed-Stock Deluge,” Wall Street Jounal, April 25, 2008, p. C12. 


The residual method requires that all of the excess of the purchase price over the fair 
market value of the assets ($1,000,000 — $900,000 = $100,000) be allocated to goodwill. 
Without this requirement, the purchaser could allocate the excess pro rata to all of the 
assets, including goodwill, based on their respective fair market values. This would 
have resulted in only $166,667 [$150,000 + ($150,000 + $900,000 x $100,000)] being 
assigned to goodwill. = 


In the case of nontaxable stock dividends, the allocation depends on whether the div- 
idend is a common stock dividend on common stock or a preferred stock dividend 
on common stock. If the dividend is common on common, the cost of the original 
common shares is allocated to the total shares owned after the dividend.”” 


Susan owns 100 shares of Sparrow Corporation common stock for which she paid RXERTIE NS 


$1,100. She receives a 10% common stock dividend, giving her a new total of 110 
shares. Before the stock dividend, Susan’s basis was $11 per share ($1,100 + 100 shares). 
The basis of each share after the stock dividend is $10 ($1,100 + 110 shares). @ 


If the nontaxable stock dividend is preferred stock on common, the cost of the 
original common shares is allocated between the common and prised shares on 
the basis of their relative fair market values on the date of distribution.” 


EXAMPLE 15. 


Fran owns 100 shares of Cardinal Corporation common stock for which she paid 
$1,000. She receives a nontaxable stock dividend of 50 shares of preferred stock on her 
common stock. The fair market values on the date of distribution of the preferred stock 
dividend are $30 a share for common stock and $40 a share for preferred stock. 


Fair market value of common ($30 x 100 shares) $3,000 
Fair market value of preferred ($40 x 50 shares) 2,000 
$5,000 
Basis of common: 3/5 x $1,000 $ 600 
$ 400 


Basis of preferred: 2/5 x $1,000 


The basis per share for the common stock is $6 ($600/100 shares). The basis per share for 
the preferred stock is $8 ($400/50 shares). @ 


gg 905(a) and 807). Reg. § 1307-1). 
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There are many ways to get frequent-flyer miles. Perhaps 
the most logical is to fly on an airplane, but staying in a 
hotel, renting a car, and using your credit card can also gen- 
erate frequent-flyer miles. A more novel approach is to buy 
shares in a mutual fund. 

Always watch out for the tax consequences, though. In 
a letter ruling, the IRS held that taxpayers who receive 


The holding period for a nontaxable stock dividend, whether received in the 
form of common stock or preferred stock, includes the holding period of the origi- 
nal shares.*” The significance of the holding period for capital assets is discussed in 


Chapter 16. 


In the case of nontaxable stock rights, the basis of the rights is zero unless the tax- 
payer elects or is required to allocate a portion of the cost of the stock already held 
to the newly received stock rights. If the fair market value of the rights is 15 percent 
or more of the fair market value of the stock, the taxpayer is required to allocate. If 
the value of the rights is less than 15 percent of the fair market value of the stock, the 
taxpayer may elect to allocate.** When allocation is required or elected, the cost of 
the stock on which the rights are received is allocated between the stock and the 


FREQUENT-FLYER MILES AND Basis 


frequent-flyer miles for buying mutual fund shares must 

reduce their mutual fund basis by the fair market value of © : 
the miles received. The mutual fund must notify its share- 
holders of the fair market value, which is based on the cost 


of buying frequent-flyer miles from the airlines. 


rights on the basis of their relative fair market values. 


_ EXAMPLE 16 _ 


Donald receives nontaxable stock rights with a fair market value of $1,000. The fair 
market value of the stock on which the rights were received is $8,000 (cost $10,000). 
Donald does not elect to allocate. The basis of the rights is zero. If he exercises the 


rights, the basis of the new stock is the exercise (subscription) price. ™ 


OEXAMPELE 17" 


Assume the same facts as in Example 16, except the fair market value of the rights is 
$3,000. Donald must allocate because the value of the rights ($3,000) is 15% or more of 


the value of the stock ($3,000/$8,000 = 37.5%). 


® The basis of the stock is $7,273 [($8,000/$11,000) x $10,000]. 
® The basis of the rights is $2,727 [($3,000/$11,000) x $10,000]. 


If Donald exercises the rights, the basis of the new stock is the exercise (subscription) 
price plus the basis of the rights. If he sells the rights, he recognizes gain or loss equal 
to the difference between the amount realized and the basis of the rights. This alloca- 
tion rule applies only when the rights are exercised or sold. Therefore, if the rights are 
allowed to lapse (expire), they have no basis, and the basis of the original stock is the 
stock’s cost, $10,000. m 


The holding period of nontaxable stock rights includes the holding period of the 
stock on which the rights were distributed. However, if the rights are exercised, the hold- 
ing period of the newly acquired stock begins with the date the rights are exercised.** 


GIFT BASIS 


When a taxpayer receives property as a gift, there is no cost to the donee (recipient). 
Thus, under the cost basis provision, the donee’s basis would be zero. However, this would 


“§ 1223(5) and Reg. §§ 1.1223-1(e) and (f). 


oe 
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violate the statutory intent that gifts not be subject to the income tax.*’ With a zero basis, 
if the donee sold the property, all of the amount realized would be treated as realized 
gain. Therefore, a basis is assigned to the property received depending on the following: 


© The date of the gift. 

e The basis of the property to the donor. 
° The amount of the gift tax paid. 

° The fair market value of the property. 


Gift Basis Rules If No Gift Tax Is Paid 


Property received by gift can be referred to as dual basis property; that is, the basis 
for gain and the basis for loss might not be the same amount. The present basis rules 
for gifts of property are as follows: 


e Ifthe donee disposes of gift property in a transaction that results in a gain, 
the basis to the donee is the same as the donor’s adjusted basis.°*° The 
donee’s basis in this case is referred to as the gain basis. Therefore, a real- 
wed gain results if the amount realized from the disposition exceeds the 
donee’s gain basis. 


Melissa purchased stock in 2008 for $10,000. She gave the stock to her son, Joe, in 2009, Se ee AAI E ELS 


when the fair market value was $15,000. No gift tax is paid on the transfer, and Joe sub- 
sequently sells the property for $15,000. Joe’s basis is $10,000, and he has a realized 
gain of $5,000. = 


e Ifthe donee disposes of gift property in a transaction that results in a loss, 
the basis to the donee is the lower of the donor’s adjusted basis or the fair 
market value on the date of the gift. The donee’s basis in this case is 
referred to as the loss basis. Therefore, a realized loss results if the amount 
realized from the disposition is less than the donee’s loss basis. 


Burt purchased stock in 2008 for $10,000. He gave the stock to his son, Cliff, in 2009, PPXAMEEE 19 


when the fair market value was $7,000. No gift tax is paid on the transfer. Cliff later 
sells the stock for $6,000. Cliff’s basis is $7,000 (fair market value is less than donor's 
adjusted basis of $10,000), and the realized loss from the sale is $1,000 ($6,000 amount 
realized — $7,000 basis). = 


The amount of the loss basis will differ from the amount of the gain basis only if, at 
the date of the gift, the adjusted basis of the property exceeds the property’s fair 
market value. Note that the loss basis rule prevents the donee from receiving a tax 
benefit from a decline in value that occurred while the donor held the property. 
Therefore, in Example 19, Cliff has a loss of only $1,000 rather than a loss of $4,000. 
The $3,000 difference represents the decline in value that occurred while Burt held 
the property. Ironically, however, the gain basis rule may result in the donee being 
subject to income tax on the appreciation that occurred while the donor held the 
property, as illustrated in Example 18. 

If the amount realized from a sale or other disposition is between the basis for loss 
and the basis for gain, no gain or loss is realized. 


EXAMPLE 20 


Assume the same facts as in Example 19, except that Cliff sells the stock for $8,000. 
Application of the gain basis rule produces a loss of $2,000 ($8,000 — $10,000). Applica- 
tion of the loss basis rule produces a gain of $1,000 ($8,000 — $7,000). Because the 


2g 102 ) : > unknown. Refer to Example 24 for the effect of depreciation deductions by 

: a). 

%§ 1015(a) and Reg. § 1.1015-1(a)(1). See Reg. § 1.1015-1(a)(3) for cases in 
which the facts necessary to determine the donor’s adjusted basis are 


the donee. 
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amount realized is between the gain basis and the loss basis, Cliff recognizes neither a 
gainnoraloss. @ 


Adjustment for Gift Tax 

If gift taxes are paid by the donor, the donee’s gain basis may exceed the adjusted ba- 
sis of the property to the donor. This occurs only if the fair market value of the prop- 
erty at the date of the gift is greater than the donor’s adjusted basis (the property 
has appreciated in value). The portion of the gift tax paid that is related to the 
appreciation is added to the donor’s basis in calculating the donee’s gain basis for 
the property. In this circumstance, the following formula is used for calculating the 
donee’s gain basis:*” 


‘Unrealized 
Donee’s Donor’s appreciation 
gain basis © adjusted basis © arable 


gift* 


—> Gift tax paid 


*The taxable gift is the fair market value of the gift less the per donee annual exclusion. 


| EXAMPLE 21 In 2009, Bonnie made a gift of stock (adjusted basis of $15,000) to Peggy. The stock had 


a fair market value of $50,000, and the transfer resulted in a gift tax of $4,000. The 
unrealized appreciation of the stock is $35,000 ($50,000 fair market value — $15,000 
adjusted basis), and the taxable gift is $37,000 ($50,000 fair market value of gift — 
$13,000 annual exclusion). Peggy’s basis in the stock is $18,800, determined as follows: 


Donor's adjusted basis $15,000 
Gift tax attributable to appreciation— 
$35,000/$37,000 = 95% (rounded) x $4,000 3,800 
Donee’s gain basis $18,800 ] 


L EXAMPLE 220 made a gift of stock to Matt in 2009, when the fair market value of the stock was 


$50,000. Don paid gift tax of $4,000. Don had purchased the stock in 1989 for $65,000. 
Because there is no unrealized appreciation at the date of the gift, none of the gift tax 
paid is added to Don’s basis in calculating Matt’s gain basis. Therefore, Matt’s gain basis 
is $65,000. = 

For gifts made before 1977, the full amount of the gift tax paid is added to the 
donor’s basis. However, the ceiling on this total is the fair market value of the prop- 
erty at the date of the gift. Thus, in Example 21, if the gift had been made before 
1977, the basis of the property would be $19,000 ($15,000 + $4,000). In Example 22, 
the gain basis would still be $65,000 ($65,000 + $0). 


Holding Period 


The holding period for property acquired by gift begins on the date the donor 
acquired the property if the gain basis rule applies.*® The holding period starts on 
the date of the gift if the loss basis rule applies.”? The significance of the holding pe- 
riod for capital assets is discussed in Chapter 16. 

The following example summarizes the basis and holding period rules for gift 
property: 


Jill acquired 100 shares of Wren Corporation stock on December 30, 1991, for $40,000. 
On January 3, 2009, when the stock has a fair market value of $38,000, Jill gives it to 
Dennis and pays gift tax of $4,000. The basis is not increased by a portion of the gift tax 
paid because the property has not appreciated in value at the time of the gift, 


“§ 1015(d)(6) and Reg. § 1.1015-5(c)(2). *Rey.Rul. 59-86, 1959-1 C.B. 209. 
*§ 1223(2) and Reg. § 1.1223-1(b). 
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Therefore, Dennis's gain basis is $40,000. Dennis's basis for determining loss is $38,000 


(fair market value) because the fair market value on the date of the gift is less than the 
donor's adjusted basis. : 


e If Dennis sells the stock for $45,000, he has a recognized gain of $5,000. The 
holding period for determining whether the capital gain is short-term or 
long term begins on December 30, 1991, the date Jill acquired the property. 

e If Dennis sells the stock for $36,000, he has a recognized loss of $2,000. The 
holding period for determining whether the capital loss is short term or 
long term begins on January 3, 2009, the date of the gift. 

¢ If Dennis sells the property for $39,000, there is no loss because the amount 
realized is less than the gain basis of $40,000 and more than the loss basis of 
$38,000. m 


Basis for Depreciation 


The basis for depreciation on depreciable gift property is the donee’s gain basis.” 
This rule is applicable even if the donee later sells the property at a loss and uses the 
loss basis rule in calculating the amount of the realized loss. 


EXAMPLE 24 


Vito gave a machine to Tina in 2009. At that time, the adjusted basis was $32,000 (cost 
of $40,000 — accumulated depreciation of $8,000), and the fair market value was 
$26,000. No gift tax was paid. Tina’s gain basis at the date of the gift is $32,000, and 
her loss basis is $26,000. During 2009, Tina deducts depreciation (cost recovery) of 
$6,400 ($32,000 x 20%). (Refer to Chapter 8 for the cost recovery tables.) At the end of 
2009, Tina’s gain basis and loss basis are calculated as follows: 


Gain Loss 

Basis Basis 
Donor’s basis or fair market value $32,000 $26,000 
Depreciation (6,400) (6,400) 
$25,600 $19,600 


LOOKING A GIFT HORSE IN THE EYE 


Walter rarely sees his Uncle George because George is a On August 10, 2010, Uncle George unexpectedly calls 


devoted world traveler. On January 15, 2009, Walter received 
an envelope that George had mailed to him from Singapore 
on December 13, 2008. The envelope contained a Christmas 
card from George and 1,000 shares of stock of Lavender, Inc. 

In October 2009, Walter decides to pay off credit card 
debt and buy a new car, so he sells the stock for $45,000. 

In early April 2010, the accountant who is preparing Wal- 
ter’s tax return tells him that she needs to know his uncle’s 
adjusted basis for the stock and the amount of any gift tax 
paid. Since Walter is unable to contact his uncle by April 15, 
2010, he requests a filing extension on Form 4868. He sends 
a letter to Uncle George requesting this information and 
thanking him for the gift. Walter is able to ascertain froma 
stock service that during the past 10 years, the stock price 
has ranged from $10 to $50 per share. 


“§ 101] and Reg, §§ 1.1011-1 and 1.167(g)-1. 


from Florence. He says he has not filed any type of Federal 
income tax return in years. He thinks he won the stock in a 
poker game in Monaco about 15 years ago when another 
player used it to cover a $15,000 bet. 

Walter wants to file his tax return by the October 15, 
2010 due date. He does not think it is a good idea to tell the 
return preparer how his uncle acquired the stock or about 
his uncle not filing income tax returns. Consequently, he 
tells the accountant that his uncle’s basis for the stock is 
$15,000 and that no gift taxes were paid. 

The return is completed and filed with a Schedule D 
reporting a long-term capital gain of $30,000 from the sale 
of the Lavender stock. Comment on the propriety of 
Walter’s actions. 
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PROPERTY ACQUIRED FROM A DECEDENT 


General Rules 


The basis of property acquired from a decedent is generally the property’s fair mar- 
ket value at the date of death (referred to as the primary valuation amount) . The 
property’s basis is the fair market value six months after the date of death if the exec- 
utor or administrator of the estate elects the alternate valuation date for estate tax 
purposes. This amount is referred to as the alternate valuation amount. 


P EXAMPLE 25000 Linda and various other family members inherited property from Linda’s father, who 


died in 2009. At the date of death, her father’s adjusted basis for the property Linda 
inherited was $35,000. The property's fair market value at the date of death was 
$50,000. The alternate valuation date was not elected. Linda’s basis for income tax pur- 
poses is $50,000. This is commonly referred to as a stepped-up basis. ™ 


PcEXAMENE 62 Assume the same facts as in Example 25, except the property’s fair market value at the 


date of death was $20,000. Linda’s basis for income tax purposes is $20,000. This is com- 
monly referred to as a stepped-down basis. ™ 


No estate tax return must be filed for estates below a threshold amount. In such 
cases, the alternate valuation date and amount are not available. Even if an estate tax 
return is filed and the executor elects the alternate valuation date, the six months af- 
ter death date is available only for property that the executor has not distributed 
before this date. For any property distributed or otherwise disposed of by the execu- 
tor during the six-month period preceding the alternate valuation date, the adjusted 
basis to the beneficiary will equal the fair market value on the date of distribution or 
other disposition.” 

The alternate valuation date can be elected only if, as a result of the election, both 
the value of the gross estate and the estate tax liability are lower than they would 
have been if the primary valuation date had been used. This provision prevents the 
alternate valuation election from being used to increase the basis of the property to 
the beneficiary for income tax purposes without simultaneously increasing the estate 
tax liability (because of estate tax deductions or credits) .*° 


V EXAMPLE 27 inherited all the property of her father, who died in 2009. Her father’s adjusted ' 


basis for the property at the date of death was $650,000. The property’s fair market value 
was $2,750,000 at the date of death and $2,760,000 six months after death. The alternate 
valuation date cannot be elected because the value of the gross estate has increased dur- 
ing the six-month period. Nancy’s basis for income tax purposes is $2,750,000. = 


SEX AMPED 2600 


Assume the same facts as in Example 27, except the property's fair market value six 
months after death was $2,745,000. If the executor elects the alternate valuation date, 
Nancy’s basis for income tax purposes is $2,745,000. @ 


Assume the same facts as in the previous example, except the property is distributed 
four months after the date of the decedent's death. At the distribution date, the prop- 
erty’s fair market value is $2,747,500. Since the executor elected the alternate valuation 
date, Nancy's basis for income tax purposes is $2,747,500. = 


ug 1014(a). 488 2032(c). 
*§ 2032(a)(1) and Rev.Rul. 56-60, 1956-1 C.B. 443. 
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For inherited property, both unrealized appreciation and decline in value are | =n Oe 
taken into consideration in determining the basis of the property for income tax 2h ts vibe he 
purposes. Contrast this with the carryover basis rules for property received by gift. 

Deathbed Gifts 


The Code contains a provision designed to eliminate a tax avoidance technique 
referred to as deathbed gifts. With this technique, a donor makes a gift of appreciated 
property to a dying person with the understanding that the donor (or the donor’s 
spouse) will inherit the property on the donee’s death. If the time period between 
the date of the gift and the date of the donee’s death is not longer than one year, the 
usual basis rule (stepped-up basis) for inherited property may not apply. The 
adjusted basis of such property inherited by the donor or his or her spouse from 
the donee is the same as the decedent’s adjusted basis for the property rather than 
the fair market value at the date of death or the alternate valuation date.** 


Ned gives stock to his uncle, Vern, in 2009. Ned’s basis for the stock is $100,000, and the Pea NEE. 38 


fair market value is $900,000. No gift tax is paid. Eight months later, Ned inherits the 
stock from Vern. At the date of Vern’s death, the fair market value of the stock is 
$980,000. Ned’s adjusted basis for the stock is $100,000. ™ 


Survivor's Share of Property 


Both the decedent’s share and the survivor’s share of community property have a basis 

equal to the fair market value on the date of the decedent’s death.* This result 

applies to the decedent’s share of the community property since the property is 

included in the estate and assumes a fair market value basis. Because the surviving 

spouse’s share of the community property is treated as if it is acquired from the dece- 
‘dent, it also has a basis equal to the fair market value. 


Floyd and Vera reside in a community property state. They own as community property PERMAMPLE 3 


200 shares of Crow stock acquired in 1985 for $100,000. Floyd dies in 2009, when the 
securities are valued at $300,000. One-half of the Crow stock is included in Floyd's 
estate. If Vera inherits Floyd’s share of the community property, the basis for determin- 
ing gain or loss is $300,000, determined as follows: 


Vera’s one-half of the community property (stepped up from 


$50,000 to $150,000 due to Floyd's death) $150,000 
Floyd's one-half of the community property (stepped up from 

$50,000 to $150,000 due to inclusion in his gross estate) 150,000 
Vera’s new basis $300,000 


In a common law state, only one-half of jointly held property of spouses (tenants by 
the entirety or joint tenants with rights of survivorship) is included in the estate.*° In 
such a case, no adjustment of the basis is permitted for the excluded property inter- 
est (the surviving spouse’s share). 


EXAMPLE 3: 


Assume the same facts as in the previous example, except that the property is jointly 
held by Floyd and Vera who reside in a common law state. Floyd purchased the prop- 
erty and made a gift of one-half of the property to Vera when the stock was acquired. 
No gift tax was paid. Only one-half of the Crow stock is included in Floyd's estate. 
Vera’s basis for determining gain or loss in the excluded half is not adjusted upward for 
the increase in value to date of death. Therefore, Vera’s basis is $200,000, determined 


as follows: 


#§ 1014(e). . 
45§ 1014(b)(6). See the listing of community property states in Chapter 4. 


4§ 2040(b). 
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The bad news is that the Tax Relief Reconciliation Act of 
2001 repeals the current step-up or step-down (i.e., fair mar- 
ket value) rules for the beneficiary's basis in inherited prop- 
erty and replaces them with a modified carryover basis. By 
itself, this change significantly increases the complexity of 
the tax law. A potential decedent will need to maintain 
detailed records on the cost of his or her assets and have 
such data readily available for the executor. Otherwise, the 
executor will be unable to determine the cost of many assets 


EFFECT OF 2001 Tax LEGISLATION ON THE BASIS OF 
INHERITED PROPERTY: BAD News/Goop News! 


www.cengage.com/taxation/swft 


So what is the good news? First, the effective date for 
this new carryover basis provision is deferred to deaths 
occurring after December 31, 2009. Second, the carryover — 
basis approach for inherited property has been tried 
before. The results were so unsuccessful that the legisla- 
tion was repealed retroactively by Congress. Hopefully, if 
the new carryover basis ever becomes effective, history 
will repeat itself, and another retroactive repeal by Congress 
will occur. 


included in the estate. 


Vera’s one-half of the jointly held property (carryover basis 


of $50,000) $ 50,000 
Floyd’s one-half of the jointly held property (stepped up from 

$50,000 to $150,000 due to inclusion in his gross estate) 150,000 
Vera’s new basis $200,000 


Holding Period of Property Acquired from a Decedent 


The holding period of property acquired from a decedent is deemed to be long term 
(held for the required long-term holding period). This provision applies regardless 
of whether the property is disposed of at a gain or ata loss. 


DISALLOWED LOSSES 
Related Taxpayers 


Section 267 provides that realized losses from sales or exchanges of property, directly 
or indirectly, between certain related parties are not recognized. This loss disallow- 
ance provision applies to several types of related-party transactions. The most com- 
mon involve (1) members of a family and (2) an individual and a corporation in 
which the individual owns, directly or indirectly, more than 50 percent in value of 
the corporation’s outstanding stock. Section 707 provides a similar loss disallowance 
provision where the related parties are a partner and a partnership in which the 
partner owns, directly or indirectly, more than 50 percent of the capital interests or 
profits interests in the partnership. The rules governing the relationships covered by 
§ 267 were discussed in Chapter 6. See Chapter 15 for the discussion of the special 
rules under § 1041 for property transfers between spouses or incident to divorce. 

If income-producing or business property is transferred to a related taxpayer and 
a loss is disallowed, the basis of the property to the recipient is the property’s cost to 
the transferee. However, if a subsequent sale or other disposition of the property by 
the original transferee results in a aiesal gain, the amount of gain is reduced by 
the loss that was previously disallowed.*® This right of offset is not applicable if the orig- 
inal sale involved the sale of a personal use asset (e.g., the sale of a personal resi- 
dence between related taxpayers). Furthermore, the right of offset is available only 
to the original transferee (the related-party buyer). 


LO.5 


Describe various loss 
disallowance provisions. 


Pedro sells business property with an adjusted basis of $50,000 to his daughter, Josefina, 
for its fair market value of $40,000. Pedro’s realized loss of $10,000 is not recognized. 


*§ 1223(11). 


*§ 267(d) and Reg. § 1.267(d)-1(a). 
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e How much gain does Josefina recognize if she sells the property for $52,000? 
Josefina recognizes a $2,000 gain. Her realized gain is $12,000 ($52,000 less 
her basis of $40,000), but she can offset Pedro’s $10,000 loss against the gain. 

* How much gain does Josefina recognize if she sells the property for 
$48,000? Josefina recognizes no gain or loss. Her realized gain is $8,000 
($48,000 less her basis of $40,000), but she can offset $8,000 of Pedro’s 
$10,000 loss against the gain. Note that Pedro’s loss can only offset Jose- 
fina’s gain. It cannot create a loss for Josefina. 

° How much loss does Josefina recognize if she sells the property for $38,000? 
Josefina recognizes a $2,000 loss, the same as her realized loss ($38,000 less 
$40,000 basis). Pedro's loss does not increase Josefina’s loss. His loss can be 
offset only against a gain. Since Josefina has no realized gain, Pedro’s loss 
cannot be used and is never recognized. This part of the example assumes 
that the property is business or income-producing property to Josefina. If 
not, her $2,000 loss is personal and is not recognized. = 


The loss disallowance rules are designed to achieve two objectives. First, the rules 
prevent a taxpayer from directly transferring an unrealized loss to a related taxpayer 
in a higher tax bracket who could receive a greater tax benefit from recognition 
of the loss. Second, the rules eliminate a substantial administrative burden on the 
Internal Revenue Service as to the appropriateness of the selling price (fair market 
value or not). The loss disallowance rules are applicable even where the selling price 
is equal to the fair market value and can be validated (e.g., listed stocks). 

The holding period of the buyer for the property is not affected by the holding 
period of the seller. That is, the buyer’s holding period includes only the period of 
time he or she has held the property.” 


Wash Sales 


Section 1091 stipulates that in certain cases, a realized loss on the sale or exchange 
of stock or securities is not recognized. Specifically, if a taxpayer sells or exchanges 
stock or securities and within 30 days before orafter the date of the sale or exchange 
acquires substantially identical stock or securities, any loss realized from the sale or 
exchange is not recognized because the transaction is a wash sale.” The term acquire 
means acquire by purchase or in a taxable exchange and includes an option to 
purchase substantially identical securities. Substantially identical means the same in 
all important particulars. Corporate bonds and preferred stock normally are not 
considered substantially identical to the corporation’s common stock. However, if 
the bonds and preferred stock are convertible into common stock, they may be con- 
sidered substantially identical under certain circumstances.”! Attempts to avoid the 
application of the wash sales rules by having a related taxpayer repurchase the secur- 
ities have been unsuccessful.”” The wash sales provisions do not apply to gains. 


AVOIDING WASH SALE TREATMENT 


Tracey owns 1,000 shares of stock in Lemon, Inc., an alterna- ® Sells the 1,000 shares of Lemon, Inc. stock. 


tive energy company, which have declined substantially in ® Has her IRA purchase 1,000 shares of Lemon, Inc. 
value. Nevertheless, she believes that as a result of the stock one day later. 

enetgy ae Lemon will become highly profitable and is a Petr irar tha new stock in her IRA Gwin Be 
ee eet recorded at its cost to the IRA. What is Tracey trying to 


Tracey already has some substantial capital gains on other 
investments that she sold during the tax year. In order to off- 
set these gains, she completes the two following transactions: 


achieve? Will it work? 


52 McWilliams v. Comm., 47-1 USTG 49289, 35 AFTR 1184, 67 S.Ct. 1477 (USSC, 


*g8 967(d) and 1223(2) and Reg. § 1.267(d)-1(c)(3). 
1947). 


50§ 1091(a) and Reg. §§ 1.1091—l(a) and (f). 
‘1Rey.Rul. 56-406, 1956-2 C.B. 523. 


+ 
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Recognition of the loss is disallowed because the taxpayer is considered to be 
in substantially the same economic position after the sale and repurchase as 
before the sale and repurchase. This disallowance rule does not apply to tax- 
payers engaged in the business of buying and selling securities.”> Investors, how- 
ever, are not allowed to create losses through wash sales to offset income for tax 
purposes. 

Realized loss that is not recognized is added to the basis of the substantially identi- 
cal stock or securities whose acquisition resulted in the nonrecognition of loss.°* In 
other words, the basis of the replacement stock or securities is increased by the 
amount of the unrecognized loss. If the loss were not added to the basis of the newly 
acquired stock or securities, the taxpayer would never recover the entire basis of the 
old stock or securities. 

The basis of the new stock or securities includes the unrecovered portion of 
the basis of the formerly held stock or securities. Therefore, the holding period of 
the new stock or securities begins on the date of acquisition of the old stock or 
securities.” 


EXAM EEE 26 Bhaskar owns 100 shares of Green Corporation stock (adjusted basis of $20,000). He 


“Reg. § 1.1091-I(a). 


48 1091(d) and Reg. § 1.1091—2(a). 
°°§ 1223(4) and Reg. § 1.1223-1(d). 


EXAMSEE 35 


sells 50 shares for $8,000. Ten days later, he purchases 50 shares of the same stock for 
$7,000. Bhaskar’s realized loss of $2,000 ($8,000 amount realized — $10,000 adjusted 
basis of 50 shares) is not recognized because it resulted from a wash sale. Bhaskar’s 
basis in the newly acquired stock is $9,000 ($7,000 purchase price + $2,000 unrecognized 
loss from the wash sale). @ 


A taxpayer may acquire fewer shares than the number sold in a wash sale. In this 
case, the loss from the sale is prorated between recognized and unrecognized loss 
on the basis of the ratio of the number of shares acquired to the number of shares 
sold.”° 


CONVERSION OF PROPERTY FROM PERSONAL USE TO 
BUSINESS OR INCOME-PRODUCING USE 


As discussed previously, losses from the sale of personal use assets are not recognized 
for tax purposes, but losses from the sale of business and income-producing assets 
are deductible. Can a taxpayer convert a personal use asset that has declined in value 
to business or income-producing use and then sell the asset to recognize a business 
or income-producing loss? The tax law prevents this practice by specifying that 
the orginal basis for loss on personal use assets converted to business or income- 
producing use is the lower of the property’s adjusted basis or fair market value on the 
date of conversion.”’ The gain basis for converted property is the property’s adjusted 
basis on the date of conversion. The tax law is not concerned with gains on 
converted property because gains are recognized regardless of whether property is 
business, income-producing, or personal use. 


Diane’s personal residence has an adjusted basis of $175,000 and a fair market value of 
$160,000. Diane converts the personal residence to rental property. Her basis for loss 
is $160,000 (lower of $175,000 adjusted basis and fair market value of $160,000). The 
$15,000 decline in value is a personal loss and can never be recognized for tax purposes. 
Diane’s basis for gain is $175,000. = 


*6§ 1091(b) and Reg. § 1.1091-1(c). 
Reg. § 1.165-%b)(2). 
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The basis for loss is also the basis for depreciating the converted property.”® This is 
an exception to the general rule that the basis for depreciation is the gain basis (e.g., 
property received by gift). This exception prevents the taxpayer from recovering a 
personal loss indirectly through depreciation of the higher original basis. After the 
property is converted, both its basis for loss and its basis for gain are adjusted for 
depreciation deductions from the date of conversion to the date of disposition. 


These rules apply only if a conversion from personal to business or income- 
producing use has actually occurred. 


At a time when his personal residence (adjusted basis of $140,000) is worth $150,000, PEXAR ELE 3600 


Keith converts one-half of it to rental use. Assume the property is not MACRS recovery 
property. At this point, the estimated useful life of the residence is 20 years, and there 
is no estimated salvage value. After renting the converted portion for five years, Keith 
sells the property for $144,000. All amounts relate only to the building; the land has 
been accounted for separately. Keith has a $2,000 realized gain from the sale of the 
personal use portion of the residence and a $19,500 realized gain from the sale of the 
rental portion. These gains are computed as follows: 


Personal 
Use Rental 
Original basis for gain and loss—adjusted basis on 
date of conversion (fair market value is greater 
than the adjusted basis) $70,000 $70,000 
Depreciation—five years None 17,500 
Adjusted basis—date of sale $70,000 $52,500 
Amount realized 72,000 72,000 
Realized gain $ 2,000 $19,500 


As discussed in Chapter 15, Keith may be able to exclude the $2,000 realized gain 
from the sale of the personal use portion of the residence under § 121. If the § 121 
exclusion applies, only $17,500 (equal to the depreciation deducted) of the $19,500 
realized gain from the rental portion is recognized. 


Assume the same facts as in the previous example, except that the fair MOE EXAMPLE 37 | 


the date of conversion is $130,000 and the sales proceeds are $90,000. Keith has a 
$25,000 realized loss from the sale of the personal use portion of the residence and a 
$3,750 realized loss from the sale of the rental portion. These losses are computed as 
follows: 


Personal 
Use Rental 

Original basis for loss—fair market value on date of 

conversion (fair market value is less than the 

adjusted basis) * $65,000 
Depreciation—five years None 16,250 
Adjusted basis—date of sale $70,000 $48,750 
Amount realized 45,000 45,000 
Realized loss ($25,000) ($ 3,750) 


*Not applicable. 


Reg. § 1.167(g)-1. 


ohh ae a) ‘ow 
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The $25,000 loss from the sale of the personal use portion of the residence is not recog- 
nized. The $3,750 loss from the rental portion is recognized. @ 


ADDITIONAL COMPLEXITIES IN DETERMINING REALIZED 
GAIN OR LOSS 


Amount Realized 

The calculation of the amount realized may appear to be one of the least complex 
areas associated with property transactions. However, because numerous positive 
and negative adjustments may be required, this calculation can be complex and con- 
fusing. In addition, determining the fair market value of the items received by the 
taxpayer can be difficult. The following example provides insight into various items 
that can affect the amount realized. 


= 
S 


EXAMPLE 38 


Ridge sells an office building and the associated land on October 1, 2009. Under the 
terms of the sales contract, Ridge is to receive $600,000 in cash. The purchaser is to 
assume Ridge’s mortgage of $300,000 on the property. To enable the purchaser to 
obtain adequate financing, Ridge is to pay the $15,000 in points charged by the lender. 
The broker's commission on the sale is $45,000. The purchaser agrees to pay the 
$12,000 in property taxes for the entire year. The amount realized by Ridge is calcu- 
lated as follows: 


Selling price 
Cash $600,000 
Mortgage assumed by purchaser 300,000 
Seller’s property taxes paid by 
purchaser ($12,000 x 92) 9,000 $909,000 
Less 
Broker’s commission $ 45,000 
Points paid by seller 15,000 (60,000) 
Amount realized $849,000 | 
Adjusted Basis 


Three types of issues tend to complicate the determination of adjusted basis. 
First, the applicable tax provisions for calculating the adjusted basis depend on 
how the property was acquired (e.g., purchase, taxable exchange, nontaxable 
exchange, gift, inheritance). Second, if the asset is subject to depreciation, cost 
recovery, amortization, or depletion, adjustments must be made to the basis dur- 
ing the time period the asset is held by the taxpayer. Upon disposition of the 
asset, the taxpayer’s records for both of these items may be deficient. For exam- 
ple, the donee does not know the amount of the donor’s basis or the amount of 
gift tax paid by the donor, or the taxpayer does not know how much depreciation 
he or she has deducted. Third, the complex positive and negative adjustments 
encountered in calculating the amount realized are also involved in calculating 
the adjusted basis. 


Jane purchased a personal residence in 2000. The purchase price and the related closing 
costs were as follows: 


Purchase price $325,000 
Recording costs 140 
Title fees and title insurance 815 
Survey costs 225 
Attorney's fees 750 


Appraisal fee 250 
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Prior to the effective date of the Jobs and Growth Tax Relief 
Reconciliation Act of 2003(JGTRRA), there was a basic differ- 
ence in the tax treatment of growth stock and income stock. 
Growth stock generated capital gains, which received bene- 
ficial tax rate treatment, whereas income stock generated 
dividends, which were classified as ordinary income and 
taxed at the taxpayer's marginal tax rate. 

JGTRRA eliminated this difference. Qualified dividends 
are now eligible for the same beneficial rate treatment (i.e., 


Where TO Invest: GROwTH Stock VERsUs INCOME Stock 


_ This change has contributed to increased interest in _ 
stocks that pay dividends and has motivated corporate 
boards of directors to declare larger dividends than in the 
past. Since the JGTRRA dividend rate cut took effect, numer- 
ous S&P 500 companies have announced dividend increases 
with many companies paying dividends for the first time. 
Meanwhile, investments have increased in equity-income 
mutual funds, which focus largely on owning stocks of 
dividend-paying companies. 
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15%/0%) as capital gains. 


Other relevant tax information for the house during the time Jane owned it is as 
follows: 


Constructed a swimming pool for medical reasons. The cost was $20,000, of 
which $5,000 was deducted as a medical expense. 

Added a solar heating system. The cost was $18,000. 

Deducted home office expenses of $6,000. Of this amount, $5,200 was for 
depreciation. 


The adjusted basis for the house is calculated as follows: 


Purchase price $325,000 
Recording costs 140 
Title fees and title insurance 815 
Survey costs 225 
Attorney’s fees 750 
Appraisal fee 250 
Swimming pool ($20,000 — $5,000) 15,000 
Solar heating system 18,000 
$360,180 
Less: Depreciation deducted on home office (5,200) 
Adjusted basis $354,980 — 


SUMMARY OF BASIS ADJUSTMENTS 


Some of the more common items that either increase or decrease the basis of an 
asset appear in Concept Summary 14.2. 

In discussing the topic of basis, a number of specific techniques for determining 
basis have been presented. Although the various techniques are responsive to and 
mandated by transactions occurring in the marketplace, they do possess enough 
common characteristics to be categorized as follows: 


The basis of the asset may be determined by reference to the asset’s cost. 
The basis of the asset may be determined by reference to the basis of 


e 
6 
another asset. ee 
The basis of the asset may be determined by reference to the asset’s fair 
market value. 

The basis of the asset may be determined by reference to the basis of the 


asset to another taxpayer. 
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CONCEPT SUMMARY _ 


WM A Adjustments to Basis 


~ Refer to 


Item Effect Chapter Explanation _ a i SS . 

Amortization of bond Increase 16 Amortization is mandatory fer certain niaxable bonds and 
discount. elective for tax-exempt bonds. 

Amortization of bond Decrease 14 Amortization is mandatory for tax-exempt bonds and elective 
premium. fortaxable bonds. 

Amortization of Decrease 8 Covenant must be for a definite and limited time opened. af he 

covenant not to amortization period is a statutory period of 15 years. 
compete. 

Amortization of Decrease — 8 Intangibles are amortized over a 15-year period. 
intangibles. 

Assessment for local Increase 10 To the extent not deductible as taxes (e.g., assessment for 
benefits. streets and sidewalks that increase the value of the 

property versus one for maintenance or repair or for 
meeting interest charges). 

Bad debts. Decrease 7 Only the specific charge-off method is permitted. 

Capital additions. Increase 14 Certain items, at the taxpayer’s election, can be capitalized or 
deducted (e.g., selected medical expenses). 

Casualty. Decrease 7 For a casualty loss, the amount of the adjustment is the sum 
of the deductible loss and the insurance proceeds received. 
For a casualty gain, the amount of the adjustment is the 
insurance proceeds received reduced by the recognized 
gain. 

Condemnation. Decrease 15 See casualty explanation. 

Cost recovery. Decrease 8 § 168 is applicable to tangible assets placed in service after 
1980 whose useful life is expressed in terms of years. 

Depletion. Decrease 8 Use the greater of cost or percentage depletion. Percentage 
depletion can still be deducted when the basis is zero. 

Depreciation. Decrease 8 § 167 is applicable to tangible assets placed in service before 
1981 and to tangible assets not depreciated in terms of 
years. 

Easement. Decrease 14 If the taxpayer does not retain any use of the land, all of the 
basis is allocable to the easement transaction. However, if 
only part of the land is affected by the easement, only part 

: of the basis is allocable to the easement transaction. 

Improvements by lessee Increase 5 Adjustment occurs only if the lessor is required to include the 

to lessor’s property. fair market value of the improvements in gross income 
under § 109. 

imputed interest. Decrease 18 Amount deducted is not part of the cost of the asset. 

Inventory: lower of Decrease 18 Not available if the LIFO method is used. 
cost or market. 

Limited expensing Decrease 8 Occurs only if the taxpayer elects § 179 treatment. 
under § 179. 

Medical capital Decrease 10 Adjustment is the amount of the deduction (the effect on basis 
expend iture is to increase it by the amount of the capital expenditure 
permitted as a net of the deduction). 
medical expense. 

Real estate taxes: Increase or 10 To the extent the buyer pays the seller’s pro rata share, the 
apportionment decrease buyer's basis is increased. To the extent the seller pays the 
between the buyer buyer's pro rata share, the buyer's basis is decreased. 
and seller. 

Rebate from Decrease - Since the rebate is treated as an adjustment to the purchase 
manufacturer. 


price, it is not included in the buyer’s gross income. 


—a 
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Refer to 
Item Effect Chapter Explanation 
Stock dividend. Decrease 5 Adjustment occurs only if the stock dividend is nontaxable. 


While the basis per share decreases, the total stock basis 
does not change. 

Stock rights. Decrease 14 Adjustment to stock basis occurs only for nontaxable stock 
rights and only if the fair market value of the rights is at 


least 15% of the fair market value of the stock or, if less. 


than 15%, the taxpayer elects to allocate the basis 
between the stock and the rights. 


Theft. Decrease 7 See casualty explanation. 


TAX PLANNING: 
14.3 Cost IDENTIFICATION AND 


When multiple assets are acquired in a single transaction, the contract price must be L0.6 
allocated for several reasons. First, some of the assets may be depreciable, while 


others are not. From the different viewpoints of the buyer and the seller, this may identify taxpianning 


opportunities related to 


produce a tax conflict that needs to be resolved. That is, the seller prefers a high allo- selected property transactions. 


cation for nondepreciable assets, whereas the purchaser prefers a high allocation for 
depreciable assets (see Chapters 16 and 17). Second, the seller needs to know the 
amount realized on the sale of the capital assets and the ordinary income assets so 
that the recognized gains and losses can be classified as capital or ordinary. For 
example, an allocation to goodwill or to a covenant not to compete (see Chapters 8, 
16, and 17) produces different tax consequences to the seller. Third, the buyer 
needs the adjusted basis of each asset to calculate the realized gain or loss on a subse- 
quent sale or other disposition of each asset. 


14.4 SELECTION OF PROPERTY FOR 
____ MaAkINc GIFTs 


A donor can achieve several tax advantages by making gifts of appreciated property. 
The donor avoids income tax on the unrealized gain that would have occurred had 
the donor sold the property. A portion of this amount can be permanently avoided 
because the donee’s adjusted basis is increased by part or all of any gift tax paid by 
the donor. Even without this increase in basis, the income tax liability on the sale of 
the property by the donee can be less than the income tax liability that would have 
resulted from the donor’s sale of the property, if the donee is in a lower tax bracket 
than the donor. In addition, any subsequent appreciation during the time the prop- 
erty is held by the lower tax bracket donee results in a tax savings on the sale or other 
disposition of the property. Such gifts of appreciated property can be an effective 
tool in family tax planning. 

Taxpayers should generally not make gifts of depreciated property (property that, 
if sold, would produce a realized loss) because the donor does not receive an income 
tax deduction for the unrealized loss element. In addition, the donee receives no 
benefit from this unrealized loss upon the subsequent sale of the property because 
of the loss basis rule. The loss basis rule provides that the donee’s basis is the lower 
of the donor’s basis or the fair market value at the date of the gift. If the donor antici- 
pates that the donee will sell the property upon receiving it, the donor should sell 
the property and take the loss deduction, assuming the loss is deductible. The donor 
can then give the proceeds from the sale to the donee. 
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14.5 SELECTION OF PROPERTY FOR 
MAKING BEQUESTS 


A taxpayer should generally make bequests of appreciated property in his or her will. 
Doing so enables both the decedent and the heir to avoid income tax on the unreal- 
ized gain because the recipient takes the fair market value as his or her basis. 

Taxpayers generally should not make bequests of depreciated property (prop- 
erty that, if sold, would produce a realized loss) because the decedent does not 
receive an income tax deduction for the unrealized loss element. In addition, 
the heir will receive no benefit from this unrealized loss upon the subsequent 
sale of the property. 


EXAMPLE 40 0 <0 | On the date of her death, Marta owned land held for investment purposes. The land 


had an adjusted basis of $130,000 and a fair market value of $100,000. If Marta had 
sold the property before her death, the recognized loss would have been $30,000. If 
Roger inherits the property and later sells it for $90,000, the recognized loss is $10,000 
(the decline in value since Marta’s death). In addition, regardless of the period of time 
Roger holds the property, the holding period is long term (see Chapter 16). ™ 


From an income tax perspective, it is preferable to transfer appreciated property 
as a bequest rather than as a gift. The reason is that inherited property receives a 
step-up in basis, whereas property received by gift has a carryover basis to the donee. 
However, in making this decision, the estate tax consequences of the bequest should 
also be weighed against the gift tax consequences of the gift. 


14.6 DisALLOWED LossEs _ 


ES ALES AS RES ERE ELIE PLES LE SIE SERED PES ed 


SECTION 267 DISALLOWED LOSSES 


Taxpayers should be aware of the desirability of avoiding transactions that activate 
the loss disallowance provisions for related parties. This is so even in light of the pro- 
vision that permits the related-party buyer to offset his or her realized gain by the 
related-party seller’s disallowed loss. Even with this offset, several inequities exist. 
First, the tax benefit associated with the disallowed loss ultimately is realized by the 
wrong party (the related-party buyer rather than the related-party seller). Second, 
the tax benefit of this offset to the related-party buyer does not occur until the buyer 
disposes of the property. Therefore, the longer the time period between the pur- 
chase and disposition of the property by the related-party buyer, the less the eco- 
nomic benefit. Third, if the property does not appreciate to at least its adjusted basis 
to the related-party seller during the time period the related-party buyer holds it, 
part or all of the disallowed loss is permanently lost. Fourth, since the right of offset 
is available only to the original transferee (the related-party buyer), all of the disal- 
lowed loss is permanently lost if the original transferee subsequently transfers the 
property by gift or bequest. 


Tim sells property with an adjusted basis of $35,000 to Wes, his brother, for $25,000, 
the fair market value of the property. The $10,000 realized loss to Tim is disallowed by 
§ 267. If Wes subsequently sells the property to an unrelated party for $37,000, he has a 
recognized gain of $2,000 (realized gain of $12,000 reduced by disallowed loss of 
$10,000). Therefore, from the perspective of the family unit, the original $10,000 real- 
ized loss ultimately is recognized. However, if Wes sells the property for $29,000, 
he has a recognized gain of $0 (realized gain of $4,000 reduced by disallowed loss 
of $4,000 necessary to offset the realized gain). From the perspective of the family 
unit, $6,000 of the realized loss of $10,000 is permanently wasted ($10,000 realized 
loss — $4,000 offset permitted). = 


- 
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WASH SALES 


The wash sales provisions can be avoided if the security that was sold is replaced 
within the statutory time period with a similar rather than a substantially identical 
security. For example, a sale of Dell, Inc. common stock accompanied by a purchase 
of Hewlett-Packard common stock is not treated as a wash sale. Such a procedure 
can enable the taxpayer to use an unrealized capital loss to offset a recognized capi- 
tal gain. The taxpayer can sell the security before the end of the taxable year, offset 
the recognized capital loss against the capital gain, and invest the sales proceeds ina 
similar security. 

Because the wash sales provisions do not apply to gains, it may be desirable to 
engage in a wash sale before the end of the taxable year. The recognized capital gain 
may be used to offset capital losses or capital loss carryovers from prior years. Since 
the basis of the replacement stock or securities will be the purchase price, the tax- 


payer in effect has exchanged a capital gain for an increased basis for the stock or 
securities. 


REFOCUS ON THE BIG PICTURE 


Alice’s tax adviser asked a number of questions in order to advise her on a proposed 
transaction. Alice provided the following answers: 


e Alice inherited the house from her mother. The fair market value of the 
house at the date of her mother’s death, based on the estate tax return, 
was $475,000. Based on an appraisal, the house currently is worth 
$485,000. Alice’s mother lived in the house for 38 years. According to the 
mother’s attorney, her adjusted basis for the house was $275,000. 

e As a child, Alice lived in the house for 10 years. She has not lived there 
during the 25 years she has been married. 

e The house has been vacant during the seven months that Alice has owned 
it. She has been trying to decide whether she should sell it for its fair mar- 
ket value or sell it to her nephew for $275,000. Alice has suggested a 
$275,000 price for the sale to Dan because she believes this is the amount 
at which she will have no gain or loss. 

e Alice intends to invest the $275,000 in stock. 


You advise Alice that her adjusted basis for the house is the $475,000 fair market 
value on the date of her mother’s death. If Alice sells the house for $485,000 
(assuming no selling expenses), she would have a recognized gain of $10,000 
($485,000 amount realized — $475,000 adjusted basis). The house is a capital asset, 
and Alice’s holding period is long term since she inherited the house. Thus, the gain 
would be classified as a long-term capital gain. If, instead, Alice sells the house to her 
nephew for $275,000, she will have a part sale and part gift. The realized gain on the 
sale of $5,670 is recognized. 


Amount realized $ 275,000 
Less: Adjusted basis (269,330)* 
Realized gain $ 5,670 
Recognized gain $29,070 


*[($275,000/$485,000) x $475,000] = $269,330. 


The gain is classified as a long-term capital gain. Alice is then deemed to have made 


a gift to Dan of $210,000 ($485,000 — $275,000). 
With this information, Alice can make an informed selection between the two 


options. 
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Holding period, 14-14 | Recognized loss, 14-7 
Realized gain, 14-3 Recovery of capital doctrine, 14-8 
Realized loss, 14-3 Wash sale, 14-19 


Recognized gain, 14-7 


DISCUSSION QUESTIONS 


. L0.1 Upon the sale or other disposition of property, what four questions should be 


considered for income tax purposes? 


. LO.1 Define each of the following terms: 


a. Amount realized. 
b. Realized gain. 
c. Realized loss. 


. L0.1 Which of the following would be treated as a “sale or other disposition”? 


Sale for cash. 

Sale on credit. 
Exchange. 

Involuntary conversion. 
Bond retirement. 
Gift to nephew. 


moans» 


. LO.1 Ivan invests in land and Grace invests in taxable bonds. The land appreciates by 


$8,000 each year, and the bonds earn interest of $8,000 each year. After holding the land 
and bonds for five years, Ivan and Grace sell them. There is a $40,000 realized gain on the 
sale of the land and no realized gain or loss on the sale of the bonds. Are the tax 
consequences to Ivan and Grace the same for each of the five years? Explain. 


. L0.1 Carol and Dave each purchase 100 shares of stock of Burgundy, Inc., a publicly 


owned corporation, in July for $10,000 each. Carol sells her stock on December 31 for 
$8,000. Since Burgundy’s stock is listed on a national exchange, Dave is able to ascertain 
that his shares are worth $8,000 on December 31. Does the tax law treat the decline in 
value of the stock differently for Carol and Dave? Explain. 


. LO.1 Ifa taxpayer sells property for cash, the amount realized consists of the net proceeds 


from the sale. For each of the following, indicate the effect on the amount realized: 

The property is sold on credit. 

A mortgage on the property is assumed by the buyer. 

A mortgage on the property is assumed by the seller. 

The buyer acquires the property subject to a mortgage of the seller. 

Stock that has a basis to the purchaser of $6,000 and a fair market value of $10,000 is 
received by the seller as part of the consideration. 


Oe wee 


. LO.1 Ifthe buyer pays real property taxes that are treated as imposed on the seller, what 


are the effects on the seller’s amount realized and the buyer’s adjusted basis for the 
property? If the seller pays real property taxes that are treated as imposed on the buyer, 
what are the effects on the seller’s amount realized and the buyer’s adjusted basis for the 
property? 


. L0.1 Tad is negotiating to buy some land. Under the first option, Tad will give Sandra 


$120,000 and assume her mortgage on the land for $80,000. Under the second option, 
Tad will give Sandra $200,000, and she will immediately pay off the mortgage. Tad wants 


his basis for the land to be as high as possible. Given this objective, which option should 
Tad select? 


. L0.1 Eve purchases land from Gillen. Eve gives Gillen $100,000 in cash and agrees to pay 


Gillen an additional $400,000 one year later plus interest at 6%. 
a. Whatis Eve’s adjusted basis for the land at the acquisition date? 
b. What is Eve’s adjusted basis for the land one year later? 


10. 
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LO.1 A taxpayer owns land anda building (held for investment) with an adjusted basis of 
$75,000 and a fair market value of $240,000. The property is subject to a mortgage of 
$360,000. Since the taxpayer is in arrears on the mortgage payments, the creditor is 
willing to accept the property in return for canceling the amount of the mortgage. 

a. Howcan the adjusted basis of the property be less than the amount of the mortgage? 
b. If the creditor’s offer is accepted, what are the effects on the amount realized, the 

adjusted basis, and the realized gain or loss? 
c. Does it matter in (b) if the mortgage is recourse or nonrecourse? 


L0.1 Discuss the effect of capital additions and capital recoveries on adjusted basis. 


LO.1 On October 16, 2009, Tolly acquires land and a building for $800,000 to use in his sole 
proprietorship. Of the purchase price, $700,000 is allocated to the building, and $100,000 is 
allocated to the land. Cost recovery of $3,745 is deducted in 2009 for the building. 

a. What is the adjusted basis for the land and the building at the acquisition date? 

b. Whatis the adjusted basis for the land and the building at the end of 2009? 


LO0.1 Abby owns stock in Orange Corporation and Blue Corporation. She receives a 
$1,000 distribution from both corporations. The instructions from Orange state that the 
$1,000 is a dividend. The instructions from Blue state that the $1,000 is not a dividend. 
What could cause the instructions to differ as to the tax consequences? 


LO.1 A taxpayer who acquires a taxable bond at a premium may elect to amortize the 
premium, whereas a taxpayer who acquires a tax-exempt bond at a premium must 
amortize the premium. 

a. Why would a taxpayer make the amortization election for taxable bonds? 

b. What effect does the mandatory amortization of tax-exempt bonds have on taxable income? 


LO.2 Tracy sells her red car (adjusted basis of $22,000 and fair market value of $15,000) 

to her boss for $15,000. She sells her blue car (adjusted basis of $13,000 and fair market 

value of $15,500) to a co-worker for $15,500. Neither car is used for any business or 

income-producing activity. She then purchases another car for $25,000. 

a. Does Tracy incur any recognized gain or loss from these two sales transactions? 

b. Whatis Tracy’s adjusted basis for the car she purchases? 

c. Could Tracy achieve better tax consequences by trading in her red car rather than 
selling it to her boss and then buying a newer model? 


LO.2 Ron sold his sailboat for a $5,000 loss in the current year because he was diagnosed as 
having skin cancer. His spouse wants him to sell his Harley Davidson motorcycle because 
her brother broke his leg while riding his motorcycle. Since Ron no longer has anyone to 
ride with, he is seriously considering accepting his wife’s advice. Because the motorcycle is a 
classic, Ron has received two offers. Each offer would result in a $5,000 gain. Joe would like 
to purchase the motorcycle before Christmas, and Jeff would like to purchase it after New 
Year’s. Identify the relevant tax issues Ron faces in making his decision. 


L0.3 Lee owns a life insurance policy that will pay $100,000 to Rita, his spouse, on his 
death. At the date of Lee’s death, he had paid total premiums of $65,000 on the policy. In 
accordance with § 101(a)(1), Rita excludes the $100,000 of insurance proceeds. Discuss 
the relationship, if any, between the § 101 exclusion and the recovery of capital doctrine. 


L0.4 How is the basis of the property determined in a bargain purchase? Why is this method 
used? 

LO.4 When a business is purchased and goodwill is involved, why is the basis of goodwill 
determined by the residual method rather than by using the amount assigned under the 


purchase contract? 


L0.4 Distinguish between the procedures for determining the basis of stock received as a 
nontaxable stock dividend when the stock dividend is: 

a. Common stock on common stock. 

b. Preferred stock on common stock. 


L0.1, 2, 4 Marla bought a small sailboat for $20,000 in 2004. In January 2009, when the 
fair market value of the sailboat is $12,000, Marla makes a gift of it to Janine. No gift tax is 
due on the transfer. Six months later, Janine sells the boat for $10,500. What is Janine’s: 
a. Adjusted basis in the sailboat? 

b. Recognized gain or loss on the sale? 


DECISION MAKING 
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29. L0.1, 2, 4, 6 In January, Agnes is diagnosed as having a terminal disease. Her nephew, 
Stan, will graduate from college in May, and she would like to give him $50,000 as a 


graduation present. She has stock worth $50,000 that she could either give him directly 
or sell and transfer the cash. Since she may not be alive in May, Agnes is considering 
making the gift now (four months prior to graduation). If Agnes should die before 
making the gift, her will stipulates that Stan will receive the stock. Identify the relevant tax 
issues that Agnes should consider in making her decision. 


23. LO.4 For property received as a gift, why does the Code contain separate basis rules for 
gain and loss situations? Under what circumstances will these rules produce different 
amounts for basis purposes? 


24. L0.4 Discuss the differences in the tax treatment of property sold before death and 
property that is passed by death (i.e., inherited). Why is the way the property is 
transferred important? 


25. L0.4 Gary makes a gift of an appreciated building to Carmen. She dies three months 
later, and Gary inherits the building from her. During the period that Carmen held the 
building, she deducted depreciation and made a capital expenditure. What effect might 
these items have on Gary’s basis for the inherited building? 


Dai Nata tittle 


26. LO.4 Jo inherited property from Robert with a date of death value of $2,732,000 and a 
value of $2,745,000 six months later. Robert’s adjusted basis for the property was 
$200,000. Jo wants the executor of Robert’s estate to elect the alternate valuation date. 

a. Why does Jo want the election made? 
b. Can it be made? 


27. LO.5 Whatare related-party transactions, and why are they important? 


28. LO.5 On December 30, 2009, Ada sells 1,000 shares of Tan, Inc. stock for $60,000 and 
realizes a loss of $9,000. On January 23, 2010, Ada purchases 700 shares of Tan, Inc. stock 
for $44,000. What is her adjusted basis in the 700 shares? 


PROBLEMS 


Ps 
/ 


\ ~. toa Anne sold her home for $290,000 in 2009. Selling expenses were $17,400. She had 
‘purchased it in 2002 for $200,000. During the period of ownership, Anne had done the 
following: 


© Deducted $50,500 office-in-home expenses, which included $4,500 in depreciation. 
(Refer to Chapter 9.) 

e Deducted a casualty loss for residential trees destroyed by a hurricane. The total loss 
was $19,000 (after the $100 floor and the 10%-of-AGI floor), and Anne’s insurance 
company reimbursed her for $13,500. (Refer to Chapter 7.) 

e Paid street paving assessment of $7,000 and added sidewalks for $8,000. 

° Installed an elevator for medical reasons. The total cost was $20,000, and Anne 
deducted $13,000 as medical expenses. (Refer to Chapter 10.) 


y What is Anne’s realized gain? 
\ SO 


0.1 Kareem bought a rental house in October 2004 for $250,000, of which $50,000 is 
jallocated to the land and $200,000 to the building. Early in 2006, he had a tennis court 
~~ built in the backyard at a cost of $5,000. Kareem has deducted $30,900 for depreciation 
on the house and $1,300 for depreciation on the court. In January 2009, he sells the 
house and tennis court for $400,000 cash. 
a. What is Kareem’s realized gain or loss? 

b. If an original mortgage of $75,000 is still outstanding and the buyer assumes 
Sie PHOT BeRS in addition to the cash payment, what is Kareem’s realized gain or 

Oss: 


c. If the buyer takes the property subject to the mortgage, rather than assuming it, what 
is Kareem’s realized gain or loss? 


31. 


ae 
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10.1 Norm is negotiating the sale of a tract of his land to Pat. Use the following 
classification scheme to classify each of the items contained in the proposed sales contract: 


Legend 
DARN = Decreases amount realized by Norm 
IARN = Increases amount realized by Norm 
DABN = Decreases adjusted basis to Norm 
IABN = Increases adjusted basis to Norm 
DABP = Decreases adjusted basis to Pat 
IABP = Increases adjusted basis to Pat 
a. Norm isto receive cash of $50,000. 
b. Norm is to receive Pat’s note payable for $25,000, payable in three years. 
c. Pat assumes Norm’s mortgage of $5,000 on the land. 
d. Patagrees to pay the realtor’s sales commission of $8,000. 
e. Pat agrees to pay the property taxes on the land for the entire year. If each party paid his 


or her respective share, Norm’s share would be $1,000, and Pat’s share would be $3,000. 
f. Pat pays legal fees of $500. 
g. Norm pays legal fees of $750. 


L0.1 Gayla owns a building (adjusted basis of $375,000 on January 1, 2009) that she fonts 
to Len who operates a restaurant in the building. The municipal health department 
closed the restaurant for two months during 2009 because of health code violations. 
Under MACRS, the cost recovery deduction for 2009 would be $24,000. However, Gayla 
deducted cost recovery only for the 10 months the restaurant was open since she waived 
the rent income during the two-month period the restaurant was closed. 

a. What is the amount of the cost recovery deduction that Gayla should report on her 

2009 income tax return? 
b. Calculate the adjusted basis of the building at the end of 2009. 


LO.1, 2 Melanie owns a personal use boat that has a fair market value of $32,500 and an 
adjusted basis of $45,000. Melanie’s AGI is $90,000. Calculate the realized and recognized 
loss if: 

a. Melanie sells the boat for $32,500. 

b. Melanie exchanges the boat for another boat worth $32,500. 

c. The boat is stolen and Melanie receives insurance proceeds of $32,500. 


LO.1 Butch owns stock in Dove Corporation. His adjusted basis for the stock is $70,000. 

During the year, he receives a distribution from the corporation of $50,000 that is labeled 

a return of capital (i.e., Dove has no earnings and profits). 

a. Determine the tax consequences to Butch. 

b. Assume instead that the amount of the distribution is $140,000. Determine the tax 
consequences to Butch. 

c. Assume instead in (a) that the $50,000 distribution is labeled a taxable dividend (i.e., 
Dove has earnings and profits of at least $50,000). 


LO.1, 2 Chee purchases Tan, Inc. bonds for $110,000 on January 2, 2009. The face value 
of the bonds is $100,000, the maturity date is December 31, 2013, and the annual interest 
rate is 8%. Chee will amortize the premium only if he is required to do so. Chee sells the 
bonds on July 1, 2011, for $109,000. 

a. Determine the interest income Chee should report for 2009. 

b. Calculate Chee’s recognized gain or loss on the sale of the bonds in 2011. 


L0.1, 2 Which of the following results in a recognized gain or loss? 

a. Kaysells her vacation cabin (adjusted basis of $100,000) for $150,000. 

b. Adam sells his personal residence (adjusted basis of $150,000) for $100,000. 

c. Carl’s personal residence (adjusted basis of $65,000) is condemned by the city. He 
receives condemnation proceeds of $55,000. 

d. Olga’s land is worth $40,000 at the end of the year. She had purchased the land six 
months earlier for $25,000. 

e. Vera’s personal vehicle (adjusted basis of $29,000) is stolen. She receives $23,000 
from the insurance company and does not plan to replace the automobile. 

f. Jerry sells used clothing (adjusted basis of $500) to a thrift store for $50. 
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.1, 2 Hubert’s personal residence is condemned as part of an urban renewal project. 
is adjusted basis for the residence is $325,000. He receives condemnation proceeds of 
300,000 and invests the proceeds in stock. é 
a. Calculate Hubert’s realized and recognized gain or loss. 
b. If the condemnation proceeds are $355,000, what are Hubert’s realized and recog- 
nized gain or loss? 
c. What are Hubert’s realized and recognized gain or loss in (a) if the house was rental 
property? . 
L0.4 Buddy Morris is a real estate agent for Presidential Estates, a residential real estate 
development. Because of his outstanding sales performance, Buddy is permitted to buy a 
lot that normally would sell for $280,000 for $210,000. Buddy is the only real estate agent 
for Presidential Estates who is permitted to do so. 
a. Does Buddy have gross income from the transaction? 
b. What is Buddy’s adjusted basis for the land? 
c. Write a letter to Buddy informing him of the tax consequences of his acquisition of 
the lot. His address is 100 Tower Road, San Diego, CA 92182. 


LO.1, 2, 4 Karen makes the following purchases and sales of stock: 


Price per 
Transaction Date Number of Shares Company Share 
Purchase 1-1-2007 300 MDG $ 75 
Purchase 6-1-2007 150 GRU 300 
Purchase 11-1-2007 60 MDG 70 
Sale 12-3-2007 180 MDG 70 
Purchase 3-1-2008 120 GRU 375 
Sale 8-1-2008 90 GRU 330 
Sale 1-1-2009 150 MDG 90 


Sale 2-1-2009 75 GRU 500 


Assuming that Karen is unable to identify the particular lots that are sold with the original 
purchase, what is the recognized gain or loss on each type of stock as of the following dates: 
a. 7-1-2007. 

b. 12-31-2007. 

c. 12-31-2008. 

d. 7-1-2009. 


L0.1, 2, 4 Kevin purchases 1,000 shares of Bluebird Corporation stock on October 3, 

2009, for $200,000. On December 12, 2009, Kevin purchases an additional 500 shares of 

Bluebird stock for $112,500. According to market quotations, Bluebird stock is selling for 

$240 per share on December 31, 2009. Kevin sells 400 shares of Bluebird stock on March 

1, 2010, for $100,000. 

a. Whatis the adjusted basis of Kevin’s Bluebird stock on December 31, 2009? 

b. What is Kevin’s recognized gain or loss from the sale of Bluebird stock on March 1, 
2010, assuming the shares sold are from the shares purchased on December 12, 
2009? 

c. What is Kevin’s recognized gain or loss from the sale of Bluebird stock on March 1, 
2010, assuming Kevin cannot adequately identify the shares sold? 


as 
(1) L0.4 Stella Simson purchases a business from Marco for $650,000. Marco paid a broker a 


/ sales commission of $30,000. The values assigned to the assets in the sales contract are as 


follows: 

Adjusted Basis Fair Market Value 
Production equipment $ 62,000 ‘2 $ 93,750 
Packaging equipment 120,000 8 156,250 
Distribution equipment 145,000 ait — 187,500 
Building and land 100,000 : 125,000 
Goodwill —0- 62,500 
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a. What is Marco’s recognized gain or loss? 
What is Stella’s adjusted basis for each of the assets? 


c. Write a letter to Stella informing her of the tax consequences of the purchase. Her 
address is 300 Woodland Drive, Cincinnati, OH 45207. 


L0.4 Diane owns 1,000 shares of Robin, Inc. common stock with an adjusted basis of 
$100,000. During the year, she receives the following distributions associated with the stock: 


® $3,000 taxable cash dividend in March. 


® 2% stock dividend in the form of 20 shares of preferred stock in July. The fair market 
value of the common stock was $110,000, and the fair market value of the preferred 
stock was $2,000. Shareholders do not have the option to receive cash. 

* 5% stock dividend in the form of 50 shares of common stock in November. The fair 
market value of the 1,000 shares of common stock was $115,000. Shareholders do not 
have the option to receive cash. 


a. Determine the amount of gross income Diane must recognize. 


b. Calculate Diane’s adjusted basis for her 1,050 shares of common stock and her 20 
shares of preferred stock. 


LO.4 Paula owns stock in Yellow, Inc., which she purchased for $5,000. The stock has a 
fair market value of $6,000. Because Yellow is experiencing a cash-flow problem, it 
chooses to distribute nontaxable stock rights instead of cash to its shareholders. 

a. What effect does this distribution have on Paula’s basis in her Yellow stock if the fair 
market value of the stock rights is $1,000? 

What is Paula’s basis for the nontaxable stock rights? 

What is Paula’s recognized gain or loss if she sells the stock rights for $1,200? 

What is Paula’s recognized gain or loss if she allows the stock rights to lapse? 

If the fair market value of the stock rights is $750 (not $1,000), how will this change 
the answers to parts (a) and (b)? 


a ae 


L0.1, 2, 4 Roberto has received various gifts over the years. He has decided to dispose of 

the following assets that he received as gifts: 

a. In 1951, he received land worth $25,000. The donor’s adjusted basis was $40,000. 
Roberto sells the land for $92,000 in 2009. 

b. In 1956, he received stock in Gold Company. The donor’s adjusted basis was 
$22,000. The fair market value on the date of the gift was $30,000. Roberto sells the 
stock for $40,000 in 2009. 

c. In 1962, he received land worth $15,000. The donor’s adjusted basis was $25,000. 
Roberto sells the land for $9,000 in 2009. 

d. In 2003, he received stock worth $30,000. The donor’s adjusted basis was $42,000. 
Roberto sells the stock for $35,000 in 2009. 


What is the recognized gain or loss from each of the preceding transactions? Assume for 
each of the gift transactions that no gift tax was paid. 


L0.1, 2, 4 Beth receives a car from Sam as a gift. Sam paid $26,000 for the car. He had 
used it for business purposes and had deducied $12,000 for depreciation up to the time 
he gave the car to Beth. The fair market value of the car is $9,000. 

a. Assuming Beth uses the car for business purposes, what is her basis for depreciation? 
b. Ifthe estimated useful life is two years (from the date of the gift), what is her depreci- 

ation deduction for each year? Assume Beth elects the straight-line method. 
c. IfBeth sells the car for $1,500 one year after receiving it, what is her gain or loss? 
d. IfBeth sells the car for $8,800 one year after receiving it, what is her gain or loss? 


LO.4 Kirk purchased stock in 1990 for $15,000. In 2009, when its fair market value has 

appreciated to $46,000, he gives the stock to his friend, Jessica, and pays $1,500 of gift tax 

on the transaction. 

a. How does the gift tax affect Jessica’s basis in the stock? 

b. If the gift had occurred in 1976, what effect would the $1,500 gift tax have on Jessica’s 
basis? 

L0.4 Natalie receives an original Matisse painting as a gift from her aunt. At the date of 

the gift, the adjusted basis of the painting is $825,000, and its fair market value is 

$1,120,000. Her aunt paid gift tax of $392,000. 

a. Whatis Natalie’s adjusted basis in the painting? 

b. If the fair market value of the painting at the date of the gift is $824,000 (not 
$1,120,000), what is Natalie’s adjusted basis? 
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L0.1, 2, 4, 6 Ira Cook is planning to make a charitable contribution of Crystal, Inc. stock 

worth $20,000 to the Boy Scouts. The stock has an adjusted basis of $15,000. A friend has 

suggested that Ira sell the stock and contribute the $20,000 in proceeds rather than 

contribute the stock. 

a. Should Ira follow the friend’s advice? Why? 

b. Assume the fair market value is only $13,000. In this case, should Ira follow the 
friend’s advice? Why? 

c. Rather than make a charitable contribution to the Boy Scouts, Ira is going to make a 
gift to Nancy, his niece. Advise Ira regarding (a) and (b). 

d. Write a letter to Ira regarding whether in (a) he should sell the stock and contribute 
the cash or contribute the stock. He has informed you that he purchased the stock 
six years ago. Ira’s address is 500 Ireland Avenue, De Kalb, IL 60115. 


LO.4 Adrianne and Barbara each inherit 500 shares of Satin, Inc. stock from their sister 
Connie who died on April 1, 2009. Connie’s basis for the 1,000 shares was $120,000, and 
the fair market value on April 1 is $85,000. The executor of Connie’s estate elects the 
alternate valuation date for the estate. The fair market value of the 1,000 shares on 
October 1 is $66,000. At Adrianne’s request, the executor distributes her 500 shares to 
her on June 15, 2009 when the fair market value of the 500 shares is $36,000. What is the 
basis of the stock to: 

a. Adrianne? 

b. Barbara? 


(20 ia The portion of Earl’s estate distributed to Robert, one of Earl’s beneficiaries, is 
valued as follows: 


yl 


52. 


Do 


Earl’s Adjusted FMV at Date of FMV at Alternate 
Asset Basis Death Valuation Date 
Cash $10,000 $ 10,000 $ 10,000 
Stock 40,000 125,000 60,000 
Apartment building 60,000 300,000 325,000 


Land 75,000 100,000 110,000 


Although the fair market value of the stock six months after Earl’s death turned out to be 
$60,000, the executor of the estate distributed it to Robert one month after Earl’s death 
when it was worth $85,000. Determine Robert’s basis for the assets if: 

a. The primary valuation date applies. 

b. The executor elects the alternate valuation date. 


L0.4 Emily makes a gift of 100 shares of appreciated stock to her uncle, George, on January 
5, 2009. The basis of the stock is $3,150, and the fair market value is $5,250. George dies on 
October 8, 2009. During the period that George held the stock, he received a 5% 
nontaxable stock dividend. Under the provisions of George’s will, Emily inherits 100 shares 
of the stock. The value of the stock for Federal estate tax purposes is $55 per share. 

a. Whatis the basis of the inherited stock to Emily? 

b. What would have been the basis of the inherited stock to Emily if she had given the 

stock to George on January 5, 2008? 


L0.4 Larry and Grace live in Arizona, a community property state. They own land 

(community property) that has an adjusted basis to them of $150,000. When Grace dies, 

Larry inherits her share of the land. At the date of Grace’s death, the fair market value of 

the land is $200,000. Six months after Grace’s death, the land is worth $220,000. 

a. What is Larry’s basis for the land? 

b. What would Larry’s basis for the land be if he and Grace lived in Kansas, a common 
law state, and Larry inherited Grace’s share? 


L0.4, 5 Jessie sold her business car (adjusted basis of $7,000; fair market value of $3,000) 
to Amy, her sister, for $3,000. Amy personally overhauled the engine with out-of-pocket 
costs of $2,000. She then sold the car to an unrelated party for $5,500. 

a. Whatis Jessie’s recognized gain or loss? 

b. What is Amy’s recognized gain or loss? 

c. Assume instead that after overhauling the engine, Amy gives the car to Ted, her 


21-year-old son. One week after receiving the car, Ted sells it for $5,500. What is 
Ted’s recognized gain or loss? 


Me. ae, Sih 
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54. 10.1, 2, 4, 5 TJ Partnership sells property (adjusted basis of $200,000) to Thad (a 
partner who owns a 60% capital and profits interest) for its fair market value of $165,000. 


a. 
b. 
c. 


d. 


Calculate the realized and recognized loss to the partnership. 

Calculate the basis of the property to Thad. 

If Thad subsequently sells the property for $187,000, calculate his realized and recog- 
nized gain or loss. 

If Thad gives the property to his daughter, Donna, who subsequently sells it for 
$187,000, calculate Donna’s realized and recognized gain or loss. (Assume no gift 
tax is paid and the fair market value on the date of the gift is $180,000.) 

Determine the tax consequences in (a) through (d) if Thad is a shareholder and Tj 
is a corporation. 


0.1, 2, 4, 5 Tyneka inherited 1,000 shares of Aqua, Inc. stock from Joe. Joe’s basis was 
$35,000, and the fair market value on July 1, 2009 (the date of death) was $45,000. The 
shares were distributed to Tyneka on July 15, 2009. Tyneka sold the stock on July 30, 
2010, for $33,000. After giving the matter more thought, she decides that Aqua is a good 
investment and purchases 1,000 shares for $30,000 on August 20, 2010. 


a. 


b. 


What is Tyneka’s basis for the 1,000 shares purchased on August 20, 2010? 

What would be Tyneka’s basis for the 1,000 Aqua shares inherited from Joe if she 
had given 1,000 Aqua shares to Joe on March 1, 2009 (assuming no gift tax was paid)? 
Her basis at the date of the gift was $35,000, and the fair market value was $45,000. 
Could Tyneka have obtained different tax consequences in (a) if she had sold the 
1,000 shares on December 27, 2009, and purchased the 1,000 shares on January 5, 
2010? 


56. LO.1, 2, 5 Frank owns 1,000 shares of Amber, Inc. stock (adjusted basis of $10,000). On 
December 28, 2008, he sells 400 shares for $3,600. On January 19, 2009, he purchases 
300 shares of Amber stock for $2,850. 


a. 
b. 
Se 


Calculate Frank’s realized and recognized loss on the sale. 
Determine Frank’s adjusted basis for the 300 shares purchased in 2009. 
Advise Frank on how he can avoid any negative tax consequences resulting in part (a). 


57. L0.1, 2, 5 Jean’s home had a basis of $260,000 ($60,000 attributable to the land) and a 
fair market value of $250,000 when she converted half of it to business use by opening a 
bed and breakfast. Five years after the conversion, Jean sells the home for $375,000 
($75,000 attributable to the land). 


a. 


b. 


Cc. 
ae 


Calculate Jean’s basis for gain, loss, and cost recovery for the portion of her personal 
residence that was converted to business use. 

Calculate the cost recovery deducted by Jean during the five-year period of business 
use, assuming the bed and breakfast is opened on January 1 of year 1 and the house 
is sold on December 31 of year 5. 

What is Jean’s recognized gain or loss on the sale of the business use portion? 


in the house for five years, he converts it to rental property. At the date of conversion, the 
fair market value of the house is $320,000. As to the rental property, calculate Surendra’s 


{— 
oe 6 Surendra’s personal residence originally cost $340,000 (ignore land). After living 


basis for: 

a. Loss. 

b. Depreciation. 

c. Gain. 

d. Could Surendra have obtained better tax results if he had sold his personal residence 


for $320,000 and then purchased another house for $320,000 to hold as rental 
property? 


59. L0.4, 6 Hun, age 93, has accumulated substantial assets during his life. Among his many 
assets are the following, which he is considering giving to Koji, his grandson. 


nn — — 


Asset Adjusted Basis Fair Market Value 


NN ee 


Red Corporation stock $900,000 $700,000 
Silver Corporation stock 70,000 71,000 
Emerald Corporation stock 200,000 500,000 


DECISION MAKING 


DECISION MAKING 


DECISION MAKING 


DECISION MAKING 
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Hun has been in ill health for the past five years. His physician has informed him that he 
probably will not live for more than six months. Advise Hun on which of the stocks should 


be transferred as gifts and which as bequests. 


CUMULATIVE PROBLEMS 


60. Albert Sims, age 67, is married and files a joint return with his wife, Carol, age 65. Albert 

and Carol are both retired, and during 2008, they received Social Security benefits of 

TaxCut $10,000. Albert’s Social Security number is 111-11-1111, and Carol’s is 123-45-6789. 
ax : They reside at 210 College Drive, Columbia, SC 29201. 

Albert, who retired on January 1, 2008, receives benefits from a qualified pension 
plan of $800 a month for life. His total contributions to the plan (none of which were 
deductible) were $72,000. In January 2008, he received a bonus of $1,000 from his 
former employer for service performed in 2007. Although the former employer accrued 
the bonus in 2007, it was not paid until 2008. 

Carol, who retired on December 31, 2007, started receiving benefits of $900 a 
month on January 1, 2008. Her contributions to the qualified pension plan (none of 
which were deductible) were $74,000. 

Carol had casino winnings for the year of $5,500 and casino losses of $2,100 while 
Albert won $20,000 on a $1 lottery ticket. 

On September 27, 2008, Albert and Carol received a 10% stock dividend on 60 
shares of stock they owned. They had bought the stock on March 5, 2001, for $12 a share. 
On December 16, 2008, they sold the 6 dividend shares for $50 a share. 

On October 10, 2008, Carol sold the car she had used in commuting to and from 
work for $12,000. She had paid $29,000 for the car in 2002. 

On July 14, 2000, Albert and Carol received a gift of 800 shares of stock from their 
son, Thomas. Thomas’s basis in the stock was $29 a share (fair market value at the date of 
gift was $25). No gift tax was paid on the transfer. Albert and Carol sold the stock on 
October 8, 2008, for $23 a share. 

On May 1, 2008, Carol’s mother died, and Carol inherited her personal residence. 
The residence had a fair market value of $210,000 and an adjusted basis to the mother of 
$160,000. Carol listed the house with a realtor who estimated it was worth $218,000 as of 
December 31, 2008. 

Carol received rent income of $3,500 on a beach house she inherited three years 
ago from her Uncle Chuck. She had rented the property for one week during the July 
4th weekend and one week during the Thanksgiving holidays. Uncle Chuck’s adjusted 
basis in the beach house was $150,000, and its fair market value on the date of his death 
was $240,000. Carol and Albert used the beach house for personal purposes for 56 days 
during the year. Expenses associated with the house were $3,400 for utilities, 
maintenance, and repairs; $2,200 for property taxes; and $800 for insurance. There are 
no mortgages on the property. 

Albert and Carol paid estimated Federal income tax of $3,100 and had itemized 
deductions of $6,600 (excluding any itemized deductions associated with the beach 
house and gambling). If they have overpaid their Federal income tax, they want the 
amount refunded. Both Albert and Carol wish to have $3 go to the Presidential Election 
Campaign Fund. 

Compute their net tax payable or refund due for 2008. If you use tax forms for your 
computations, you will need Form 1040 and Schedule D. Suggested software: TaxCut. 


TAX COMPUTATION PROBLEM 61. John Custer, age 35, is single. His Social Security number is 111-11-1111, and he resides 


at 150 Highway 51, Tangipahoa, LA 70443. 


DECISION MAKING John has a five-year-old child, Kendra, who lives with her mother, Katy. John pays 
alimony of $24,000 per year to Katy and child support of $6,000. The $6,000 of child 
support covers 70% of Katy’s costs of rearing Kendra. Kendra’s Social Security number is 


123-45-6789, and Katy’s is 123-45-6788. 


John’s mother, Sally, lived with him until her death in early September 2009. He 
incurred and paid medical expenses for her of $12,500 and other support payments 
of $10,000. Sally’s only sources of income were $4,500 of interest income on certificates 
of deposit and $5,600 of Social Security benefits, which she spent on her medical 


expenses and helping to maintain John’s household. Sally’s Social Security number was 
123—45-6787. 
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John is employed by the Highway Department of the State of Louisiana in an 
executive position. His salary is $95,000. The appropriate amounts of Social Security tax 
($5,890) and Medicare tax ($1,378) were withheld. In addition, $13,500 was withheld for 
Federal income taxes, and $4,500 was withheld for state income taxes. 


i In addition to his salary, John’s employer provides him with the following fringe 
enefits: 


© Group term life insurance with a maturity value of $95,000. The cost of the premiums 
for the employer was $425. 

© Group health insurance plan. John’s employer paid premiums of $5,600 for his cover- 
age. The plan paid $2,800 for John’s medical expenses during the year. 


Upon the death of his Aunt Josie in December 2008, John, her only recognized heir, 
inherited the following assets: 


Asset Josie’s Adjusted Basis FMV at Date of Death 
Car $ 35,000 $ 15,000 
Land—300 acres 275,000 500,000 
IBM stock 100,000 160,000 
Cash if 50,000 50,000 


Six months prior to her death, Josie gave John a mountain cabin. Her adjusted basis for 
the mountain cabin was $270,000, and the fair market value was $390,000. She paid gift 
tax of $20,000. 


During the year, John had the following transactions: 


® On February 1, 2009, he sold for $45,000 Microsoft stock that he inherited from his fa- 
ther four years ago. His father’s adjusted basis was $49,000, and the fair market value at 
the date of the father’s death was $41,000. 

e The car John inherited from Josie was destroyed in a wreck on October 1, 2009. He 
had loaned the car to Katy to use for a two-week period while the engine in her car was 
being replaced. Fortunately, neither Katy nor Kendra was injured. John received insur- 
ance proceeds of $12,500, the fair market value of the car on October 1. 

© On October 30, 2009, John gambled away the $50,000 he inherited at a casino in Biloxi. 
He had hoped this activity would help with the bouts of depression he had been suffer- 
ing since Sally’s death. 

e On December 28, 2009, John sold the 300 acres of land to his brother, James, for its fair 
market value of $475,000. James planned on using the land for his dairy farm. 


Other sources of income for John were as follows: 


Dividend income $18,000 
Interest income: 

Guaranty Bank 12,000 

City of Kentwood water bonds 24,000 
Award from State of Louisiana for outstanding 

suggestion for highway beautification 7,500 


Potential itemized deductions for John, in addition to items already mentioned, 


were as follows: 


Property taxes paid on his residence $4,500 
Property taxes paid on personalty 2,500 
Estimated Federal income taxes paid 4,300 
Estimated state income taxes paid 2,300 
Charitable contributions 5,500 
Mortgage interest on his residence 7,100 
Orthodontic expenses for Kendra 4,000 
Psychiatric expenses for John 3,500 


Sales taxes paid 7,500 


THOMSON REUTERS 
Checkpoint® Student Edition 
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RESEARCH PROBLEMS 


Part 1—Tax Computation 
Compute John’s net tax payable or refund due for 2009. 


Part 2—Tax Planning 
Assume that rather than selling the land to James, John is considering leasing it to him 
for $30,000 annually with the lease beginning on October 1, 2009. James would prepay 
the lease payments through December 31, 2009. Thereafter, he would make monthly 
lease payments at the beginning of each month. What effect would this have on John’s 
9009 tax liability? What potential problem might John encounter? Write a letter to John 
in which you advise him of the tax consequences of leasing versus selling. Also, prepare a 
memo for the tax files. 


Note: Solutions to Research Problems can be prepared by using the Checkpoint® 
Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. Mitchell died on April 13, 2006. The executor of his estate made the 
§ 2032(a) election to use the alternate valuation date in filing Mitchell’s estate tax return. 
Using the primary valuation date and amount, the estate assets would have been valued at 
$1.5 million. With the election, the estate assets were valued at $1.25 million. 

A major asset of the estate consisted of shares of BFI Corporation. The shares of BFI were 
traded on an established securities market. Since the estate owned 2% of BFI’s stock, the 
executor secured the services of a major brokerage firm to calculate the blockage discount on 
the BFI stock. Shortly before the estate tax return due date of January 13, 2007, the executor 
filed a Form 4768 (Application for Extension of Time to File a Return and/or Pay U.S. Estate 
Taxes) requesting an extension for filing to July 13, 2007. At this time, the estate paid 
estimated estate taxes of $400,000. In early June, a representative of the brokerage firm 
notified the executor that it would not be able to finish the valuation on time. Another firm 
was engaged, and it completed the valuation as of November 29, 2007. Mitchell’s executor 
finally filed the return on January 19, 2009, and made the § 2032(a) election. 

The IRS determined that a § 2032(a) election cannot be made unless the estate tax 
return is timely filed. A deficiency was assessed based on an asset valuation of $1.5 million 
rather than $1.25 million. Evaluate the position of the IRS. 


Research Problem 2. Terry owns real estate with an adjusted basis of $600,000 and a fair 
market value of $1.1 million. The amount of the nonrecourse mortgage on the property is 
$2.5 million. Because of substantial past and projected future losses associated with the real 
estate development (occupancy rate of only 37% after three years), Terry deeds the 
property to the creditor. 

a. Whatare the tax consequences to Terry? 

b. Assume the data are the same, except the fair market value of the property is 
$2,525,000. Therefore, when Terry deeds the property to the creditor, she also receives 
$25,000 from the creditor. What are the tax consequences to Terry? 


Research Problem 3. As the result of a large inheritance from her grandmother, Marcy has a 
substantial investment portfolio. The securities are held in street name by her brokerage 
firm. Marcy’s broker, Max, has standing oral instructions from her on sales transactions to 
sell the shares with the highest cost basis. 

In October 2007, Marcy phoned Max and instructed him to sell 6,000 shares of Color, 
Inc. Her portfolio has 15,000 shares of Color, which were purchased in several transactions 
over a three-year period. At the end of each month, the brokerage firm provides Marcy 
with a monthly statement that includes sales transactions. It does not identify the specific 
certificates transferred. 

In filing her 2007 income tax return, Marcy used the specific identification method to 
calculate the $75,000 recognized gain on the sale. On audit of her 2007 return, the IRS has 
taken the position that under Reg. § 1.1012-1(c) Marcy should have used the FIFO 
method to report the sale of the Color shares, resulting in a gain of $140,000. According to 
this interpretation of the Regulations, Marcy may not use the specific identification 
method (and must use the FIFO method) because the broker did not provide written 
confirmation of Marcy’s sales instructions. 

Marcy has come to you for tax advice with respect to this issue. 


CHAPTER 14 Property Transactions: Determination of Gain or Loss and Basis Considerations 14-39 


Research Problem 4. Ruth Ames died on January 10, 2009. In filing the estate tax return, her 


executor, Melvin Sims, elects the primary valuation date and amount (fair market value on 
the date of death). On March 12, 2009, Melvin invests $30,000 of cash that Ruth had in her 
money market account in acquiring 1,000 shares of Orange, Inc. ($30 per share). On 
January 10, 2009, Orange was selling for $29 per share. The stock is distributed to a 
beneficiary, Annette Rust, on June 1, 2009, when it is selling for $33 per share. Melvin wants 
you to determine the amount at which the Orange shares should appear on the estate tax 
return and the amount of Annette’s adjusted basis for the stock. Write a letter to Melvin in 
which you respond to his inquiry and prepare a memo for the tax files. His address is 100 
Center Lane, Miami, FL 32124. 


Research Problem 5. Amanda purchased the following lots of stock of Pearl, Inc. (a 
pharmaceutical company) during 2006: 


Date Number of Shares Cost per Share 
ee a eg ee oe ea eee eee 
February 1 100 $150 
July 25 100 140 
November 3 100 130 


On Decémber 20, 2008, Amanda sold the 300 shares for $145 each. 

In early January 2009, the Food and Drug Administration granted approval for a new 
drug developed by Pearl. Expecting the stock to continue to increase in value, Amanda 
purchased 300 shares on January 5, 2009, for $175 per share. 

Amanda calculated her recognized gain as $1,500 ($43,500 amount realized — 
$42,000 adjusted basis). The IRS contends that the transaction must be treated as the sale 
of three lots of stock because of the wash sale rules. As a result, the $500 realized gain on 
the sale of the second lot and the $1,500 realized gain on the sale of the third lot must be 
recognized, and the $500 realized loss on the sale of the first lot is disallowed under § 1091. 

Who is correct? 


Research Problem 6. Cecelia owned 30% of the stock of Lime, Inc., a family corporation. Her 
basis for the stock was $280,000. As a result of a dispute with the majority shareholder 
regarding a projected expansion of the company, the corporation redeemed her stock for 
$900,000. Cecelia received $300,000 in cash plus a $600,000 interest-bearing promissory 
note. Cecelia had been the vice president of Lime, but after the redemption, she was no 
longer employed by the corporation. 

The contract describing the stock redemption and the termination of employment 
included a three-year covenant not to compete by Cecelia in the citrus industry in Florida. 
The contract did not allocate any of the purchase price to the covenant. Cecelia was well 
known in the industry, highly respected among her associates, and had many business 
contacts. 

The promissory note was payable in three installments over a three-year period. The 
note contained a provision that any breach of the covenant not to compete could result in 
a right of offset. This meant that future payments on the note could be offset against any 
damages caused by Cecelia’s breach of the covenant. 

Six months after the stock redemption, Cecelia’s CPA informed her that there would 
have been tax benefits to Lime if part of the payment to her had been allocated to the 
covenant (i.e., § 197 amortization treatment). Otherwise, no deduction results when a 
corporation redeems its stock. Therefore, if Cecelia would renegotiate the agreement and 
accept such an allocation, she would receive additional payments or a reduction in the 
three-year noncompete period. Although meetings were held, no modification of the 


original agreement was made. 
Cecelia reported all of the $900,000 of payments received as the amount realized from 


the stock redemption (i.e., eligible for the beneficial capital gains tax rate of 15%). Lime 
treated $400,000 of the payments as a § 197 intangible for the covenant and amortized it 
under § 197. 

Not wishing to be whipsawed by these inconsistent positions, the IRS levied 
assessments against both Cecelia and Lime. For Cecelia, it disallowed part of her capital 
gain and treated it as ordinary income (i.e., proceeds from a covenant not to compete). 
For Lime, it disallowed the § 197 deduction and classified the payments as a nondeductible 


redemption of stock. Which party should prevail? 
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Property Transactions: 


Nontaxable Exchanges 


LEARNING OBJECTIVES 
After completing Chapter 15, you should be able to: 


L0.1 L0.4 


Understand the rationale for Describe the provision for the 
nonrecognition (postponement) of permanent exclusion of gain on the 
gain or loss in certain property sale of a personal residence. 
transactions. 


LO.5 
L0.2 Identify other nonrecognition 
Apply the nonrecognition provisions provisions contained in the Code. 
and basis determination rules for 
like-kind exchanges. L0.6 

Identify tax planning opportunities 
L0.3 related to the nonrecognition 


Explain the nonrecognition provisions provisions discussed in the chapter. 
available on the involuntary 
conversion of property. 


FRAM EWORK: | 


Tax Formula 


tee weletdusla 


This framework for individual 
taxation is based on the 
Income Tax Formula in 
Figure 3.1. The portions of 
the formula that are bold- 


faced are covered in this 
chapter. Below those por- 

_ tions are shown the sections 
of Form 1040 where the 
results are reported. 
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Income (broadly conceived) 

Less: Exclusions 

GrOSS INCOMG. oes sfeinps ne aes witte nies nhesn eters eee an 

Less: Deductions for adjusted groSS INCOME ........ccceee eee e eee eens wanes _(X,XXX) 


12. “Business income or (loss). Attach Schedule c or rC- EZ) Es os ales 
13 Capital gain or (loss). Attach Schedule D if required. If nol’ required, check hae > 2m; 
: 14 _ Other gains o or (losses). Attach Form 4797 . : +e 


Adjusted gross income 

Less: The greater of total itemized deductions or the standard deduction 
Personal and dependency exemptions 

Taxable income 

Tax on taxable income (see Tax Tables or Tax Rate Schedules) 

Less: Tax credits (including income taxes withheld and prepaid) 

Tax due (or refund) 


THE BIG PICTURE 


ALTERNATIVE 
USES OF 
PROPERTY 


Recall the situation introduced in “The Big Picture” in Chapter 14. After 11 months, 
Alice has changed her mind about selling the house to her nephew for $75,000. As a 
result of a recent groundbreaking for an upscale real estate development nearby, the 
appraised value of the house has increased to $600,000. Alice has decided she needs 
to do something with the house other than let it remain vacant. She is considering 
the following options and has come to you for advice. 


e Sell the house for approximately $600,000 using the services of a real 
estate agent (commission rate of 5 percent). 

° Convert the house to a vacation home (100 percent personal use by Alice 
and her family), then sell it in two years. 

* Convert the house to a vacation home (projected rental use of 40 percent 
and personal use 60 percent), then sell it in two years. 

e Sell her current home and move into the inherited house. She has owned 
and lived in the current home for 15 years, and her gain on the sale would be 
about $200,000. Since she is nearing retirement, she would live in the inher- 
ited house for only the required two-year minimum period and then sell it. 


Alice expects the inherited house to continue to appreciate in value by about 
5 percent per year. She plans on retiring from her job in two years and moving to a 
warmer climate. Until then, she is neutral as to which house she lives in. What advice 
can you offer Alice? 


ee See, a eee 


ee et 
ae 
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15.1 GENERAL CONCEPT OF A NONTAXABLE 


A taxpayer who is going to replace a productive asset (e.g., machinery) used in a 
trade or business may structure the transactions as a sale of the old asset and the pur- 
chase of a new asset. When this approach is used, any realized gain or loss on the 
asset sale is recognized. The basis of the new asset is its cost. Alternatively, the tax- 
payer may be able to trade the old asset for the new asset. This exchange of assets 
may produce beneficial tax consequences by qualifying for nontaxable exchange 
treatment. 

The tax law recognizes that nontaxable exchanges result in a change in the form 
but not in the substance of the taxpayer’s relative economic position. The replace- 
ment property received in the exchange is viewed as substantially a continuation of 
the old investment.’ Additional justification for nontaxable exchange treatment is 
that this type of transaction does not provide the taxpayer with the wherewithal to 
pay the tax on any realized gain. 

The nonrecognition provisions for nontaxable exchanges do not apply to realized 
losses from thevsale or exchange of personal use assets. Such losses are not recog- 
nized (are disallowed) because they are personal in nature and not because of any 
nonrecognition provision. 

In a nontaxable exchange, realized gains or losses are not recognized. However, 
the nonrecognition is usually temporary. The recognition of gain or loss is postponed 
(deferred) until the property received in the nontaxable exchange is subsequently 
disposed of in a taxable transaction. This is accomplished by assigning a carryover 
basis to the replacement property. 


Debra exchanges property with an adjusted basis of $70,000 and a fair market value of 
$12,000 for property with a fair market value of $12,000. The transaction qualifies for 
nontaxable exchange treatment. Debra has a realized gain of $2,000 ($12,000 amount 
realized — $10,000 adjusted basis). Her recognized gain is $0. Her basis in the replace- 
ment property is a carryover basis of $10,000. Assume the replacement property is non- 
depreciable and Debra subsequently sells it for $12,000. Her realized and recognized 
gain will be the $2,000 gain that was postponed (deferred) in the nontaxable transac- 
tion. If the replacement property is depreciable, the carryover basis of $10,000 is used 
in calculating depreciation. @ 


In some nontaxable exchanges, only part of the property involved in the transac- 
tion qualifies for nonrecognition treatment. If the taxpayer receives cash or other 
nonqualifying property, part or all of the realized gain from the exchange is recog- 
nized. In these instances, gain is recognized because the taxpayer has changed or 
improved his or her relative economic position and has the wherewithal to pay 
income tax to the extent of cash or other property received. 

It is important to distinguish between a nontaxable disposition, as the term is used 
in the statute, and a tax-free transaction. First, a direct exchange is not required in 
all circumstances (e.g., replacement of involuntarily converted property). Second, 
as previously mentioned, the term nontaxable refers to postponement of recognition 
via a carryover basis. In a tax-free transaction, the nonrecognition is permanent (e.g., 
see the discussion later in the chapter of the § 121 exclusion of realized gain on the 
sale of a personal residence). Therefore, the basis of any property acquired in a tax- 
free transaction does not depend on the basis of the property disposed of by the 


taxpayer. 


Reg. § 1.1002-I(c). 


LO.1 


Understand the rationale for 
nonrecognition (postponement) 
of gain or loss in certain 
property transactions. 
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L0.2 


Apply the nonrecognition 


provisions and basis 
determination rules for 
like-kind exchanges. 


EXAMPLE 2 ~ 


*§ 1031(a) and Reg. § 1.1031(a)—1(a). 


15.2 Lixe-Kinp ExcHancEes—S§ 1031 


Section 1031 provides for nontaxable exchange treatment if the following require- 
ments are satisfied:” 


e The form of the transaction is an exchange. 

e Both the property transferred and the property received are held either 
for productive use in a trade or business or for investment. 

° The property is like-kind property. 


Like-kind exchanges include business for business, business for investment, invest- 
ment for business, or investment for investment property. Property held for personal 
use, inventory, and partnership interests (both limited and general) do not qualify 
under the like-kind exchange provisions. Securities, even though held for invest- 
ment, do not qualify for like-kind exchange treatment. 

The nonrecognition provision for like-kind exchanges is mandatory rather than 
elective. A taxpayer who wants to recognize a realized gain or loss will have to struc- 
ture the transaction in a form that does not satisfy the statutory requirements for a 
like-kind exchange. This topic is discussed further under Tax Planning. 


LIKE-KIND PROPERTY 


“The words ‘like-kind’ refer to the nature or character of the property and not to its 
grade or quality. One kind or class of property may not ... be exchanged for prop- 
erty of a different kind or class.”* 

The term Lke-kind is intended to be interpreted very broadly. However, three catego- 
ries of exchanges are not included. First, livestock of different sexes do not qualify as 
like-kind property. Second, real estate can be exchanged only for other real estate, and 
personalty can be exchanged only for other personalty. For example, the exchange of 
a machine (personalty) for an office building (realty) is not a like-kind exchange. Real 
estate (or realty) includes principally rental buildings, office and store buildings, manu- 
facturing plants, warehouses, and land. It is immaterial whether real estate is improved 
or unimproved. Thus, unimproved land can be exchanged for an apartment house. 
Personalty includes principally machines, equipment, trucks, automobiles, furniture, 
and fixtures. Third, real property located in the United States exchanged for foreign 
real property (and vice versa) does not qualify as like-kind property. 


Wade made the following exchanges during the taxable year: 


Inventory for a machine used in business. 

Land held for investment for a building used in business. 

Stock held for investment for equipment used in business. 

A business truck for a business truck. 

An automobile used for personal transportation for an automobile used in 
business. 

f. Livestock for livestock of a different sex. 

g. Land held for investment in New York for land held for investment in London. 


oAanow 


Exchanges (b), investment real property for business real property, and (d), business 
personalty for business personalty, qualify as exchanges of like-kind property. 
Exchanges (a), inventory; (c), stock; (e), personal use automobile (not held for business 
or investment purposes); (f), livestock of different sexes; and (g), U.S. and foreign real 
estate do not qualify. = 


A special provision relates to the location where personal property is used. Per- 


sonal property used predominantly within the United States and personal property 
used predominantly outside the United States are not like-kind property. The 


*Reg. § 1.1031(a)-I(b). 
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~ More IRS OversicHt oF § 1O31ExcHances tt” 


| The IRS has announced that it is stepping up its oversight and 


enforcement of § 1031 like-kind exchanges. The announce- 
ment is in response to a report issued by the Treasury Inspec- 
tor General for Tax Administration. According to the report, 
clearer IRS guidance on § 1031 exchanges will: 


® Help taxpayers to understand the qualification 
requirements for a § 1031 exchange. 


period from 1998 to 2004, the number of Forms 8824 filed : 
doubled (from 338,500 to 677,000). During the same period, os 


the deferred income resulting from § 1031 exchanges more _ 
than tripled to $73.6 billion. Of the Forms 8824 filed, 65 per- a 


cent were attached to Forms 1040 with the etainact pene a 
filed by partnerships and corporations. : hes 

Suave: Adapted fom Tom Herman, “The IRS Steps Up Scrutiny of 
Tax Strategy,” Wall Street Journal, October 10, 2007, p. D3. meas 
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© Help deter unscrupulous promoters from trying 
to abuse the use of § 1031 exchanges. 


Section 1031 exchanges are reported on Form 8824 when 
the taxpayer files his or her income tax return. During the 


, 


location of use for the personal property given up is its location during the two-year 
period ending on the date of disposition of the property. The location of use for the 
personal property received is its location during the two-year period beginning on 
the date of the acquisition. 


In October 2008, Walter exchanges a machine used in his factory in Denver for a LCR AMOTE A 


machine that qualifies as like-kind property. In January 2009, the factory, including the 
machine, is moved to Berlin, Germany. As of January 2009, the exchange is not an 
exchange of like-kind property. The predominant use of the original machine was in 
the United States, whereas the predominant use of the new machine is foreign. @ 


Another special provision applies if the taxpayers involved in the exchange are 
related parties under § 267(b). To qualify for like-kind exchange treatment, the tax- 
payer and the related party must not dispose of the like-kind property received in 
the exchange within the two-year period following the date of the exchange. If such 
an early disposition does occur, the postponed gain is recognized as of the date of 
the early disposition. Dispositions due to death, involuntary conversions, and certain 
non-tax avoidance transactions are not treated as early dispositions. 

Regulations dealing with § 1031 like-kind exchange treatment provide that if the 
exchange transaction involves multiple assets of a business (e.g., a television station 
for another television station), the determination of whether the assets qualify as 
like-kind property will not be made at the business level.* Instead, the underlying 
assets must be evaluated. 

The Regulations also provide for greater specificity in determining whether 
depreciable tangible personal property is of a like kind or class. Such property held 
for productive use in a business is of a like class only if the exchanged property is 
within the same general business asset class (as specified by the IRS in Revenue Proce- 
dure 87-57 or as subsequently modified) or the same product class (as specified by 
the Department of Commerce). Property included in a general business asset class is 
evaluated under this system rather than under the product class system. 

The following are examples of general business asset classes: 


e Office furniture, fixtures, and equipment. 
° Information systems (computers and peripheral equipment). 


e Airplanes. 


‘Reg. § 1.1031(j)-1 
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Section 1031 provides for tax-deferred treatment on the 
exchange of investment or productive use real estate. For 
this purpose, the definition of like-kind property is very 
broad. Almost any type of real estate qualifies. 
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Doinc A LikE-KIND EXCHANGE TWICE 


period following the date of the exchange, the tax deferral 

ends. But does a “disposal” take place if a party engages in 

another like-kind exchange of the property? 
‘A recent IRS ruling answers this question and amplifies 


the definition of “disposal.” Another like-kind exchange of 
the property received within the two-year period is not 
regarded as a disposal and, therefore, will not terminate the 
deferral period. 


However, there are several constraints, one of which 
involves related parties. If the two taxpayers involved in the 

: exchange transaction are related parties, a two-year holding 
period requirement must be met. That is, if either party dis- 
poses of the like-kind property received within the two-year 


e Automobiles and taxis. 

e Buses. 

e Light general-purpose trucks. 
e Heavy general-purpose trucks. 


These Regulations have made it more difficult for depreciable tangible personal 
property to qualify for § 1031 like-kind exchange treatment. For example, the 
exchange of office equipment for a computer does not qualify as an exchange of 
like-kind property. Even though both assets are depreciable tangible personal prop- 
erty, they are not like-kind property because they are in different general business 
asset Classes. . 


EXCHANGE REQUIREMENT 


The transaction must involve a direct exchange of property to qualify as a like-kind 
exchange. The sale of old property and the purchase of new property, even though 
like kind, is generally not an exchange. However, if the two transactions are mutually 
dependent, the IRS may treat them as a like-kind exchange. For example, if the tax- 
payer sells an old business machine to a dealer and purchases a new one from the 
same dealer, like-kind exchange treatment could result.” 

The taxpayer may want to avoid nontaxable exchange treatment. Recognition of 
gain gives the taxpayer a higher basis for depreciation (see Example 35). To the 
extent that such gains would, if recognized, either receive favorable capital gain 
treatment or be passive activity income that could offset passive activity losses, it 
might be preferable to avoid the nonrecognition provisions through an indirect 
exchange transaction. For example, a taxpayer may sell property to one individual, 
recognize the gain, and subsequently purchase similar property from another indi- 
vidual. The taxpayer may also want to avoid nontaxable exchange treatment so that 
a realized loss can be recognized. 

If the exchange is a delayed (nonsimultaneous) exchange, there are time limits 
on its completion. In a delayed like-kind exchange, one party fails to take immediate 
title to the new property because it has not yet been identified. The Code provides 
that the delayed swap will qualify as a like-kind exchange if the following require- 
ments are satisfied: 


° Identification period. The new property must be identified within 45 days of 
the date when the old property was transferred. 


> Exchange period. The new property must be received by the earlier of the 
following: 


°Rev.Rul. 61-119, 1961-1 C.B. 395. 
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TAXin 


the: NEWS 


In order to receive tax-deferred treatment in a nonsimulta- 
neous § 1031 like-kind exchange, a qualified intermediary 
(QI) must be used. A nonsimultaneous § 1031 like-kind 
exchange occurs when one of the parties transfers qualified 
property to the other party but has not yet identified the 
property to be received in exchange. Such a taxpayer gener- 
ally has 45 days to identify the property and 180 days to 
complete the transaction. 

In effect, the QI serves as a middleman. The taxpayer 
who has transferred the title to his or her property must not 
have access to the cash transferred to acquire the like-kind 
property. Unfortunately, this part of the real estate industry 
is lightly regulated at best. Many Qls are banks or title insur- 
ance companies, but some are independent businesses that 
charge for performing this function. During the period the 


BE CAREFUL WHEN SELECTING A QUALIFIED INTERMEDIARY 


QI holds the funds, there is little or no restriction on their 
use. Often the Qls attempt to profit from the spread 
between the amount they can earn on investments and the 
interest paid to clients. 

In several recent and very visible cases, independent Qls 
became overly speculative with the funds they were holding 
for clients. The result was bankruptcy for the Qls and multi- 
million dollar losses for the clients. 

Therefore, when engaging in a nonsimultaneous § 1031 
like-kind exchange, the taxpayer should be careful in choos- 
ing a QI. Even better, require the QI to place the funds with 
a reputable escrow agent or an independent trustee. 


Source: Adapted from Peter Lattman and Kemba Dunham, “Tax 
Strategy for Real Estate Hits Rocky Turf,” Wail Street Journal, May 26, 
2007, p. Bl. 


e Within 180 days of the date when the old property was transferred. 
e The due date (including extensions) for the tax return covering the 


year of the transfer. 
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Are these time limits firm, or can they be extended due to unforeseen circum- 
stances? Indications are that the IRS will allow no deviation from either the identifi- 
cation period or the exchange period even when events outside the taxpayer’s 
control preclude strict compliance. 


Roy owns an office building (adjusted basis of $250,000) that 
he has been renting to a group of physicians. Due to con- 
flicts over repairs, maintenance, and rent increases, the 
physicians offer to purchase the building for $700,000. Roy 
accepts the offer with the stipulation that the sale be struc- 
tured in part as a delayed § 1031 transaction. Consequently, 
the sales proceeds are paid to a qualified third-party inter- 


A DetayeD § 1031 Like-Kinp ExcHANGE: IDENTIFYING 
More THAN ONE PROPERTY 


November 10, 2009, the property selected is withdrawn from 
the market. On the same day, however, Roy identifies 
another office building. The purchase of this property closes 
on December 15, 2009, and the title is transferred to Roy. 
Roy treats the transaction as a § 1031 like-kind exchange. 
Even though the original office building identified was not 
acquired, Roy concludes that in substance he has satisfied 


the 45-day rule. He identified the acquired office building as 
soon as the negotiations ceased on his first choice. Should 
the IRS accept Roy’s attempt to comply? 


mediary on the closing date of September 30, 2009. 
On October 2, 2009, Roy properly identifies an office 
building that he would like to acquire. Unfortunately, on 


BOOT 

If the taxpayer in a like-kind exchange gives or receives some property that is not 
like-kind property, recognition may occur. Property that is not like-kind property, 
including cash, is referred to as boot. Although the term boot does not appear in the 
Code, tax practitioners commonly use it rather than saying “property that is not like- 


kind property.” 
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The receipt of boot will trigger recognition of gain if there is realized gain. The 
amount of the recognized gain is the lesser of the boot received or the realized gain 
(realized gain serves as the ceiling on recognition). 


RYAN PLE 2 8 Emily and Fran exchange machinery, and the exchange qualifies as like kind under 


§ 1031. Since Emily’s machinery (adjusted basis of $20,000) is worth $24,000 and Fran’s 
machine has a fair market value of $19,000, Fran also gives Emily cash of $5,000. Emily’s 
recognized gain is $4,000, the lesser of the realized gain ($24,000 amount realized — 
$20,000 adjusted basis = $4,000) or the fair market value of the boot received 
($5,000). m 


SERRMPLE GS Assume the same facts as in the previous example, except that Fran’s machine is worth 


$21,000 (not $19,000). Under these circumstances, Fran gives Emily cash of $3,000 to 
make up the difference. Emily's recognized gain is $3,000, the lesser of the realized 
gain of $4,000 ($24,000 amount realized — $20,000 adjusted basis) or the fair market 
value of the boot received of $3,000. = 


The receipt of boot does not result in recognition if there is realized loss. 


LCBXAMELE @ | Assume the same facts as in Example 4, except that the adjusted basis of Emily's 


machine is $30,000. Emily's realized loss is $6,000 ($24,000 amount realized — $30,000 
adjusted basis). The receipt of the boot of $5,000 does not trigger recognition. There- 
fore, the recognized loss is $0. = 


The giving of boot usually does not trigger recognition. If the boot given is cash, 
no realized gain or loss is recognized. 


PROM ELE? CO Fred and Gary exchange equipment in a like-kind exchange. Fred receives equipment 


with a fair market value of $25,000 and transfers equipment worth $21,000 (adjusted 
basis of $15,000) and cash of $4,000. Fred’s realized gain is $6,000 ($25,000 amount 
realized — $15,000 adjusted basis — $4,000 cash). However, none of the realized gain is 
recognized. # 


If, however, the boot given is appreciated or depreciated property, gain or loss is rec- 
ognized to the extent of the difference between the adjusted basis and the fair mar- 
ket value of the boot. For this purpose, appreciated or depreciated property is defined as 
property whose adjusted basis is not equal to the fair market value. 


EXAMPLE 8 Assume the same facts as in the previous example, except that Fred transfers equip- 


ment worth $10,000 (adjusted basis of $12,000) and boot worth $15,000 (adjusted basis 
of $9,000). Fred’s realized gain appears to be $4,000 ($25,000 amount realized — 
$21,000 adjusted basis). Since realization previously has served as a ceiling on recogni- 
tion, it appears that the recognized gain is $4,000 (lower of realized gain of $4,000 or 
amount of appreciation on boot of $6,000). However, the recognized gain actually is 
$6,000 (full amount of the appreciation on the boot). In effect, Fred must calculate the 
like-kind and boot parts of the transaction separately. That is, the realized loss of 
$2,000 on the like-kind property is not recognized ($10,000 fair market value — $12,000 
adjusted basis), and the $6,000 realized gain on the boot is recognized ($15,000 fair 
market value — $9,000 adjusted basis). = 


BASIS AND HOLDING PERIOD OF PROPERTY RECEIVED 


If an exchange does not qualify as nontaxable under § 1031, gain or loss is recog- 
nized, and the basis of property received in the exchange is the property’s fair mar- 
ket value. If the exchange qualifies for nonrecognition, the basis of property 


4g 1223(1) and Reg. § 1.1223-I(a). For this carryover holding period rule 
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received must be adjusted to reflect any postponed (deferred) gain or loss. The 
basis of like-kind property received in the exchange is the property’s fair market 
value less postponed gain or plus postponed loss. If the exchange partially quali- 
fies for nonrecognition (if recognition is associated with boot), the basis of like- 
kind property received in the exchange is the property’s fair market value less 
postponed gain or plus postponed loss. The basis of any boot received is the boot’s 
fair market value. 

If there is a postponed loss, nonrecognition creates a situation in which the tax- 
payer has recovered Jess than the cost or other basis of the property exchanged in an 
amount equal to the unrecognized loss. If there is a postponed gain, the taxpayer 
has recovered more than the cost or other basis of the property exchanged in an 
amount equal to the unrecognized gain. 


Jaime exchanges a building (used in his business) with an adjusted basis of $30,000 and PeReRPCE 


a fair market value of $38,000 for land with a fair market value of $38,000. The land is 
to be held as an investment. The exchange qualifies as like kind (an exchange of busi- 
ness real property for investment real property). Thus, the basis of the land is $30,000 
(the land’s fair market value of $38,000 less the $8,000 postponed gain on the build- 
ing). If the land is later sold for its fair market value of $38,000, the $8,000 postponed 
gain isrecognized. # 


Assume the same facts as in the previous example, except that the building has an PARME 0 


adjusted basis of $48,000 and a fair market value of only $38,000. The basis in the newly 
acquired land is $48,000 (fair market value of $38,000 plus the $10,000 postponed loss 
on the building). If the land is later sold for its fair market value of $38,000, the $10,000 
postponed loss is recognized. @ 


The Code provides an alternative approach for determining the basis of like-kind 
property received: 


Adjusted basis of like-kind property surrendered 
+ Adjusted basis of boot given 

+ Gain recognized 

— Fair market value of boot received 

— Loss recognized 

= Basis of like-kind property recetved 


This approach is logical in terms of the recovery of capital doctrine. That is, the 
unrecovered cost or other basis is increased by additional cost (boot given) or 
decreased by cost recovered (boot received). Any gain recognized is included in the 
basis of the new property. The taxpayer has been taxed on this amount and is now 
entitled to recover it tax-free. Any loss recognized is deducted from the basis of the 
new property. The taxpayer has received a tax benefit on that amount. 

The holding period of the property surrendered in the exchange carries over 
and tacks on to the holding period of the like-kind property received. The holding 
period for boot received in a like-kind exchange begins with the date of the 
exchange. See Chapter 16 for a discussion of the relevance of the holding period. 

Depreciation recapture potential carries over to the property received in a like- 
kind exchange.’ See Chapter 17 for a discussion of this topic. 

The following comprehensive example illustrates the like-kind exchange rules. 


property. See Chapters 16 and 17 for the discussion of capital assets and 
§ 1231 property. 


ike-ki a after March 1, 1954, the like-kind prop- 
ee nae been, Reg. §§ 1.1245-2(a)(4) and 1.1250—-2(d)(1). 


erty surrendered must have been either a capital asset or § 1231 
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|: RoC ACRE Bea eens | Vicki exchanged the following old machines for new machines in five independent 


like-kind exchanges: 


Adjusted Fair Market Adjusted Fair Market 
Basis of Old Value of New Basis of Value of Boot 
Exchange Machine Machine Boot Given Received 
1 $4,000 $9,000 $0 $ -0- 
2 4,000 9,000 3,000 -0- 
3 4,000 9,000 6,000 -0- 
4 4,000 9,000 -0- 3,000 
5 4,000 3,500 -0- 300 


Vicki's realized and recognized gains and losses and the basis of each of the like-kind 
properties received are as follows: ; 


New Basis Calculation 


Realized Recognized Old Adj. Gain Boot 
Exchange Gain(Loss) Gain (Loss) Basis + BootGiven + Recognized — Received = New Basis 
1 $ 5,000 $ —(0)— $4,000 + $ -0O- + $ -0- —- $ -0- = = §$ 4,000* 
2 2,000 —(0)- 4,000 + 3,000 + -0- = -0O- = 7,000* 
3 (1,000) —(0)- 4,000 + 6,000 + -0- = -0- = 10,000** 
4 8,000 3,000 4,000 + -0- + 3,000 - 3000 Raa= 4,000* 
5 (200) —(0)- 4,000 + -0- + -0- - 300 e5= 3,700** 


* Basis may be determined in gain situations under the alternative method by subtracting the - 
gain not recognized from the fair market value of the new property: 
$9,000 — $5,000 = $4,000 for exchange 1. : 
$9,000 — $2,000 = $7,000 for exchange 2. 
$9,000 — $5,000 = $4,000 for exchange 4. 


**In loss situations, basis may be determined by adding the loss not recognized to the fair 
market value of the new property: 
$9,000 + $1,000 = $10,000 for exchange 3. 
$3,500 + $200 = $3,700 for exchange 5. 
The basis of the boot received is the boot’s fair market value. a 


If the taxpayer either assumes a liability or takes property subject to a liability, the 
amount of the liability is treated as boot given. For the taxpayer whose liability is 
assumed or whose property is taken subject to the liability, the amount of the liability 
is treated as boot received. Example 12 illustrates the effect of such a liability. In addi- 
tion, the example illustrates the tax consequences for both parties involved in the 
like-kind exchange. 


ESN = —s Jane and Leo exchange real estate investments. Jane gives up property with an adjusted 
basis of $250,000(fair market value of $400,000) that is subject to a mortgage of $75,000 
(assumed by Leo). In return for this property, Jane receives property with a fair market 
value of $300,000 (adjusted basis of $200,000) and cash of $25,000. 


e Jane's realized gain is $150,000. She gave up property with an adjusted basis 
of $250,000. Jane received $400,000 from the exchange ($300,000 fair market 
value of like-kind property plus $100,000 boot received). The boot received 
consists of the $25,000 cash received from Leo and Jane’s mortgage of 
$75,000, which Leo assumes. 

e Jane’s recognized gain is $100,000. The realized gain of $150,000 is recog- 
nized to the extent of boot received. 

e Jane's basis in the real estate received from Leo is $250,000. This basis can be 
computed by subtracting the postponed gain ($50,000) from the fair market 
value of the real estate received ($300,000). It can also be computed by 
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adding the recognized gain ($100,000) to the adjusted basis of the real 
estate given up ($250,000) and subtracting the boot received ($100,000). 

° Leo's realized gain is $100,000. Leo gave up property with an adjusted basis 
of $200,000 plus boot of $100,000 ($75,000 mortgage assumed + $25,000 
cash) or a total of $300,000. Leo received $400,000 from the exchange (fair 
market value of like-kind property received). 

e Leo has no recognized gain because he did not receive any boot. The entire 
realized gain of $100,000 is postponed. 

© Leo's basis in the real estate received from Jane is $300,000. This basis can be 
computed by subtracting the postponed gain ($100,000) from the fair mar- 
ket value of the real estate received ($400,000). It can also be computed by 
adding the boot given ($75,000 mortgage assumed by Leo + $25,000 cash) 
to the adjusted basis of the real estate given up ($200,000). a 


REPORTING CONSIDERATIONS 


Section 1031 transactions are reported on Form 8824 (Like-Kind Exchanges). This 
form should be used even though the like-kind exchange transaction results in no 
recognized gain or loss. It must be filed with the regular return for the tax year in 
which the taxpayer transfers property in a like-kind exchange. 

If the like-kind exchange is with a related party, additional Forms 8824 must be 
filed for the following two years. 


15.3 INVOLUNTARY CONVERSIONS—S 1033 __ 


Section 1033 provides that a taxpayer who suffers an involuntary conversion of prop- L0.3 

erty may postpone recognition of gain realized from the conversion. The objective Explain thenonrecognition 
of this provision is to provide relief to the taxpayer who has suffered hardship and provisions available on the 
does not have the wherewithal to pay the tax on any gain realized from the conver- involuntary conversion of 


sion. Postponement of realized gain is permitted to the extent that the taxpayer rein- property. 
vests the amount realized from the conversion in replacement property. The rules 
for nonrecognition of gain are as follows: 


e If the amount reinvested in replacement property equals or exceeds the 
amount realized, realized gain is not recognized. 

° If the amount reinvested in replacement property is less than the amount 
realized, realized gain is recognized to the extent of the deficiency. 


If a loss occurs on an involuntary conversion, § 1033 does not modify the normal 
rules for loss recognition. That is, if a realized loss would otherwise be recognized, 
§ 1033 does not change the result. 


INVOLUNTARY CONVERSION DEFINED 


An involuntary conversion results from the destruction (complete or partial), theft, 
seizure, requisition or condemnation, or sale or exchange under threat or immi- 
nence of requisition or condemnation of the taxpayer’s property.” To prove the exis- 
tence of a threat or imminence of condemnation, the taxpayer must obtain 
confirmation that there has been a decision to acquire the property for public use. 
In addition, the taxpayer must have reasonable grounds to believe the property will 
be taken.!° The property does not have to be sold to the authority threatening to 
condemn it to qualify for § 1033 postponement. If the taxpayer satisfies the confir- 
mation and reasonable grounds requirements, he or she can sell the property to 


‘Example (2) of Reg. § 1.1031(d)-2 illustrates a special situation in which °§ 1033(a) and Reg. §§ 1.1033(a) —1(a) and —2(a) 
both the buyer and the seller transfer liabilities that are assumed by the MRey.Rul. 63-221, 1963-2 C.B. 332, and Joseph P. Balistrier, 38 TCM 526, 
other party or both parties acquire property that is subject to a liability. T.C.Memo. 1979-115. 
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In Kelo v. City of New London, the U.S. Supreme Court ruled 
that the U.S. Constitution permits the condemnation of pri- 
vate property for purposes that are primarily commercial as 
long as the taking serves a demonstrated “public use.” In 
that case, “public use” was deemed to occur because bene- 
fits would accrue to the city in the form of new jobs and 
increased tax revenues when a “blighted” area was con- 
demned for a private development. 

However, the decision does not preclude states from 
enacting laws that restrict the use of condemnation powers. 
To date, 42 states have passed Jaws imposing some restric- 
tion on the use of eminent domain. These laws have varied 
from broad restrictions (e.g., a 10-year waiting period after 
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RESTRICTING EMINENT Domain: WHO Is HARMED? 


seizure) to a much narrower approach (e.g., modifying the 
definition of “blight”). 

Those who oppose any limits on eminent domain argue 
that such state laws unfairly restrict redevelopment and 
harm the economy. To test this theory, the Institute of Jus- 
tice undertook a study to ascertain if such laws resulted in 
decreased economic growth. The study concluded that even 
in the states with the broadest reforms, state-imposed 
restrictions on eminent domain have had no discernible 
impact on economic activity. 


Pa 


Source: Adapted from “Eminent Reality,” Wall Street Journal, January 
30, 2008, p. Al6. 


another party.'' Likewise, the sale of property to a condemning authority by a tax- 
payer who acquired the property from its former owner with the knowledge that the 
property was under threat of condemnation also qualifies as an involuntary conver- 
sion under § 1033.'? A voluntary act, such as a taxpayer destroying the property by 
arson, is not an involuntary conversion. 


COMPUTING THE AMOUNT REALIZED 


The amount realized from the condemnation of property usually includes only the 
amount received as compensation for the property.'* Any amount received that is 
designated as severance damages by both the government and the taxpayer is not 
included in the amount realized. Severance awards usually occur when only a portion 
of the property is condemned (e.g., a strip of land is taken to build a highway). Sever- 
ance damages are awarded because the value of the taxpayer’s remaining property 
has declined as a result of the condemnation. Such damages reduce the basis of the 
property. However, if either of the following requirements is satisfied, the nonrecog- 
nition provision of § 1033 applies to the severance damages: 


e The severance damages are used to restore the usability of the remaining 
property. 

° The usefulness of the remaining property is destroyed by the condemna- 
tion, and the property is sold and replaced at a cost equal to or exceeding 
the sum of the condemnation award, severance damages, and sales 
proceeds. 


EXAMPLE 1 


The government condemns a portion of Ron’s farmland to build part of an interstate 
highway. Because the highway denies his cattle access to a pond and some grazing 
land, Ron receives severance damages in addition to the condemnation proceeds for 
the land taken. Ron must reduce the basis of the property by the amount of the sever- 
ance damages. If the amount of the severance damages received exceeds the adjusted 
basis, Ron recognizes gain. @ 


"Rev.Rul. 81-180, 1981-2 C.B. 161. 
"Rey.Rul. 81-181, 1981-2 C.B. 162. 


“Rev.Rul. 82-74, 1982-1 C.B. 110. 
“Pioneer Real Estate Co., 47 B.T.A. 886 (1942), acq. 1943 C.B. 18. 
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Assume the same facts as in the previous example, except that Ron uses the proceeds PEXAMPLE 14 | 


from the condemnation and the severance damages to build another pond and to clear 
woodland for grazing. Therefore, all the proceeds are eligible for § 1033 treatment. 
There is no possibility of gain recognition as the result of the amount of the severance 
damages received exceeding the adjusted basis. m 


REPLACEMENT PROPERTY 


The requirements for replacement property generally are more restrictive than 
those for like-kind property under § 1031. The basic requirement is that the replace- 
ment property be similar or related in service or use to the involuntarily converted 
property.” 

Different interpretations of the phrase similar or related in service or use apply 
depending on whether the involuntarily converted property is held by an owner-user 
or by an owner-investor (e.g., lessor). A taxpayer who uses the property in his or her 
trade or business is subject to a more restrictive test in terms of acquiring replace- 
ment property. For an owner-user, the functional use test applies, and for an owner- 
investor, the taxpayer use test applies. 


Taxpayer Use Test 


The taxpayer use test for owner-investors provides the taxpayer with more flexibility 
in terms of what qualifies as replacement property than does the functional use test 
for owner-users. Essentially, the properties must be used by the taxpayer (the owner- 
investor) in similar endeavors. For example, rental property held by an owner- 
investor qualifies if replaced by other rental property, regardless of the type of rental 
property involved. The test is met when an investor replaces a manufacturing plant 
with a wholesale grocery warehouse if both properties are held for the production of 
rent income.'° The replacement of a rental residence with a personal residence does 
not meet the test."” 


Functional Use Test 


The functional use test applies to owner-users (e.g., a manufacturer whose manufac- 
turing plant is destroyed by fire is required to replace the plant with another facility 
of similar functional use). Under this test, the taxpayer’s use of the replacement 
property and of the involuntarily converted property must be the same. Replacing a 
manufacturing plant with a wholesale grocery warehouse does not meet this test. 
Neither does replacing a rental residence with a personal residence. 


Special Rules 
Under one set of circumstances, the broader replacement rules for like-kind 
exchanges are substituted for the narrow replacement rules normally used for invol- 
untary conversions. This beneficial provision applies if business real property or 
investment real property is condemned. This provision gives the taxpayer substan- 
tially more flexibility in selecting replacement property. For example, improved real 
property can be replaced with unimproved real property. 

The rules concerning the nature of replacement property are illustrated in Con- 


cept Summary 15.1. 


TIME LIMITATION ON REPLACEMENT 


The taxpayer normally has a two-year period after the close of the taxable year 
in which gain is realized from an involuntary conversion to replace the property 


7Rev.Rul. 70-466, 1970-2 C.B. 165. 


(CA-8, 1962). 
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(the latest date).'* This rule affords as much as three years from the date of realization 
of gain to replace the property if the realization of gain took place on the first day of 
the taxable year.'? If the involuntary conversion involved the condemnation of real 
property used in a trade or business or held for investment, a three-year period is 
substituted for the normal two-year period. In this case, the taxpayer can actually 
have as much as four years from the date of realization of gain to replace the 


property. 


LER AMPLE U5 Megan's warehouse is destroyed by fire on December 16, 2008. The adjusted basis is 


$325,000. Megan receives $400,000 from the insurance company on January 10, 2009. 
She is a calendar year taxpayer. The latest date for replacement is December 31, 2011 
(the end of the taxable year in which realized gain occurred plus two years). The critical 
date is not the date the involuntary conversion occurred, but rather the date of gain 
realization. @ 


PROMEEC E ie Assume the same facts as in the previous example, except that Megan’s warehouse is 


condemned. The latest date for replacement is December 31, 2012 (the end of the tax- 
able year in which realized gain occurred plus three years). @ 


occurs. However, if the property is condemned, it is possible to replace the con- 
demned property before this date. In this case, the earliest date is the date of the 
threat or imminence of requisition or condemnation of the property. The purpose 


of this provision is to enable the taxpayer to make an orderly replacement of the con- 
demned property. 


| CBXANPER Assume the same facts as in Example 16. Megan can replace the warehouse before 


December 16, 2008 (the condemnation date). The earliest date for replacement is the 
date of the threat or imminence of requisition or condemnation of the warehouse. @ : 


The earliest date for replacement typically is the date the involuntary conversion 3 
. 
bf 
e 


"®§§ 1033(a)(2)(B) and (g)(4) and Reg. § 1.1033(a)-2(c)(3). application for extension can be extended if the taxpayer shows reasonable 
“The taxpayer can apply for an extension of this time period anytime before CaN, 
its expiration [Reg. § 1.1033(a)—2(c)(3)]. Also, the period for filing the 
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NONRECOGNITION OF GAIN 


Nonrecognition of gain can be either mandatory or elective, depending on whether 
the conversion is direct (into replacement property) or indirect (into money). 


Direct Conversion 


If the conversion is directly into replacement property rather than into money, non- 
recognition of realized gain is mandatory. In this case, the basis of the replacement 
property is the same as the adjusted basis of the converted property. Direct conver- 
sion is rare in practice and usually involves condemnations. 


Lupe’s property, with an adjusted basis of $20,000, is condemned by the state. Lupe EA aM EEE 18 


receives property with a fair market value of $50,000 as compensation for the property 
taken. Since the nonrecognition of realized gain is mandatory for direct conversions, 
Lupe’s realized gain of $30,000 is not recognized, and the basis of the replacement 
property is $20,000 (adjusted basis of the condemned property). = 


Conversion into Money 


If the conversion is into money, at the election of the taxpayer, the realized gain is 
recognized only to the extent the amount realized from the involuntary conversion 
exceeds the cost of the qualifying replacement property.”° This is the usual case, and 
nonrecognition (postponement) is elective. If the election is not made, the realized 
gain is recognized. 

The basis of the replacement property is the property’s cost less postponed 
(deferred) gain.*' If the election to postpone gain is made, the holding period of 
the replacement property includes the holding period of the converted property. 

Section 1033 applies only to gains and not to losses. Losses from involuntary conver- 
sions are recognized if the property is held for business or income-producing 
purposes. Personal casualty losses are recognized, but condemnation losses related 
to personal use assets (e.g., a personal residence) are neither recognized nor 
postponed. 


Walt’s building (used in his trade or business), with an adjusted basis of $50,000, is Le 


destroyed by fire on October 5, 2009. Walt is a calendar year taxpayer. On November 
17, 2009, he receives an insurance reimbursement of $100,000 for the loss. Walt invests 
$80,000 in a new building. 


e Walt has until December 31, 2011, to make the new investment and qualify 
for the nonrecognition election. 

e Walt’s realized gain is $50,000 ($100,000 insurance proceeds received — 
$50,000 adjusted basis of old building). 

® Assuming the replacement property qualifies as similar or related in service 
or use, Walt’s recognized gain is $20,000. He reinvested $20,000 less than 
the insurance proceeds received ($100,000 proceeds — $80,000 reinvested). 
Therefore, his realized gain is recognized to that extent. 

e Walt's basis in the new building is $50,000. This is the building’s cost of 
$80,000 less the postponed gain of $30,000 (realized gain of $50,000 — 
recognized gain of $20,000). 

e The computation of realization, recognition, and basis would apply even 
if Walt was a real estate dealer and the building destroyed by fire was 
part of his inventory. Unlike § 1031, § 1033 generally does not exclude 


inventory. @ 


(PRAM ELE 20 8 


Assume the same facts as in the previous example, except that Walt receives only 
$45,000 of insurance proceeds. He has a realized and recognized loss of $5,000. The 


2g 1033(a)(2\(A) and Reg. § 1.1033(a)-2(c)(1). *§ 1033(b). 
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basis of the new building is the building’s cost of $80,000. If the destroyed building 
had been held for personal use, the recognized loss would have been subject to the 
following additional limitations. The loss of $5,000 would have been limited to 
the decline in fair market value of the property, and the amount of the loss would 
have been reduced first by $100 ($500 in 2009) and then by 10% of adjusted gross 
income (refer to Chapter 7). @ 


INVOLUNTARY CONVERSION OF A PERSONAL RESIDENCE 


The tax consequences of the involuntary conversion of a personal residence depend 
on whether the conversion is a casualty or condemnation and whether a realized loss 
or gain results. 


Loss Situations 


If the conversion is a condemnation, the realized loss is not recognized. Loss from 
the condemnation of a personal use asset is never recognized. If the conversion is a > 
casualty (a loss from fire, storm, etc.), the loss is recognized subject to the personal 
casualty loss limitations (refer to Chapter 7). 


Gain Situations 


If the conversion is a casualty, theft, or condemnation, the gain may be postponed 
under § 1033 or excluded under § 121. That is, the taxpayer may treat the involun- 
tary conversion as a sale under the exclusion of gain rules relating to the sale of a 
personal residence under § 121 (presented subsequently). 

Under certain circumstances, the taxpayer may use both the § 121 exclusion of 
gain and the § 1033 postponement of gain provisions. See the discussion under 
Involuntary Conversion and Using §§ 121 and 1033 later in this chapter. 


REPORTING CONSIDERATIONS 


Involuntary conversions from casualty and theft are reported first on Form 4684, 
Casualties and Thefts. Casualty and theft losses on personal use property for the indi- 
vidual taxpayer are carried from Form 4684 to Schedule A of Form 1040. For other 
casualty and theft items, the Form 4684 amounts are generally reported on Form 
4797, Sales of Business Property, unless Form 4797 is not required. In the latter case, 
the amounts are reported directly on the tax return involved. 

Except for personal use property, recognized gains and losses from involuntary 
conversions other than by casualty and theft are reported on Form 4797. As stated 
previously, if the property involved in the involuntary conversion (other than by 
casualty and theft) is personal use property, any realized loss is not recognized. Any 
realized gain is treated as gain on a voluntary sale. 

What procedure should be followed if the taxpayer intends to acquire qualify- 
ing replacement property but has not done so by the time the tax return is filed? 
The taxpayer should elect § 1033 and report all of the details of the transaction 
on a statement attached to the return. Though a tax form (Form 8824) is avail- 
able for § 1031 like-kind exchanges, no special form is provided for § 1033 trans- 
actions. When the qualifying replacement property is acquired, the taxpayer 
should attach a statement to the tax return that contains relevant information on 
the replacement property. 

An amended return must be filed if qualified replacement property is not 
acquired during the statutory time period allowed. An amended return also is 
required if the cost of the replacement property is less than the amount realized 
from the involuntary conversion. In this case, the return would recognize the por- 
tion of the realized gain that can no longer be deferred. 


=§ 165(c)(3) and Reg. § 1.165-7. 
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15.4 SALE OF A RESIDENCE—S ra 


A taxpayer's personal residence is a personal use asset. Therefore, a realized loss from 
the sale of a personal residence is not recognized.”° 

A realized gain from the sale of a personal residence is subject to taxation. How- 
ever, favorable relief from recognition of gain is provided in the form of the § 121 


exclusion. Under this provision, a taxpayer can exclude up to $250,000 of realized 
gain on the sale.?4 | 


REQUIREMENTS FOR EXCLUSION TREATMENT 


To qualify for exclusion treatment, at the date of the sale, the residence must have 
been owned and used by the taxpayer as the principal residence for at least two years 
during the five-year period ending on the date of the sale.”° 


Alice sells her principal residence on September 18, 2009. She had purchased it on July 
5, 2007, and lived in it since then. The sale of Alice’s residence qualifies for the § 121 
exclusion. 


The five-year window enables the taxpayer to qualify for the § 121 exclusion even 
though the property is not his or her principal residence at the date of the sale. 


Benjamin sells his principal residence on August 16, 2009. He had purchased it on April 1, 
2001, and lived in it until July 1, 2008, when he converted it to rental property. Even 
though the property is rental property on August 16, 2009, rather than Benjamin’s prin- 
cipal residence, the sale qualifies for the § 121 exclusion.”° During the five-year period 
from August 16, 2004, to August 16, 2009, Benjamin owned and used the property as his 
principal residence for at least two years. @ 


Taxpayers might be tempted to make liberal use of the § 121 exclusion as a means 
of speculating when the price of residential housing is rising. Without any time 
restriction on its use, § 121 would permit the exclusion of realized gain on multiple 
sales of principal residences. The Code curbs this approach by denying the applica- 
tion of the § 121 exclusion to sales occurring within two years of its last use. 


Seth sells his principal residence (the first residence) in June 2008 for $150,000 (realized 
gain of $60,000). He then buys and sells the following (all of which qualify as principal 
residences): 


Date of Amount 

Purchase Date of Sale Involved 

Second residence July 2008 $160,000 
Second residence April 2009 180,000 
Third residence May 2009 200,000 


Snr enn Se 


Because multiple sales have taken place within a period of two years, § 121 does not 
apply to the sale of the second residence. Thus, the realized gain of $20,000 [$180,000 
(selling price) — $160,000(purchase price)] must be recognized. # 


238 165(c). 

*48 121(b). ‘ 

°5§ 121(a). However, § 121(d)(10) provides that exclusion treatment does not 278 121(b)(3). 
apply if the residence was acquired in a like-kind exchange within the prior 


five years of the sale of the residence. 


L0.4 


Describe the provision for the 
permanent exclusion of gain on 
the sale of a personal residence. | 


EXAMPLE 21 


“EXAMPLE 22 


EXAMPLE 23 — 


*°>However, any realized gain on the sale that is attributable to depreciation is 
not eligible for the § 121 exclusion. See Example 40. 
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EXCEPTIONS TO THE TWO-YEAR OWNERSHIP RULE 


The two-year ownership and use requirement and the “only once every two years” 

provision could create a hardship for taxpayers in certain situations that are beyond 

their control. Thus, under the following special circumstances, the requirements are 
cyt pte 

waived: 


e Change in place of employment. 
© Health. 
* To the extent provided in the Regulations, other unforeseen circumstances. 


These three exceptions have recently been amplified by the IRS and are discussed in 
the sections that follow. 


Change in Place of Employment 


In order for this exception to apply, the distance requirements applicable to the 
deductibility of moving expenses must be satisfied (see Chapter 9).*” Consequently, 
the location of the taxpayer’s new employment must be at least 50 miles further from 
the old residence than the old residence was from the old job. The house must be 
used as the principal residence of the taxpayer at the time of the change in the place 
of employment. Employment includes the commencement of employment with a 
new employer, the continuation of employment with the same employer, and the 
commencement or continuation of self-employment. 


| BRAMELE 26 2 Assume the same facts as in the previous example, except that in March 2009, Seth's 


employer transfers him to a job in another state that is 400 miles away. Thus, the sale 
of the second residence and the purchase of the third residence were due to relocation 


of employment. Consequently, the § 121 exclusion is partially available on the sale of 
the second residence. 


Keep in mind, however, that the change in place of employment exception, or 
any of the other exceptions noted below, does not make the full amount of the 
exclusion available. See the discussion under Relief Provision later in this chapter 
for determining the amount of the partial exclusion allowed. 


Health Considerations 


For the health exception to apply, health must be the primary reason for the sale or 
exchange of the residence.*” A sale or exchange that is merely beneficial to the gen- 
eral health or well-being of the individual will not qualify. A safe harbor applies if 


2g 121(c)(2)(B). | Reg. § 1.121-3T(d). 
*Reg. § 1.121-3T(c). 


J 
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| and use requirements and the only once-every-two-years 
provision to be eligible for the § 121 exclusion. However, 
| under the unforeseen circumstances exception, a taxpayer 
who does not satisfy these three requirements may be eligi- 

| ble for a reduced § 121 exclusion. 
In several letter rulings, the IRS has been sympathetic to 
crime victims. One ruling involved a taxpayer who was 


_ Livina in a Hich-Crime NEIGHBORHOOD | 


| Normally, a taxpayer must satisfy the tax year ownership _ 


e2 


accosted leaving his home, driven to several locations, and 


forced to withdraw money from an ATM. In another ruling, — 
the taxpayers and their son were hospitalized after being 2 
assaulted by neighbors. In both cases, the taxpayers sold 
their homes. Although the taxpayers had not satisfied the _ 
three time period requirements, the IRS held that they were 
eligible for reduced § 121 exclusion treatment under the — 

unforeseen circumstances exception. 


15-19 


there is a physician’s recommendation for a change of residence (1) to obtain, pro- 
vide, or facilitate the diagnosis, cure, mitigation, or treatment of disease, illness, or 
injury or (2) to obtain or provide medical or personal care for an individual suffer- 
ing from a disease, illness, or injury. If the safe harbor is not satisfied, then the deter- 


mination is made using a facts and circumstances approach. Examples that qualify 
include the following: 


* A taxpayer who is injured in an accident is unable to care for herself. She 


sells her residence and moves in with her daughter. 


e A taxpayer’s father has a chronic disease. The taxpayer sells his house in 


order to move into the father’s house to provide the care the father 
requires as a result of the disease. 


e A taxpayer’s son suffers from a chronic disease. The taxpayer sells his 


house and moves his family so the son can begin a new treatment rec- 
ommended by the son’s physician that is available at a medical facility 
100 miles away. 


e A taxpayer suffers from chronic asthma. Her physician recommends that 


she move toa warm, dry climate. She moves from Minnesota to Arizona. 


Unforeseen Circumstances 


For the unforeseen circumstances exception to apply, the primary reason for the 
sale or exchange of the residence must be an event that the taxpayer did not antici- 
pate before purchasing and occupying the residence.’ This requirement is satisfied 
under a safe-harbor provision by any of the following: 


@ 


Involuntary conversion of the residence. 

Natural or human-made disasters or acts of war or terrorism resulting in a 
casualty to the residence. 

Death of a qualified individual. 

Cessation of employment that results in eligibility for unemployment 
compensation. 

Change in employment or self-employment that results in the taxpayer 
being unable to pay housing costs and reasonable basic living expenses 
for the taxpayer’s household. 

Divorce or legal separation. 

Multiple births resulting from the same pregnancy. 


If the safe harbor is not satisfied, then the determination is made using a facts and 
circumstances approach. 


“Reg. § 1.121-3T(e). 
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RRA MELE 2S Ls Debra and Roy are engaged and buy a house (sharing the mortgage payments) and live 


\ in it as their personal residence. Eighteen months after the purchase, they cancel their 
wedding plans, and Roy moves out of the house. Because Debra cannot afford to make 
the payments alone, they sell the house. While the sale does not fit under the safe har- 
bor, the sale does qualify under the unforeseen circumstances exception. @ 


CALCULATION OF THE AMOUNT OF THE EXCLUSION 


General Provisions 

The amount of the available § 121 exclusion on the sale of a principal residence is 

$250,000.” If the realized gain does not exceed $250,000, there is no recognized gain. 
Realized gain is calculated in the normal manner. The amount realized is the sell- 

ing price less the selling expenses, which include items such as the cost of advertising 


the property for sale, real estate broker commissions, legal fees in connection with — 


the sale, and loan placement fees paid by the taxpayer as a condition of arranging 
financing for the buyer. Repairs and maintenance performed by the seller to aid in 
selling the property are treated neither as selling expenses nor as adjustments to the 
taxpayer’s adjusted basis for the residence. 


LEXAMPLE 2¢ > | Mandy, who is single, sells her personal residence (adjusted basis of $130,000) for 


EXAMPLE 27 


2g 121(b)(1). 


$290,000. She has owned and lived in the residence for three years. Her selling 
expenses are $18,000. Three weeks prior to the sale, Mandy paid a carpenter and a 
painter $1,000 to make some repairs and paint the two bathrooms. Her recognized 
gain is calculated as follows: 


Amount realized ($290,000 — $18,000) $ 272,000 
Adjusted basis (130,000) 
Realized gain $ 142,000 
§ 121 exclusion (142,000) 
Recognized gain $ —0- 


Since the available § 121 exclusion of $250,000 exceeds Mandy’s realized gain of 
$142,000, her recognized gain is $0. = 


Assume the same facts as in the previous example, except that the selling price is 
$490,000. 


Amount realized ($490,000 — $18,000) $ 472,000 
Adjusted basis (130,000) 
Realized gain $ 342,000 
§ 121 exclusion (250,000) 
Recognized gain $ 92,000 


Since the realized gain of $342,000 exceeds the § 121 exclusion amount of $250,000, 
Mandy's recognized gain is $92,000($342,000 — $250,000). m 


Effect on Married Couples 


Ifa married couple files a joint return, the $250,000 amount is increased to $500,000 
if the following requirements are satisfied:** 


° Either spouse meets the at-least-two-years ownership requirement. 

° Both spouses meet the at-least-two-years use requirement. 

° Neither spouse is ineligible for the § 121 exclusion on the sale of the cur- 
rent principal residence because of the sale of another principal resi- 
dence within the prior two years. 


§ 121(b)(2). 


«< Py iette 


’ 
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Margaret sells her personal residence (adjusted basis of $150,000) for $650,000. She has Spat a8 tae 


owned and lived in the residence for six years. Her selling expenses are $40,000. Marga- 
ret is married to Ted, and they file a joint return. Ted has lived in the residence since 
they were married two and one-half years ago. 


Amount realized ($650,000 — $40,000) $ 610,000 
Adjusted basis (150,000) 
Realized gain $ 460,000 
§ 121 exclusion (460,000) 
Recognized gain $ -0- 


Since the realized gain of $460,000 is less than the available § 121 exclusion amount of 
$500,000, no gain is recognized. ™ 


Starting in 2008, a surviving spouse can continue to use the $500,000 exclusion 
amount on the sale of a personal residence for the next two years following the 
deceased spouse’s death. If the sale occurs in the year of death, however, a joint 
return must be filed by the surviving spouse. 

If each spouse owns a qualified principal residence, each spouse can separately 
qualify for the $250,000 exclusion on the sale of his or her own residence even if the 


couple files a joint return.** 


EXAMPLE 29 


Anne and Samuel are married on August 1, 2009. Each owns a residence that is eligible 
for the § 121 exclusion. Anne sells her residence on September 7, 2009, and Samuel sells 
his residence on October 9, 2009. Relevant data on the sales are as follows: 


*§ 121(b)(1). 
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Anne Samuel 
Selling price $320,000 $425,000 
Selling expenses 20,000 25,000 
Adjusted basis 190,000 110,000 


Anne and Samuel intend to rent a condo in Florida or Arizona and to travel. The 
recognized gain of each is calculated as follows: 


Anne Samuel 
Amount realized $ 300,000 $ 400,000 
Adjusted basis (190,000) (110,000) 
Realized gain $ 110,000 $ 290,000 
§ 121 exclusion (110,000) (250,000) 
Recognized gain $ -0- $ 40,000 


Anne has no recognized gain because the available $250,000 exclusion amount exceeds 
her realized gain of $110,000. Samuel’s recognized gain is $40,000 as his realized gain of 
$290,000 exceeds the $250,000 exclusion amount. The recognized gains calculated above 


result regardless of whether Anne and Samuel file a joint return or separate returns. @ 


Bob, age 64, and Sandra, age 50, live in Compton, California, 
where each owns a personal residence. The projected com- 
bined realized gain from sales of their residences would be 
about $450,000 ($235,000 for Sandra and $215,000 for Bob). 
Bob and Sandra plan to marry and move to Palm Springs, 
where they intend to rent a house. 

Bob and Sandra both satisfy the requirements for § 121 
exclusion, but due to the soft real estate market, they have 
been unable to sell their personal residences. Aware that 
the statutory limit on the § 121 exclusion is only $250,000 for 
singles, the real estate agent suggests the following plan. 
Bob will sell his house to Sandra, and Sandra will sell her 
house to Bob for the fair market value. Each will apply § 121 
exclusion treatment. As soon as possible, they will sell one of 
the houses, marry, and move into the other house. After 


Relief Provision 


MAarRIAGE AND A REAL ESTATE AGENT’S RECOMMENDATION 
FOR THE § 121 Exc.asion 


they live in the remaining house for at least two years, they 
will sell it and move to Palm Springs. 

Bob’s sale of his house to Sandra and her sale to Bob will 
yield no tax as the realized gain in each case, being less than 
$250,000, is covered by § 121. When they resell one of the 
two houses on the market, § 121 will not apply if any gain 
results. But substantial gain is unlikely because the recent 
purchases will have stepped up the bases of both houses. 
After the two-year occupancy has run, § 121 will be available 
again and now will shield $500,000 of realized gain (because 
of their marriage). In all probability, this shelter plus the 
higher basis will enable them to avoid any recognized gain 
on the sale of the remaining house. 

Evaluate the real estate agent's proposal. for Bob and 
Sandra. 


As discussed earlier in Requirements for Exclusion Treatment, partial § 121 exclu- 
sion treatment may be available when not all of the statutory requirements are satis- 
fied. Under the relief provision, the § 121 exclusion amount ($250,000 or $500,000) 
is multiplied by a fraction, the numerator of which is the number of qualifying 
months and the denominator of which is 24 months. The resulting amount is the 
excluded gain.” 


§ 121(c)(1). 
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On October 1, 2008, Rich and Audrey, who file a joint return and live in Chicago, sell EASMELE 20 


their personal residence, which they have owned and lived in for eight years. The real- 
ized gain of $325,000 is excluded under § 121. They purchase another personal resi- 
dence for $525,000 on October 2, 2008. Audrey's employer transfers her to the Denver 
office in August 2009. Rich and Audrey sell their Chicago residence on August 2, 2009, 
and purchase a residence in Denver shortly thereafter. The realized gain on the sale is 
$300,000. 

The $325,000 gain on the first Chicago residence is excluded under § 121. The sale of 
the second Chicago residence is within the two-year window of the prior sale, but 
because it resulted from a change in employment, Rich and Audrey can qualify for par- 
tial § 121 exclusion treatment as follows: 


Realized gain $ 300,000 
§ 121 exclusion: 
10 months 
ay pmrmerinaes $500,000 (208,333) 
Recognized gain $ 91,667 - 
Basis of New Residence 


Because § 121 is an exclusion provision rather than a postponement of gain provi- 
sion, the basis of a new residence is its cost.°° 


Reduction in Exclusion for Prior Use as a Vacation Home 


A vacation home does not qualify for the § 121 exclusion because it does not satisfy 
the requirement of being the taxpayer’s principal residence. Suppose, however, that 
the taxpayer converts the vacation home into a principal residence and subsequently 
satisfies the at least two-out-of-five-years ownership and use requirements. Prior to 
2009, the converted vacation home qualified for the § 121 exclusion. 

The Housing Assistance Tax Act of 2008 has reduced this opportunity to use the 
§ 121 exclusion for converted vacation homes as to sales and exchanges occurring 
after December 31, 2008.°’ For periods of nonqualified use, the realized gain that 
otherwise is eligible for the § 121 exclusion is reduced by the proportion of the 
periods of nonqualified use compared to the period the property was owned by the 
taxpayer. 


Monica purchases a house for use as a vacation home (100% personal use) on January 
1, 2009, for $600,000. She uses it as a vacation home until January 1, 2011, when she 
makes it her principal residence. She continues to use it as her principal residence until 
she sells it on December 31, 2013, for $950,000 (selling expenses of $50,000). 

Monica’s realized gain is calculated as follows: 


Amount realized ($950,000 — $50,000) $900,000 
Adjusted basis (600,000) 
Realized gain $300,000 


The sale of Monica's principal residence is subject to the proration required under 
the Act for nonqualified use. 


2 years (periods of nonqualified use) 
5 years (period of ownership) 


= 40% 


Thus, $120,000 ($300,000 x 40%) of the gain is ineligible for the § 121 exclusion, 
while the remaining gain of $180,000 ($300,000 — $120,000) is eligible for the § 121 
exclusion. As a result, Monica's recognized gain is $120,000. m 


6g 1012. 878 191(b)(4). 
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REET rss ee Assume the same facts as in Example 31, except that the realized gain is $500,000. Of 


this amount, $200,000 ($500,000 x 40%) is ineligible for the § 121 exclusion, and of the 
remaining gain of $300,000($500,000 — $200,000), $250,000 is offset by the § 121 exclu- 
sion. So Monica's recognized gain is $250,000($200,000 + $50,000). # 


The period the property was owned by the taxpayer includes any period before 
2009. The period of nonqualified use includes only the period after 2008. 


PRINCIPAL RESIDENCE 


To be eligible for the § 121 exclusion, the residence must have been owned and used 
by the taxpayer as the principal residence for at least two years during the five-year 
window (subject to partial exclusion treatment under the relief provision). Whether 
property is the taxpayer’s principal residence “depends upon all of the facts and cir- 
cumstances in each case.”*® 


EEX RAILS 38000 | Mitch graduates from college and moves to Boston, where he is employed. He decides 


to rent an apartment in Boston because of its proximity to his place of employment. He 
purchases a beach condo in the Cape Cod area that he occupies most weekends. Mitch 
does not intend to live at the beach condo except on weekends. The apartment in Bos- 
ton is his principal residence. @ 


_ A residence does not have to be a house. For example, a houseboat, a house 
trailer, or a motor home can qualify.*? Land, under certain circumstances, can qual- 
ify for exclusion treatment. The lot on which a house is built obviously qualifies. An 
adjacent lot can qualify if it is regularly used by the owner as part of the residential 
property. To qualify, the land must be sold along with the residence or within two 
years before or after the sale of the residence. 


INVOLUNTARY CONVERSION AND USING §§ 121 AND 1033 


As mentioned earlier (see Involuntary Conversion of a Personal Residence), a tax- 
payer can use both the § 121 exclusion of gain provision and the § 1033 postpone- 
ment of gain provision.*° The taxpayer initially can elect to exclude realized gain 
under § 121 to the extent of the statutory amount. Then a qualified replacement of 
the residence under § 1033 can be used to postpone the remainder of the realized 
gain. In applying § 1033, the amount of the required reinvestment is reduced by the 
amount of the § 121 exclusion. 


EXAMPLE 34 : Angel's principal residence is destroyed by a tornado. Her adjusted basis for the resi- 


dence is $140,000. She receives insurance proceeds of $480,000. 

If Angel does not elect to use the § 121 exclusion, her realized gain on the involun- 
tary conversion of her principal residence is $340,000 ($480,000 amount realized — 
$140,000 adjusted basis). Thus, to postpone the $340,000 realized gain under § 1033, 
she would need to acquire qualifying property costing at least $480,000. 

Using the § 121 exclusion enables Angel to reduce the amount of the required rein- 
vestment for § 1033 purposes from $480,000 to $230,000. That is, by using § 121 in con- 
junction with § 1033, the amount realized, for § 1033 purposes, is reduced to $230,000 
($480,000 — $250,000 § 121 exclusion). 

Note that if Angel does not acquire qualifying replacement property for § 1033 pur- 


poses, her recognized gain is $90,000 ($480,000 — $140,000 adjusted basis — $250,000 
§ 121 exclusion). @ 


“Regulation § 1.121—1(b)(2) includes factors to be considered in determining #§ 121(d)(5). 
a taxpayer’s principal residence. 
*Reg. § 1.1034-1(c)(3)(i). 
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; If § 1033 is used in conjunction with the § 121 exclusion on an involuntary conver- 
sion of a principal residence, the holding period of the replacement residence 
includes the holding period of the involuntarily converted residence. This can be 
beneficial in satisfying the § 121 two-out-of-five-years ownership and use requirement 
on a subsequent sale of the replacement residence. 


15.5 OTHER NONRECOGNITION PROVISIONS 


The typical taxpayer experiences the sale of a personal residence or an involuntary con- 
version more frequently than the other types of nontaxable exchanges. Several less com- 
mon nonrecognition provisions are treated briefly in the remainder of this chapter. 


EXCHANGE OF STOCK FOR PROPERTY—§ 1032 


Under § 1032, a corporation does not recognize gain or loss on the receipt of money 
or other property in exchange for its stock (including treasury stock). In other 
words, a corporation does not recognize gain or loss when it deals in its own stock. 
This provision is consistent with the accounting treatment of such transactions. 


CERTAIN EXCHANGES OF INSURANCE POLICIES—§ 1035 


Under § 1035, no gain or loss is recognized from the exchange of certain insurance 
contracts or policies. The rules relating to exchanges not solely in kind and the basis 
of the property acquired are the same as under § 1031. Exchanges qualifying for 
nonrecognition include the following: 


e The exchange of life insurance contracts. 

e The exchange of a life insurance contract for an endowment or annuity 
contract. 

e The exchange of an endowment contract for another endowment con- 
tract that provides for regular payments beginning at a date not later than 
the date payments would have begun under the contract exchanged. 

e The exchange of an endowment contract for an annuity contract. 

e The exchange of annuity contracts. 


EXCHANGE OF STOCK FOR STOCK OF THE SAME 
CORPORATION—§ 1036 


Section 1036 provides that a shareholder does not recognize gain or loss on the exchange 
of common stock solely for common stock in the same corporation or from the exchange 
of preferred stock for preferred stock in the same corporation. Exchanges between indi- 
vidual shareholders as well as between a shareholder and the corporation are included. 
The rules relating to exchanges not solely in kind and the basis of the property acquired 
are the same as under § 1031. For example, a nonrecognition exchange occurs when 
common stock with different rights, such as voting for nonvoting, is exchanged. A share- 
holder usually recognizes gain or loss from the exchange of common for preferred or 
preferred for common even though the stock exchanged is in the same corporation. 


CERTAIN REACQUISITIONS OF REAL PROPERTY—§ 1038 


Under § 1038, no loss is recognized from the repossession of real property sold on 
an installment basis. Gain is recognized to a limited extent. 


TRANSFERS OF PROPERTY BETWEEN SPOUSES 
OR INCIDENT TO DIVORCE—S 1041 


Section 1041 provides that transfers of property between spouses or former spouses inct- 
dent to divorce are nontaxable transactions. Therefore, the basis to the recipient is a 
carryover basis. To be treated as incident to the divorce, the transfer must be related 


LO.5 


Identify other nonrecognition 


provisions contained in the 
Code. 
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L0.6 


Identify tax planning 
opportunities related to the 
nonrecognition provisions 
discussed in the chapter. 


to the cessation of marriage or occur within one year after the date on which the 
marriage ceases. 

Section 1041 also provides for nontaxable exchange treatment on property transfers 
between spouses during marriage. The basis to the recipient spouse is a carryover basis. 


ROLLOVERS INTO SPECIALIZED SMALL BUSINESS INVESTMENT 
COMPANIES—§ 1044 


A postponement opportunity is available for some sellers of publicly traded secur- 
ities under § 1044. If the amount realized is reinvested in the common stock or part- 
nership interest of a specialized small business investment company (SSBIC), the 
realized gain is not recognized. Any amount not reinvested will trigger recognition 
of the realized gain to the extent of the deficiency. The taxpayer must reinvest the 
proceeds within 60 days of the date of sale in order to qualify. In calculating the basis 
of the SSBIC stock, the amount of the purchase price is reduced by the amount of 
the postponed gain. 

Statutory ceilings are imposed on the amount of realized gain that can be post- 
poned for any taxable year as follows: 


e For an individual taxpayer, the lesser of: 
© $50,000 ($25,000 for married filing separately). 
e $500,000 ($250,000 for married filing separately) reduced by the 
amount of such nonrecognized gain in prior taxable years. 
e Fora corporate taxpayer, the lesser of: 
® $250,000. 
e $1 million reduced by the amount of such nonrecognized gain in prior 
taxable years. 


Investors ineligible for this postponement treatment include partnerships, S corpo- 
rations, estates, and trusts. 


ROLLOVER OF GAIN FROM QUALIFIED SMALL BUSINESS STOCK 
INTO ANOTHER QUALIFIED SMALL BUSINESS STOCK—§ 1045 


Under § 1045, realized gain from the sale of qualified small business stock held for 
more than six months may be postponed if the taxpayer acquires other qualified 
small business stock within 60 days. Any amount not reinvested will trigger the recog- 
nition of the realized gain on the sale to the extent of the deficiency. In calculating 
the basis of the acquired qualified small business stock, the amount of the purchase 
price is reduced by the amount of the postponed gain. 

Qualified small business stock is stock of a qualified small business that is acquired 
by the taxpayer at its original issue in exchange for money or other property 
(excluding stock) or as compensation for services. A qualified small business is a 
domestic corporation that satisfies the following requirements: 


° The aggregate gross assets prior to the issuance of the small business stock 
do not exceed $50 million. 

e The aggregate gross assets immediately after the issuance of the small 
business stock do not exceed $50 million. 


TAX PLANNING: 
15.6 LIkE-KIND EXCHANGES 


Since application of the like-kind exchange provisions is mandatory rather than elec- 
tive, in certain instances it may be preferable to avoid qualifying for § 1031 nonre- 
cognition. If the like-kind exchange provisions do not apply, the end result may be 


ed 
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Since the § 1031 like-kind exchange provision is mandatory, 
to avoid its application, the taxpayer should not comply 
with at least one of the many requirements. But why would 
a taxpayer want to avoid § 1031 deferral? The usual reason 


is that the exchange would produce a realized loss that the - 


taxpayer wants to recognize. 

In the present economic environment, however, there is 
another possibility. The beneficial result of tax deferral for a 
realized gain could be more than offset by a future tax rate 


WHEN Is LikE-KiIND EXCHANGE TREATMENT Not DESIRABLE? 


willing to accept current taxation at a 15 percent rate to 
avoid the possibility of future taxation at a much higher 
rate. Some people believe the beneficial capital gains tax. 
rate could rise to 20 or 25 percent in the near future. 
Although avoiding a tax deferral may sound like a strange 
strategy, it follows the maxim “pay a tax today to avoid a 
higher tax tomorrow.” 


Source: Adapted from Arden Dale, “Property Investors Fear Gains- 
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increase. Some real estate investors are applying this strat- 


: “ Tax Rise, Shift 1031 Strategy,” Wall Street Journal, March 12, 2008, 
egy, particularly with respect to undeveloped land. They are 


p. D3. 


the recognition of capital gain in exchange for a higher basis in the newly acquired 
asset. Also, the immediate recognition of gain may be preferable in certain situa- 
tions. Examples where immediate recognition is beneficial include the following: 


e Taxpayer has unused net operating loss carryovers. 

e Taxpayer has unused general business credit carryovers. 

e Taxpayer has suspended or current passive activity losses. 

e Taxpayer expects his or her effective tax rate to increase in the future. 


EXAMPLE 35 


Alicia disposes of a machine (used in her business) with an adjusted basis of $3,000 for 
$4,000. She also acquires a new business machine for $9,000. If § 1031 applies, the 
$1,000 realized gain is not recognized, and the basis of the new machine is reduced by 
$1,000 (from $9,000 to $8,000). If § 1031 does not apply, a $1,000 gain is recognized 
and may receive favorable capital gain treatment to the extent that the gain is not rec- 
ognized as ordinary income due to the depreciation recapture provisions (see Chapter 
17). In addition, the basis for depreciation on the new machine is $9,000 rather than 
$8,000 since there is no unrecognized gain. @ 


The application of § 1031 nonrecognition treatment should also be avoided when 
the adjusted basis of the property being disposed of exceeds the fair market value. 


EXAMPLE 36 


Assume the same facts as in the previous example, except that the fair market value of 
the machine is $2,500. If § 1031 applies, the $500 realized loss is not recognized. To rec- 
ognize the loss, Alicia should sell the old machine and purchase the new one. The pur- 
chase and sale transactions should be with different taxpayers. @ 


On the other hand, the like-kind exchange procedure can be utilized to control 
the amount of recognized gain. 


Rex has property with an adjusted basis of $40,000 and a fair market value of $100,000. 
Sandra wants to buy Rex’s property, but Rex wants to limit the amount of recognized 
gain on the proposed transaction. Sandra acquires other like-kind property (from an 
outside party) for $80,000. She then exchanges this property and $20,000 cash for Rex’s 
property. Rex has a realized gain of $60,000 ($100,000 amount realized — $40,000 
adjusted basis). His recognized gain is only $20,000, the lower of the $20,000 boot 
received or the $60,000 realized gain. Rex's basis for the like-kind property is $40,000 
($40,000 adjusted basis + $20,000 gain recognized — $20,000 boot received). If Rex had 
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sold the property to Sandra for its fair market value of $100,000, the result would have 
been a $60,000 recognized gain ($100,000 amount realized — $40,000 adjusted basis) 
to him. It is permissible for Rex to identify the like-kind property that he wants Sandra 
to purchase.*' 


15.7 INVOLUNTARY CONVERSIONS 


In certain cases, a taxpayer may prefer to recognize gain from an involuntary conver- 
sion. Keep in mind that § 1033, unlike § 1031 (dealing with like-kind exchanges), 
generally is an elective provision. 


SSBXANPER 2600 RAE eae Ahmad has a $40,000 realized gain from the involuntary conversion of an office build- 


ing. He reinvests the entire proceeds of $450,000 in a new office building. He does not 
elect to postpone gain under § 1033, however, because of an expiring net operating 
loss carryover that is offset against the gain. Therefore, none of the realized gain of 
$40,000 is postponed. Because Ahmad did not elect § 1033 postponement, his basis in 
the replacement property is the property’s cost of $450,000 rather than $410,000 
($450,000 reduced by the $40,000 realized gain). = 


15.8 SALE OF A PRINCIPAL RESIDENCE _ 


A tien 


ELECTION TO FORGO 


The § 121 exclusion automatically applies if the taxpayer is eligible. That is, the tax- 
payer does not have to make an election. However, if the taxpayer wishes to avoid 
§ 121 exclusion treatment on an otherwise eligible sale, the taxpayer may elect to 
do so.” 


ER AMBER 39 Fae George owns two personal residences that satisfy the two-year ownership and use test 


with respect to the five-year window. The Elm Street residence has appreciated by 
$25,000, and the Maple Street residence has appreciated by $230,000. He intends to sell 
both of them and move into rental property. He sells the Elm Street residence in 
December 2009 and expects to sell the Maple Street residence early next year. 

Unless George elects not to apply the § 121 exclusion to the sale of the Elm Street 
residence, he will exclude the $25,000 realized gain on that residence in 2009. In 2010, 
however, he will have a recognized gain of $230,000 on the sale of the Maple Street 
residence. 

If George makes the election to forgo, he will report a recognized gain of $25,000 
on the sale of the Elm Street residence in 2009. But by using the § 121 exclusion in 2010, 
he will eliminate the recognized gain of $230,000 on the sale of the Maple Street 
residence. @ 


NEGATIVE EFFECT OF RENTING OR USING AS A HOME OFFICE 


The residence does not have to be the taxpayer’s principal residence at the date of 
sale to qualify for the § 121 exclusion. During part of the five-year window, it could 
have been rental property (e.g., either a vacation home or entirely rental property). 
In addition, the taxpayer can have used part of the principal residence as a qualify- 
ing home office. 


"Franklin B. Biggs, 69 T.C. 905 (1978); Rev.Rul. 73-476, 1973-2 C.B. 300; and #8 121(f). 
Starker v. U.S., 79-2 USTC 99541, 44 AFTR2d 79-5525, 602 F.2d 1341 (CA-9, 
1979). 
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_ SALE OF A RESIDENCE AND THE Home OrFice DEDUCTION 


If various requirements are satisfied, a taxpayer who uses his denied may have deterred some taxpayers from claiming — 
or her residence for business may claim a deduction for the —_ legitimate office in the home deductions. Such caution 
expenses attributable to such use. But what effect, if any, appears to have been unnecessary. The IRS has clarified its 
| does claiming an office in the home deduction have on a position. Only the depreciation deducted on the office por- 
later sale of the residence? Do the sale proceeds still qualify _ tion of the residence after May 5, 1997, is not eligible for 
for nonrecognition of gain treatment under § 121? - the § 121 exclusion. 

Until recently, the answers to these questions were ae 
unknown. In fact, concern that the § 121 exclusion might be 


In either the rental or the home office setting, the taxpayer will have deducted 
depreciation. Any realized gain on the sale that is attributable to depreciation 
claimed after May 5, 1997, is not eligible for the § 121 exclusion.” 


On December 5, 2009, Amanda sells her principal residence, which qualifies for the § 121 EXAMPLE 60. 


exclusion. Her realized gain is $190,000. From January through November 2008, she was 
temporarily out of town on a job assignment in another city and rented the residence to 
a college student. For this period, she deducted MACRS cost recovery of $7,000. Without 
the depreciation provision, Amanda could exclude the $190,000 realized gain. However, 
the depreciation taken requires her to recognize $7,000 of the realized gain. = 


The gain recognized associated with prior depreciation deductions is determined 
first before calculating the amount of recognized gain associated with periods of 
nonqualified use.*# 


EXAMPLE 41 


Assume the same facts as in Example 31, except that the vacation home was used par- 
tially for rental use before being converted to Monica's personal residence and that 
$25,000 of depreciation was deducted during the periods that the vacation home was 
rented. Monica’s realized gain is calculated as follows: 


Amount realized ($950,000 — $50,000) $900,000 
Adjusted basis ($600,000 — $25,000) (575,000) 
Realized gain $325,000 


Since $25,000 of depreciation was deducted by Monica, $25,000 of the realized gain 
is recognized. The sale of Monica’s principal residence is subject to the proration 
required for nonqualified use. 


2 years (periods of nonqualified use) 


= = 40% 
5 years (period of ownership) 


Thus, $120,000 ($300,000 x 40%) of the remaining gain is ineligible for the § 121 
exclusion, and the remaining gain of $180,000 ($300,000 — $120,000) is eligible for 
the § 121 exclusion. Consequently, Monica’s recognized gain is $145,000 ($25,000 + 


$120,000). = 


#g121(d\(6). ; 48 121(b)(4)(D) 
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QUALIFICATION FOR § 121 EXCLUSION 


The key requirement for the § 121 exclusion is that the taxpayer must have owned 
and used the property as a principal residence for at least two years during the five- 
year window. As taxpayers advance in age, they quite frequently make decisions such 
as the following: 


e Sell the principal residence and buy a smaller residence or rent the prin- 
cipal residence. 

e Sell vacation homes they own. 

e Sell homes they are holding as rental property. 


These properties may have experienced substantial appreciation during the own- 
ership period. Clearly, the sale of the principal residence is eligible for the § 121 
exclusion. Less clear, however, is that proper planning can make it possible for a 
vacation home or rental property to qualify for the exclusion. Although this strategy 
may require taxpayers to be flexible about where they live, it can result in substantial 
tax savings. 4 


EXAMPLE SS Thelma and David are approaching retirement. They have substantial appreciation on 


their principal residence and on a house they own at the beach (about two hours 3 
away). After retirement, they plan to move to Florida. They have owned and lived in 
the principal residence for 28 years and have owned the beach house for 9 years. If they 
sell their principal residence, it qualifies for the § 121 exclusion. At retirement, they 
could move into their beach house for two years and make it eligible for the exclusion. 
If the beach house were not so far away, they could sell the principal residence now 
and move into the beach house to start the running of the two-year use period. Note 
that any realized gain on the beach house attributable to depreciation is not eligible 
for the § 121 exclusion. Note also the provision which now requires a reduction in the 
§ 121 exclusion for prior use as a vacation home. See Examples 31 and 41. @ 


RECORD KEEPING 


Since the amount of the available exclusion ($250,000 or $500,000) for most tax- 
payers will exceed the realized gain on the sale of the residence, the IRS has discon- 
tinued the form that previously was used to report the sale of a principal residence. 
If the sale of the residence does result in a gain that is not excluded from gross 
income, the gain is reported on Schedule D of Form 1040 (Capital Gains and 
Losses). 

However, it is a good idea for all taxpayers who own residences to continue to 
maintain records on the adjusted basis of the residence including the original cost, 
any capital improvements, and any deductions that decrease basis (e.g., depreciation 
on a home office or on rental use) for the following reasons: 


e The sale of the residence may not qualify for the § 121 exclusion. 

e The realized gain may exceed the § 121 exclusion amount. 

e The residence may be converted to rental or business use. 

e If part of the residence has been rental or business use property (e.g., a 
qualifying home office) and depreciation has been deducted, the realized 
gain is recognized to the extent of the depreciation deducted. 


Chapter 15 has covered certain situations in which realized gains or losses are not 
recognized (nontaxable exchanges). Chapters 16 and 17 are concerned with the 
classification of recognized gains and losses. That is, if a gain or loss is recognized, is it 
an ordinary or a capital gain or loss? Chapter 16 discusses the tax consequences of 
capital gains and losses. 
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REFOCUS ON THE BIG PICTURE 


_ Alice needs to be aware of the different tax consequences of her proposals and ALTERNATIVE 
whether there are any limits to these consequences. 


ad : USES OF 
° Sale of the inherited house. This is by far the simplest transaction for Alice. 
Based on the available data, her recognized gain would be: PROPERTY 
Amount realized ($600,000 — $30,000) $ 570,000 
Adjusted basis (475,000) 
Recognized gain $ 95,000 


Because the sale of the house is not eligible for the § 121 exclusion, the 
tax liability is $14,250 ($95,000 x 15%). So Alice’s net cash flow would be 
$555,750 ($570,000 — $14,250). 

° Conversion into a vacation home with only personal use. With this alternative, 
the only tax benefit Alice would receive is the deduction for property 
taxes as an itemized deduction. She would continue to incur upkeep costs 
(e.g., repairs, utilities, insurance). At the end of the two-year period, the 
sales results are similar to those of a current sale. The sale of the house 
would not be eligible for the § 121 exclusion. 

® Conversion into a vacation home with partial personal use and partial rental use. 
In this case, Alice would be able to deduct 40 percent of the costs such as 
property taxes, agent’s management fee, depreciation, maintenance and 
repairs, utilities, and insurance. However, this amount cannot exceed the 
rent income generated. The remaining 60 percent of the property taxes can 
be claimed as an itemized deduction. 

At the end of the two-year period, the sales results would be similar to 
those of a current sale. In determining recognized gain, adjusted basis must 
be reduced by the amount of the depreciation claimed. The sale of the house 
would not be eligible for the § 121 exclusion. 

© Current sale of present home with sale of inherited home in two years. The present 
sale of her current principal residence and the future sale of her inherited 
residence would enable Alice to qualify for the § 121 exclusion as to each 
sale. She would satisfy the two-year ownership requirement, the two-year use 
requirement, and the allowance of the § 121 exclusion only once every two 
years. Alice must be careful to occupy the inherited residence for at least two 
years. Also, the period between the sales of the first and second houses must 
be greater than two years. Qualifying for the § 121 exclusion of up to 
$250,000 would allow Alice to avoid any Federal income tax liability. 


With this information, Alice can make an informed choice. In all likelihood, she 
probably will select the strategy of selling her current house now and the inherited 
house in the future. A noneconomic benefit of this option is that she will have to sell 
only one house at the time of her retirement. 


Boot. 15-7 Like-kind exchanges, 15-4 Personal residence, 15-17 


Involuntary conversion, 15-11 Nontaxable exchange, 15-3 Section 121 exclusion, 15-17 
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DISCUSSION QUESTIONS 


1. LO.1 What is the justification for nontaxable exchange treatment? 


9. L0.1 Distinguish between a loss that is not recognized on a nontaxable exchange and a 
loss that is not recognized on the sale or exchange of a personal use asset. 


3. LO.2 What are the three requirements that must be satisfied for a transaction to qualify 
for nontaxable exchange treatment under § 1031? 


4, L0.2 Can the exchange of personal use property for property held for productive use in 
a trade or business qualify for like-kind exchange treatment? Explain. 


5. LO.2,6 Why mighta taxpayer want to avoid like-kind exchange treatment? 


6. LO.2 Which of the following qualify as like-kind exchanges under § 1031? 

Improved for unimproved real estate. 

Vending machine (used in business) for inventory. 

Rental house for personal residence. 

Business equipment for securities. 

Warehouse for office building (both used for business). 

Truck for computer (both used in business). 

Rental house for land (both held for investment). 

Ten shares of stock in Blue Corporation for 10 shares of stock in Red Corporation. 
Office furniture for office equipment (both used in business). 

Unimproved land in Jackson, Mississippi, for unimproved land in Toledo, Spain. 
General partnership interest for a general partnership interest. 


7. LO.2 Address the following issues: 


a. Melissa owns a residential lot in Spring Creek that has appreciated substantially in 
value. She holds the lot for investment. She is considering exchanging the lot with 
her father for a residential lot in McComb that she also will hold for investment. 
Identify the relevant tax issues for Melissa. 

b. Assume instead that the lot Melissa receives from her father is located in Paris, 
France. Identify the relevant tax issues for Melissa. 


8. L0O.2 Ross would like to dispose of some land that he acquired five years ago because he 


believes that it will not continue to appreciate. Its value has increased by $50,000 over 
the five-year period. He also intends to sell stock that has declined in value by $50,000 
during the eight-month period he has owned it. Ross has four offers to acquire the 
stock and land: 


For FO mo ao oP 
\) pect inate 


Buyer number 1: Exchange land. 
Buyer number 2: Purchase land for cash. 
Buyer number 3: Exchange stock. 
Buyer number 4: Purchase stock for cash. 


Identify the tax issues relevant to Ross in disposing of this land and stock. 


9. L0.2 Under what circumstances can the exchange of partnership interests qualify for 
like-kind exchange treatment? 


10. LO.2 The receipt of boot in a § 1031 exchange triggers the recognition of realized gain, 
and any gain recognized will affect the basis of the property received. 
a. What is the tax result if the boot received is greater than the realized gain? 
b. If the boot received is less than the realized gain? 
c. What effect does the recognition of gain have on the basis of the like-kind property 
received? Of the boot received? 


11. L0.2 In connection with like-kind exchanges, discuss each of the following: 


a. Realized gain. 

b. Realized loss. 

c. Recognized gain. 
d. Recognized loss. 
e. Postponed gain. 
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f. Postponed loss. 
g- Basis of like-kind property received. 
h. Basis of boot received. 


L0.2 What is the holding period of like-kind property received in a like-kind exchange? 
Why? What is the holding period of any boot received? 


LO.2 Mortgaged real estate may be received in a like-kind exchange. If the taxpayer’s 
mortgage is assumed, what effect does the mortgage have on the recognition of realized 
gain? On the basis of the real estate received? 


LO.3 Bev’s retail store building (basis of $270,000) is destroyed by a fire. She receives 
insurance proceeds of $250,000 (the appraised value of the building prior to its 
destruction). How much can Bev reinvest in another retail store building and still 
recognize a $20,000 loss? 


LO.3 What constitutes an involuntary conversion? 


L0.3 Ed receives severance damages from the state government for a public road built 
across his property. Under what circumstances can the § 1033 involuntary conversion 
provision apply to prevent the recognition of gain? 


L0.3 Regarding qualifying replacement property for involuntary conversion purposes, is 
it easier to satisfy the taxpayer use test or the functional use test? 


L0.3 On June 5, 2009, Amber, Inc., a calendar year taxpayer, receives cash of $525,000 
from the county upon condemnation of its warehouse building (adjusted basis of 
$390,000 and fair market value of $525,000). 

a. What must Amber do to qualify for § 1033 postponement of gain treatment? 

b. How would your advice to Amber differ if the adjusted basis were $550,000? 


L0.3 On October 1, 2009, Heather, Inc., a fiscal year taxpayer whose tax year ends on 
June 30, receives notice from the government that its investment real estate is to be 
condemned on February 1, 2010, and that it will receive condemnation proceeds on that 
date. The condemnation proceeds exceed the adjusted basis for the real estate, but 
Heather’s management intends to invest them in qualifying replacement property. 

a. Whatare the earliest and latest dates that Heather can replace the property in order 

to qualify for § 1033 nonrecognition? 
b. Whatare the earliest and latest dates if Heather used the property in its trade or business? 


LO.3 Bob is notified by the city public housing authority on May 3, 2009, that his apartment 

building is going to be condemned as part of an urban renewal project. On June 1, 2009, 

Carol offers to buy the building from Bob. Bob sells the building to Carol on June 30, 2009. 

Condemnation occurs on September 1, 2009, and Carol receives the condemnation 

proceeds from the city. Assume both Bob and Carol are calendar year taxpayers. 

a. What is the earliest date on which Bob can dispose of the building and qualify for 
§ 1033 postponement treatment? 

. Does the sale to Carol qualify as a § 1033 involuntary conversion? 

c. What is the latest date on which Carol can acquire qualifying replacement property 
and qualify for postponement of the realized gain? 

d. What type of property will be qualifying replacement property? 


LO.3 A warehouse owned by Martha and used in her business (i.e., to store inventory) is 
being condemned by the city to provide a right of way for a highway. The warehouse has 
appreciated by $100,000 based on Martha’s estimate of its fair market value. In the 
negotiations, the city is offering $40,000 less than what Martha believes the property is 
worth. Alan, a real estate broker, has offered to purchase Martha’s property for $25,000 
more than the city’s offer. Martha plans to invest the proceeds she will receive in an office 
building that she will lease to various tenants. Identify the relevant tax issues for Martha. 


LO.3 When does the holding period begin for replacement property acquired in an 
involuntary conversion? 

L0.4 Samantha wants to retire, sell the house that she has occupied as her residence, and 
travel. She would have a $50,000 realized loss on the sale of the residence. 


a. Can Samantha recognize the loss? 
b. Would the answer in (a) be different if the realized loss was, instead, a $50,000 real- 


ized gain? 
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94, L0.4 What is the justification for the limited nonrecognition of gain on the sale or 
exchange of a principal residence? The justification for the disallowance of losses? 

25. L0.4 Sandy owns a personal residence in which she has lived since she acquired it. It has 
appreciated by $90,000 during this period. Now, however, the school board has redrawn 
the boundaries for the school districts, and her son will have to transfer to a different 
high school for his senior year. Sandy is considering selling her residence and buying 
another one that will enable her son to remain in the same high school. Without this 
reason, she would not sell the house. Identify the relevant tax issues for Sandy. 

96. LO.4 Define each of the following items that are associated with the sale of a principal 
residence: 
a. Amount realized. 
b. Selling expenses. 
c. Realized gain. 
d. Recognized gain. 
e. § 121 excluded gain. 
f. Basis of a new residence. 
27. LO.4 What is a principal residence? Can a taxpayer have several principal residences at 
the same time? 
28. LO.5 On May 5, 2009, Nancy sells her stock (adjusted basis of $13,000) in Lime, Inc., a 


PROBLEMS 


publicly traded company, for $17,000. On May 31, 2009, she pays $20,000 for stock in 

Rose, Inc., a specialized small business investment company. Nancy believes that her 

adjusted basis for the Rose stock is $10,000. 

a. Evaluate Nancy’s calculation of the adjusted basis for her Rose stock. 

b. How would your answer change if Nancy purchased the replacement stock on July 
15 rather than on May 31? 
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LO.2 Catherine owns undeveloped land with an adjusted basis of $250,000. She 
exchanges it for other undeveloped land worth $210,000. 

a. What are Catherine’s realized and recognized gain or loss? 

b. What is Catherine’s basis in the undeveloped land she receives? 


L0.2 Kareem owns an automobile that he uses exclusively in his business. The adjusted 

basis is $19,000, and the fair market value is $16,000. Kareem exchanges the car for a car 

that he will use exclusively in his business. 

a. What are Kareem’s realized and recognized gain or loss? 

b. What is his basis in the new car? 

c. What are the tax consequences to Kareem in (a) and (b) if he used the old car and 
will use the new car exclusively for personal purposes? 


LO.2 Tex Watson owns undeveloped land (basis of $350,000) held as an investment. On 

October 8, 2009, he exchanges the land with his 27-year-old daughter, Porchia, for other 

undeveloped land also to be held as an investment. The appraised value of Porchia’s land 

is $500,000. 

a. On February 15, 2010, Tex sells the land to Baxter, a real estate broker, for $600,000. 
Calculate Tex’s realized and recognized gain or loss from the exchange with Porchia 
and on the subsequent sale of the land to Baxter. 

b. Calculate Tex’s realized and recognized gain or loss on the exchange with Porchia if 
Tex does not sell the land. Instead, on February 15, 2010, Porchia sells the land 
received from Tex. Calculate Tex’s basis for the land on October 8, 2009, and on 
February 15, 2010. 

c. Write a letter to Tex advising him on how he could avoid any recognition of gain associ- 
ated with the October 8, 2009 exchange. His address is The Corral, El Paso, TX 79968. 


L0.2 Beatrice owns a personal computer (adjusted basis of $4,000) that she uses 
exclusively in her business. Beatrice transfers the computer and cash of $2,000 to Green 
Computers for a laser printer (worth $7,000) also to be used in her business. 

a. Calculate Beatrice’s recognized gain or loss on the exchange. 

b. Calculate Beatrice’s basis for the printer. 
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L0.2, 6 In two unrelated transactions, Laura exchanges property that qualifies for like- 
kind exchange treatment. In the first exchange, Laura gives up office equipment 
purchased in May 2007 (adjusted basis of $20,000; fair market value of $17,000) in 
exchange for new office equipment (fair market value of $15,000) and $2,000 cash. In the 
second exchange, Laura receives a parking garage (to be used in her business) with a fair 
market value of $50,000 in exchange for a plot of land she had held for investment. The 
land was purchased in April 2001 for $12,000 and has a current fair market value of $48,000. 
In addition to transferring the land, Laura pays an additional $2,000 to the other party. 
What is Laura’s adjusted basis for the new office equipment? 

When does the holding period begin? 

What is Laura’s adjusted basis for the parking garage? 

When does the holding period begin? 

How could Laura structure either of the transactions differently to produce better 
tax consequences? 


ee ah et 


L0.2 Samantha owns a truck that she uses exclusively for personal purposes. Its original 
cost was $29,000, and the fair market value is $22,000. She exchanges the truck and 
$11,000 cash for a new truck. 

a. Calculate Samantha’s realized and recognized gain or loss. 

b. Calculate Samantha’s basis for the new truck. 

c. Determine when Samantha’s holding period for the new truck begins. 


LO.2 Claude owns undeveloped land (adjusted basis of $275,000) that he exchanges for 
$45,000 cash and an office building (fair market value of $320,000) to be used in his 
business. 

a. What is Claude’s realized gain or loss? 

b. His recognized gain or loss? 

c. His basis in the office building? 


LO.2 Ed owns investment land with an adjusted basis of $35,000. Polly has offered to 

purchase the land from Ed for $175,000 for use in a real estate development. The 

amount offered by Polly is $10,000 in excess of what Ed perceives as the fair market value 

of the land. Ed would like to dispose of the land to Polly but does not want to incur the 

tax liability that would result. He identifies an office building with a fair market value of 

$175,000 that he would like to acquire. Polly purchases the office building and then 

exchanges the office building for Ed’s land. 

a. Calculate Ed’s realized and recognized gain on the exchange and his basis for the 
office building. 

b. Calculate Polly’s realized and recognized gain on the exchange and her basis in the 
land. 


LO.2 What is the basis of the new property in each of the following exchanges? 

a. Apartment building held for investment (adjusted basis of $145,000) for office build- 
ing to be held for investment (fair market value of $225,000). 

b. Land and building used as a barber shop (adjusted basis of $190,000) for land and 
building used as a grocery store (fair market value of $350,000). 

c. Office building (adjusted basis of $45,000) for bulldozer (fair market value of 
$42,000), both held for business use. 

d. IBM common stock (adjusted basis of $20,000) for ExxonMobil common stock (fair 
market value of $28,000). 

e. Rental house (adjusted basis of $90,000) for mountain cabin to be held for rental 
use (fair market value of $225,000). 


LO0.2 Norm owns Machine A (adjusted basis of $12,000; fair market value of $18,000), 

which he uses in his business. Norm is considering two options for the disposal of 

Machine A. Under the first option, he will transfer Machine A and $3,000 cash to Joan, a 

dealer, in exchange for Machine B (fair market value of $21,000). Under the second 

option, he will sell Machine A for $18,000 to Tim, another dealer, and then purchase 

Machine B from Joan for $21,000. Machines A and B qualify as like-kind property. 

a. Calculate Norm’s recognized gain or loss and the basis of Machine B under the first 
option. 

b. Calculate Norm’s recognized gain or loss and the basis of Machine B under the sec- 
ond option. 

c. Advise Norm on which option is preferable. 
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L0.2 Greg exchanges real estate held for investment plus stock for real estate to be 
held for investment. The stock transferred has an adjusted basis of $30,000 and a fair 
market value of $35,000. The real estate transferred has an adjusted basis of $40,000 
and a fair market value of $112,000. The real estate acquired has a fair market value 
of $147,000. 

a. Whatis Greg’s realized gain or loss? 

b. His recognized gain or loss? 

c. The basis of the newly acquired real estate? 


L0.2, 6 Tom and Frank are brothers. Each owns investment property in the other’s 
hometown. To make their lives easier, they decide to legally exchange the investment 
properties. Under the terms of the exchange, Frank will transfer realty (adjusted basis of 
$52,000; fair market value of $80,000), and Tom will exchange realty (adjusted basis of 
$60,000; fair market value of $92,000). Tom’s property is subject to a mortgage of $12,000 
that will be assumed by Frank. 

a. Whatare Frank’s and Tom’s recognized gains? 

b. What are their adjusted bases? 

c. As an alternative, Frank has proposed that rather than assuming the mortgage, he 
will transfer cash of $12,000 to Tom. Tom would use the cash to pay off the mort- 
gage. Advise Tom on whether this alternative would be beneficial to him from a tax 
perspective. 


L0.2 Determine the realized, recognized, and postponed gain or loss and the new basis 
for each of the following like-kind exchanges: 


Adjusted Basis Fair Market Value Boot 

of Old Machine Boot Given of New Asset Received 
a. $ 7,000 $ —0- $12,000 $4,000 
b. 14,000 2,000 15,000 =()= 
(Ce 3,000 7,000 8,000 500 
d. 22,000 —0- 32,000 -0- 
e. 10,000 —0- 11,000 1,000 
f. 10,000 -0- 8,000 -0- 


L0.2 Shontelle owns an apartment house that has an adjusted basis of $950,000 but is 
subject to a mortgage of $240,000. She transfers the apartment house to Dave and 
receives from him $150,000 in cash and an office building with a fair market value of 
$975,000 at the time of the exchange. Dave assumes the $240,000 mortgage on the 
apartment house. 

a. Whatis Shontelle’s realized gain or loss? 

b. What is her recognized gain or loss? 

c. Whatis the basis of the newly acquired office building? 


L0.3 Monica’s roadside vegetable stand (adjusted basis of $140,000) is destroyed by a 
tractor-trailer accident. She receives insurance proceeds of $128,000 ($160,000 fair 
market value less $32,000 coinsurance). Monica immediately uses the proceeds plus 
additional cash of $30,000 to build another roadside vegetable stand at the same location. 
What are the tax consequences to Monica? 


L0.3 Albert owns 100 acres of land on which he grows spruce Christmas trees. His 
adjusted basis for the land is $100,000. He receives condemnation proceeds of $10,000 
when the city’s new beltway takes 5 acres along the eastern boundary of his property. He 
also receives a severance award of $6,000 associated with the possible harmful effects of 
exhaust fumes on his Christmas trees. Albert invests the $16,000 in a growth mutual fund. 
Determine the tax consequences to Albert of the: 

a. Condemnation proceeds. 

b. Severance award. 


L0.3 For each of the following involuntary conversions, indicate whether the property 


acquired qualifies as replacement property, the recognized gain, and the basis for the 
property acquired: 
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—— 


46. 


47. 


48. 


49. 


CHAPTER 15 Property Transactions: Nontaxable Exchanges 15-37 


a. Frank owns a warehouse that is destroyed by a tornado. The space in the warehouse 
was rented to various tenants. The adjusted basis was $470,000. Frank uses all of the 
insurance proceeds of $700,000 to build a shopping mall in a neighboring commu- 
nity where no property has been damaged by tornadoes. The shopping mall is 
rented to various tenants. 

b. Ivan owns a warehouse that he uses in his business. The adjusted basis is $300,000. 
The warehouse is destroyed by fire. Because of economic conditions in the area, 
Ivan decides not to rebuild the warehouse. Instead, he uses all of the insurance 
proceeds of $400,000 to build a warehouse to be used in his business in another 
State. 

c. Ridge’s personal residence is condemned as part of a local government project to 
widen the highway from two lanes to four lanes. The adjusted basis is $170,000. Ridge 
uses all of the condemnation proceeds of $200,000 to purchase another personal res- 
idence. 

d. Juanita owns a building that she uses in her retail business. The adjusted basis is 
$250,000. The building is destroyed by a hurricane. Because of an economic 
downturn in the area caused by the closing of a military base, Juanita decides to 
rent space for her retail outlet rather than to replace the building. She uses all of 
the insurance proceeds of $300,000 to buy a four-unit apartment building in 
another city. A real estate agent in that city will handle the rental of the apart- 
ments for her. 

e. Susan and Rick’s personal residence is destroyed by a tornado. They had owned it 
for 15 months. The adjusted basis was $170,000. Since they would like to travel, they 
decide not to acquire a replacement residence. Instead, they invest all of the insur- 
ance proceeds of $200,000 in a duplex, which they rent to tenants. 


L0.3 Jason, a calendar year taxpayer, is the sole proprietor of a hardware store. His 

adjusted basis for the building and the related land is $150,000. On March 4, 2009, state 

authorities notify Jason that his property is going to be condemned so that the highway 

can be widened. On June 1, Jason’s property is officially condemned, and he receives an 

award of $212,000. Since Jason’s business has been successful in the past, he would like to 

reopen the hardware store in a new location. 

a. What is the earliest date Jason can acquire a new hardware store and qualify for 
§ 1033 postponement? 

b. On June 30, Jason purchases land and a building for $200,000. Assuming he elects 
postponement of gain under § 1033, what is his recognized gain? 

c. Whatis Jason’s adjusted basis for the new land and building? 

d. Ifhe does not elect § 1033, what are Jason’s recognized gain and adjusted basis? 

e. Suppose he invests the $212,000 condemnation proceeds in the stock market on 
June 30. What is Jason’s recognized gain? 


L0.3 Leslie’s office building (adjusted basis of $325,000) is destroyed by a hurricane in 
November 2009. Leslie, a calendar year taxpayer, receives insurance proceeds of 
$450,000 in January 2010. Calculate Leslie’s realized gain or loss, recognized gain or loss, 
and basis for the replacement property if she: 

a. Acquires a new office building for $460,000 in January 2010. 

b. Acquires a new office building for $430,000 in January 2010. 

c. Does not acquire replacement property. 


LO.3 Cabel’s warehouse, which has an adjusted basis of $380,000 and a fair market value 

of $450,000, is condemned by an agency of the Federal government to make way for a 

highway interchange. The initial condemnation offer is $410,000. After substantial 

negotiations, the agency agrees to transfer to Cabel a surplus warehouse that he believes 

is worth $450,000. Cabel is a calendar year taxpayer. The condemnation and related asset 

transfer occur during September 2009. 

a. Whatare the recognized gain or loss and the basis of the replacement warehouse if 
Cabel’s objective is to recognize as much gain as possible? 

b. Advise Cabel regarding what he needs to do by what date in order to achieve his 
objective. 


L0.3 What are the maximum postponed gain or loss and the basis for the replacement 
property for the following involuntary conversions? 
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Type of Amount Adjusted Amount 
Property Conversion Realized Basis Reinvested 

a. Drugstore (business) : Casualty $160,000 $130,000 $110,000 
b. Apartments (investment) | Condemned 100,000 125,000 175,000 
c. Grocery store (business) Casualty 400,000 300,000 450,000 
d. Residence (personal) Casualty 16,000 18,000 17,000 
e. Vacant lot (investment) Condemned 240,000 160,000 220,000 
f. Residence (personal) Casualty 20,000 18,000 19,000 
g. Residence (personal) Condemned 18,000 20,000 26,000 
h. Apartments (investment) | Condemned 150,000 100,000 200,000 


L0.3, 6 Wanda, a calendar year taxpayer, owned a building (adjusted basis of $180,000) 

in which she operated a bakery that was destroyed by fire in December 2009. She receives 

insurance proceeds of $230,000 for the building the following February. Wanda is 

considering two options regarding the investment of the insurance proceeds. First, she 

could purchase a local building (suitable for a bakery) that is for sale for $220,000. 

Second, she could buy a new home for $230,000 and go back to college and finish her 

degree. 

a. To minimize her tax liability, which of these alternatives should Wanda choose? 

b. Whatis the latest date on which Wanda can replace the involuntarily converted prop- 
erty to qualify for § 1033? 

c. Whatis the latest date on which Wanda can replace the involuntarily converted prop- 
erty to qualify for § 1033 if the involuntary conversion is a condemnation? 


L0.4, 6 On February 2, 2009, Kay sells her principal residence for $235,000. During 2007, 
she had lived in the residence as a tenant under a lease with an option to buy clause and 
had purchased it on January 2, 2008, for $180,000. On February 5, 2009, Kay purchases a 
new residence for $190,000. 

a. What is Kay’s recognized gain? Her basis for the new residence? 

b. Assume instead that Kay purchased her original residence on January 2, 2007, rather 
than on January 2, 2008. What is Kay’s recognized gain? Her basis for the new resi- 
dence? 

c. What could you recommend to Kay to minimize her recognized gain in (a)? 


L0.4 Taylor has owned and occupied her personal residence (adjusted basis of 
$190,000) for four years. In April 2009, she sells the residence for $300,0C0 (selling 
expenses are $20,000). On the same day as the sale, Taylor purchases another house for 
$350,000. Because of noisy neighbors, she sells the new house after just 10 months. The 
selling price is $483,000 (selling expenses are $18,000). 

What is Taylor’s recognized gain on the sale of the first residence? 

What is Taylor’s basis for her second residence? 

What is Taylor’s recognized gain on the sale of the second residence? 

Assume instead that the sale of the second residence was due to Taylor’s job transfer 
to another state. What is her recognized gain on the sale of the second residence? 


=O 2 & 


L0.4 Milton, who is single, listed his personal residence with a real estate agent on March 
3, 2009, at a price of $250,000. He rejected several offers in the $200,000 range during 
the summer. Finally, on August 16, 2009, he and the purchaser signed a contract to sell 
for $245,000. The sale (i.e., closing) took place on September 7, 2009. The closing 
statement showed the following disbursements: 


Real estate agent's 


commission $ 14,000 
Appraisal fee 500 
Exterminator’s certificate 300 
Recording fees 400 
Mortgage to First Bank 180,000 
Cash to seller 49,800 


Milton’s adjusted basis for the house is $150,000. He owned and occupied the house for 
eight years. On October 1, 2009, Milton purchases another residence for $210,000. 
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a. Calculate Milton’s recognized gain on the sale. 
- Whatis Milton’s adjusted basis for the new residence? 
c. Assume instead that the selling price is $735,000. What is Milton’s recognized gain? 
His adjusted basis for the new residence? 


L0.4 Bruce and Libby are married and file a joint return. On January 1, 2009, they 
purchased a house for $200,000 to be used by them and family members for vacations. 
They continued to use it for this purpose through December 31, 2011. On January 1, 
2012, they converted it to their principal residence. On December 31, 2013, they sold it 
for $395,000 (selling expenses of $20,000). What is Bruce and Libby’s recognized gain on 
the sale of their principal residence? 


L0.4 Jill bought a house in April 2005 for $190,000. She lived in it until August 2007 

when she moved to Mack’s new home. Mack and Jill got married and filed a joint return 

in 2008 and subsequent years. In January 2009, Jill sells her house for $350,000 (selling 

expenses are $17,500). 

a. Do Mack and Jill qualify for the § 121 exclusion? What is the maximum amount of 
exclusion available on the sale of Jill’s house? What is her recognized gain? 

b. On May 22, 2010, Mack and Jill sell Mack’s house for $625,000. Selling expenses are 
$37,500, and Mack’s adjusted basis is $260,000. What is the maximum amount of the 
§ 121 exclusion available on the sale of Mack’s home? What is the recognized gain? 

c. Would the result in part (b) change if Mack’s house is not sold until June 2011? 


L0.4 Nell, Nina, and Nora Sanders, who are sisters, sell their principal residence (owned 
as tenants in common) in which they have lived for the past 20 years. The youngest of the 
sisters is age 58. The selling price is $750,000, selling expenses and legal fees are $75,000, 
and the adjusted basis is $60,000 (the fair market value of the residence when inherited 
from their parents 20 years ago). Since the sisters are going to live in rental housing, they 
do not plan to acquire another residence. Nell has contacted you on behalf of the three 
sisters regarding the tax consequences of the sale. 

a. Write a letter to Nell advising her of the tax consequences and how taxes can be 

minimized. Nell’s address is 100 Oak Avenue, Billings, MT 59101. 
b. Prepare a memo for the tax files. 


LO.4 Ben owns a beach house (five years) and a cabin in the mountains (four years). His 
adjusted basis is $280,000 in the beach house and $315,000 in the mountain cabin. Ben 
also rents a townhouse in the city where he is employed. During the year, he occupies 
each of the three residences as follows: 


Townhouse 120 days 
Beach house 170 days 
Mountain cabin 75 days 


The beach house is close enough to the city so that he can commute to work during the 
spring and early fall. While this level of occupancy may vary slightly from year to year, it is 
representative during the time period that Ben has owned the two residences. 

As Ben plans on retiring in several years, he sells both residences. The mountain 
cabin is sold on March 3, 2009, for $540,000 (related selling expenses of $30,000). The 
beach house is sold on December 10, 2009, for $600,000 (related selling expenses of 
$36,000). 

a. Calculate Ben’s lowest recognized gain on the sale of the two residences. 
b. Assume instead that both residences satisfy the two-year ownership and use tests as 

Ben’s principal residence. Since the mountain cabin is sold first, is it possible for Ben 

to apply the § 121 exclusion to the sale of the beach house? 


L0.4, 6 Cisco, a calendar year taxpayer who is age 63, owns a residence in which he has 
lived for 28 years. The residence is destroyed by fire on August 8, 2009. The adjusted basis 
is $130,000, and the fair market value is $300,000. Cisco receives insurance proceeds of 
$300,000 for the residence on September 1, 2009. He is trying to decide whether to 
purchase a comparable house. He anticipates that he will retire in two years and will 
move to a warmer Climate where he will rent in case he decides to live in different places. 
a. Advise Cisco of the tax consequences of replacing versus not replacing the residence. 
b. Which do you recommend to him? 

c. How would your answer in (a) change if the fair market value and insurance pro- 


ceeds received were $500,000? 
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59. L0.4,6 Tina, age 28, has owned her principal residence (adjusted basis of $175,000) for 


five years. During the first three years of ownership, she occupied it as her principal 

residence. During the past two years, she was in graduate school and rented the 

residence. After graduate school, Tina returned to the same location where she 

previously worked. At this point, she purchased another residence for $300,000 and 

listed her old residence for sale at $240,000. Due to a slow real estate market, 11 months 

later Tina finally receives an offer of $230,000. 

a. What is Tina’s recognized gain if she immediately accepts the $230,000 offer (i.e., 
11 months after the listing date)? 

b. What is Tina’s recognized gain if she rejects the $230,000 offer and accepts another 
offer of $240,000 three months later (i.e., 14 months after the listing date) ? 

c. Advise Tina on which offer she should accept (assume she is in the 28% tax bracket). 


60. LO.5 Jeff and Jill are divorced on August 1, 2009. According to the terms of the divorce 


decree, Jeffs ownership interest in the house is to be transferred to Jill in exchange for 

the release of marital rights. The house was separately owned by Jeff and on the date of 

the transfer has an adjusted basis of $175,000 and a fair market value of $200,000. 

a. Does the transfer cause recognized gain to either Jeff or Jill? 

b. What is the basis of the house to Jill? 

c. If instead Jeff sold the house to Jill for $200,000 two months prior to the divorce, 
would either Jeff or Jill have recognized gain? 

d. Which transaction, (a) or (c), would be preferable for Jeff? 


61. LO.5 On September 1, 2009, Marsha sells stock in Orange, Inc., for $60,000. The stock is 
qualified small business stock and was purchased on August 16, 2008, for $42,000. On 
September 30, 2009, Marsha purchases $58,000 of Blue, Inc., also qualified small business 


stock. 
a. What is Marsha’s realized and recognized gain (or loss) on the sale of the Orange 
stock? 


b. What is Marsha’s basis in the Blue stock? 


Jia “At 


CUMULATIVE PROBLEMS 


62. Arnold Young, age 39, is single. He lives at 1507 Iris Lane, Albuquerque, NM 87131. His 
Social Security number is 111-111-1111. Arnold does not wish to have $3 go to the 

Tax t Presidential Election Campaign Fund. 
ar . Arnold was divorced in 2004 after 17 years of marriage. He pays alimony of 


$30,000 a year to his former spouse, Carol. Carol’s Social Security number is 123—45— 
6789. Arnold’s son, Tom, who is age 16, resides with Carol. Arnold pays child support 
of $12,000 per year. Carol has provided Arnold with a signed Form 8332 in which she 
releases the dependency deduction to him for 2008. Tom’s Social Security number is 
123—45-6788. 

Arnold owns a sole proprietorship for which he uses the accrual method of 
accounting. His revenues and expenses for 2008 are as follows: 


Sales revenue $650,000 
Cost of goods sold 395,000 
Salary expense 80,000 
Rent expense 30,000 
Utilities 9,000 
Telephone 5,000 
Advertising 4,000 
Bad debts 6,000 
Depreciation 21,000 
Health insurance* 10,000 
Accounting and legal fees 7,000 
Supplies 1,000 


*$6,000 for employees and $4,000 for Arnold. 
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Other income received by Arnold includes the following: 


Dividend income: 


Swan, Inc. $ 8,000 

Wren, Inc. 4,000 
Interest income: 

First Bank 6,000 

Second Bank 2,500 

City of Asheville bonds 15,000 
Lottery winnings (tickets purchased cost $500) 8,000 


During the year, Arnold and his sole proprietorship had the following property transactions: 

a. Sold Blue, Inc. stock for $39,000 on March 12, 2008. He had purchased the stock on 
September 5, 2005, for $46,000. 

b. Received an inheritance of $150,000 from his Uncle Henry. Arnold used the 
$150,000 to purchase Green, Inc. stock on May 15, 2008. 

c. Received Orange, Inc. stock worth $9,500 as a gift from his Aunt Jane on June 17, 
2008. Her adjusted basis for the stock was $5,000. No gift taxes were paid on the 
transfer. Aunt Jane had purchased the stock on April 1, 2002. Arnold sold the stock 
on July 1, 2008, for $20,000. 

. On July 15, 2008, Arnold sold one-half of the Green, Inc. stock for $60,000. 

e. Arnold was notified on August 1, 2008, that Yellow, Inc. stock he purchased from a 
colleague on September 1, 2007, for $42,500 had become worthless. While he per- 
ceived that the investment was risky, he did not anticipate that the corporation would 
declare bankruptcy. 

f. On August 15, 2008, Arnold received a parcel of land in Phoenix worth $180,000 in 
exchange for a parcel of land he owned in Tucson. Since the Tucson parcel was 
worth $200,000, he also received $20,000 cash. Arnold’s adjusted basis for the Tuc- 
son parcel was $175,000. He originally purchased it on September 18, 2005. 

g. On December 1, 2008, Arnold sold the condominium in which he had been living for 
the past 10 years. The sales price was $480,000, selling expenses were $28,500, and repair 
expenses related to the sale were $9,000. Arnold and Carol had purchased the condo- 
minium as joint owners for $180,000. Arnold had received Carol’s ownership interest as 
part of the divorce proceedings. The fair market value at that time was $240,000. 

Arnold’s potential itemized deductions, exclusive of the aforementioned information, 

are as follows: 


Medical expenses (before the 7.5% floor) $ 8,000 
Property taxes on residence 5,500 
State income taxes 3,000 
Charitable contributions 11,000 
Mortgage interest on residence 8,500 
Sales taxes paid 4,000 


During the year, Arnold makes estimated Federal income tax payments of $18,000. 

Compute Arnold’s lowest net tax payable or refund due for 2008, assuming he 
makes any available elections that will reduce the tax. If you use tax forms for your 
computations, you will need Forms 1040, 4562, 8332, and 8824 and Schedules A, B, C, D, 
and SE. Suggested software: Tax Cut. 


. Tammy Walker, age 37, is a self-employed accountant. Tammy’s Social Security number 
is 123—45-6789. Her address is 101 Glass Road, Richmond, VA 23236. Her income and 


expenses associated with her accounting practice for 2009 are as follows: DECISION MAKING 
ipts during 2009 $ 292,000 
Revenues (cash receipts g ) SOADITCAT ONC 


Expenses 
Salaries $ 95,000 
Office supplies 2,100 
Postage 2,900 
Depreciation of equipment 35,000 
Telephone 800 


$ 135,800 
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Since Tammy is a cash method taxpayer, she does not record her receivables as revenue 
until she receives cash payment. At the beginning of 2009, her accounts receivable were 
$65,000, and the balance had decreased to $20,000 by the end of the year. 

Tammy used one room in her 10-room house as the office for her accounting 
practice (300 square feet out of a total square footage of 3,000). She paid the following 
expenses related to the house during 2009: 


Utilities $4,200 
Insurance 1,800 
Property taxes 4,700 
Repairs 3,000 


Tammy had purchased the house on September 1, 2008, for $290,000 (exclusive of land 
cost). 

Tammy has one child, Thomas, age 16. Thomas’s Social Security number is 123—45— 
6788. Thomas lives with his father during the summer and with Tammy for the rest of the 
year. Tammy can document that she spent $16,000 during 2009 for the child’s support. 
The father normally provides about $9,000 per year, but this year he gave Thomas a new 
car for Christmas. The cost of the car was $20,000. The divorce decree is silent regarding 
the dependency exemption for Thomas. Tammy does not provide her former spouse , 
with a signed Form 8332 for 2009. 5 

Under the terms of the divorce decree, Tammy is to receive alimony of $10,000 per “ 
month. The payments will terminate at Tammy’s death or at her remarriage. 

Tammy provides part of the support of her mother, age 67. Her mother’s Social 
Security number is 123—45-6787. The total support in 2009 for her mother was as follows: 


Social Security benefits $5,200 
From Tammy 2,900 
From Bob, Tammy’s brother 2,000 
From Susan, Tammy's sister 2,200 


Bob and Susan have both indicated their willingness to sign a multiple support waiver 
form if it will benefit Tammy. 

Tammy’s deductible itemized deductions during 2009, excluding any itemized 
deductions related to the house, were $19,000. She made estimated tax payments of 
$98,000. 


Part I—Tax Computation 
Compute Tammy’s lowest net tax payable or refund due for 2009. 


Part 2—Tax Planning 

Tammy and her former husband have been discussing the $10,000 alimony he pays her 
each month. Because his new wife has a health problem, he does not feel that he can 
afford to continue to pay the $10,000 each month. He is in the 15% tax bracket. If Tammy 
will agree to decrease the amount by 25%, he will agree that the amount paid is not ali- 
mony for tax purposes. Assume that the other data used in calculating Tammy’s taxable 
income for 2009 will apply for her 2010 tax return. Write a letter to Tammy that contains 
your advice on whether she should agree to her former husband’s proposal. Also prepare 
a memo for the tax files. 


RESEARCH PROBLEMS 


i. § THOMSON REUTERS Note: Solutions to Research Problems can be prepared by using the Checkpoint® 
Checkpoint® Student Edition Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. Penelope and Stuart have been married for nine years. For the past six 
years, they have lived in the house Penelope owns at 100 Oriena Avenue. In July 2008, 
Stuart purchases the house from Penelope for $350,000. Her adjusted basis for the house is 
$130,000. No closing costs are incurred. 

Penelope and Stuart continue to live in the house until February 2009 when Stuart 
sells it for $390,000. Selling expenses are $12,000. Penelope and Stuart file separate returns 
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in 2009. Determine if Stuart is eligible for the § 121 exclusion and, if so, the amount of the 
exclusion. Also determine his recognized gain. 


Partial list of research aids: 
§ 121(d)(3)(A). 


Research Problem 2. For three years, Amos, a calendar year taxpayer, has owned stock that is 
qualified small business stock under § 1045. The stock has an adjusted basis of $10,000. On 
July 2, 2009, he sells the stock for $100,000. On August 3, 2009, he uses the sales proceeds of 
$100,000 to purchase other qualified small business stock. If possible, Amos would like to 
defer any recognized gain on the sale of the stock. Advise Amos on the tax consequences of 


the sale and the subsequent purchase and the procedure he must follow to achieve his 
deferral objective. 


Research Problem 3. April owned an annuity contract (cash balance of $250,000) issued by 
Teal Insurance Company. She decides to switch to an annuity contract issued by Brown 
Insurance Company. To make the change, April instructed Teal to cash out her annuity by 
issuing a check to Brown. Teal refused to do so and issued a check for $250,000 payable to 
April. 

April intended that the exchange of annuity contracts qualify for tax deferral 
treatment under § 1035(a) (3). Consequently, rather than depositing or cashing the check 
from Teal, she endorsed it and sent it to Brown. 

On audit, an IRS agent contends that the transaction does not qualify under 
§ 1035(a)(3). For tax deferral to apply, the initial annuity contract must be directly 
exchanged for the new annuity contract. Evaluate the positions of the parties. 


Research Problem 4. Milly and Doug carried out a § 1031 exchange on September 1, 2009. 
They transferred to Asa a parcel of land (adjusted basis of $375,000; fair market value of 
$600,000). Once the like-kind property to be received was identified, Asa was to purchase it 
for them. On October 1, they identified two parcels of land, one located near Austin and 
the other located near Fort Worth. Either of the parcels was acceptable, although their 
preference was for the Austin property. 

Asa entered into negotiations with the owner of the Austin parcel and expected to 
close the deal well before the end of the year. The closing was scheduled for December 15, 
2009. Shortly before the scheduled closing, the owner of the Austin parcel raised the 
purchase price, and the deal fell through. Asa began negotiations with the owner of the 
Fort Worth parcel and purchased it for Milly and Doug on January 1, 2010. 

Determine the tax consequences of this exchange for Milly and Doug. 


Research Problem 5. Taylor owns a 150-unit motel that was constructed in the late 1960s. It is 
located on 10 acres on the main highway leading into the city. Taylor renovated the motel 
three years ago. 

Taylor’s motel is condemned by the city, which is going to use 2 of the 10 acres for a 
small park. The other 8 acres are to be sold to a timeshare developer who intends to build 
400 units on the property. The developer has already secured approval from the city 
planning commission. 

Taylor’s attorney advises him not to contest the condemnation of the 2 acres for the 
park. Under the eminent domain provision, the city does have the right to take “private 
property for public use.” However, the attorney advises Taylor to contest the 
condemnation of the remaining property. According to the attorney, the city does not 
have the right to take “private property for private use.” 

The city’s position is that the condemnation will result in a substantial number of new 
jobs and additional tax revenue for the city. 

Will Taylor be successful if he follows the attorney's advice? 


Research Problem 6. Walter Albers, a physician, and his wife Maud owned and occupied a 
house in Hampton, Virginia, from 2003 through 2006. Dr. Albers’s medical practice was 
located in a rental office building in Hampton. 

In January 2007, Walter accepted employment in a medical practice in Richmond 
(75 miles from Hampton). During the same month, he and Maud purchased a home in 
Richmond that they occupied in February 2007. They did not sell the Hampton home 
because they planned to live there after retirement. Walter became dissatisfied with his 
employment in Richmond, so he quit and became a partner in a three-physician medical 
practice in West Point, Virginia (75 miles from Hampton and 30 miles from Richmond). 
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Maud moved back into the Hampton residence. Walter commuted daily to his medical 
practice in West Point from either the residence in Richmond or the residence in 
Hampton. He normally spent four nights each week with Maud in the Hampton house and © 
three nights each week by himself in the Richmond house. Maud occasionally spent a few 
nights at the Richmond residence during the periods Walter was there. They did not sell 
the Richmond house because it was closer to Walter’s West Point office. 

Even though Maud moved back to the Hampton house and Walter lived there part of 
the time, they retained the following associated with the Richmond house: 


® Address listed on their Federal and state income tax returns. 

Address listed on their driver’s licenses, automobile registrations, and voter registra- 
tion cards. 

e Address listed for their bills and correspondence. 

® Location of their bank accounts. 


They continued to use the Richmond address so that they would have a single address 
for all their correspondence. Though Maud attended church in Hampton, Walter was not 
a member. 

In October 2009, Walter retired, and the Albers moved to Tucson. They listed both 
houses for sale. The closing for the Hampton house was on December 15, 2009, and 
resulted in a realized gain of $650,000. On their 2009 Form 1040, they reported a 
recognized gain of $150,000 ($650,000 — $500,000 § 121 exclusion). 

The IRS has concluded that the sale does not qualify for § 121 treatment because the 
Hampton house was not the principal residence of Walter and Maud for at least two years 
during the five-year period ending December 15, 2009. Evaluate the positions of the Albers 
and the IRS. 


Use the tax resources of the Internet to address the following questions. Do not restrict 
your search to the World Wide Web, but include a review of newsgroups and general 
reference materials, practitioner sites and resources, primary sources of the tax law, 
chat rooms and discussion groups, and other opportunities. 


a INTERNET 
= bs activity 


Research Problem 7. Find two newspaper stories about transactions to which you believe the 
involuntary conversion rules could apply. Do not limit your search to individual taxpayers. 


Research Problem 8. A number of public policy think tanks, taxpayer unions, and other 
private interest groups have proposed changes to the tax rules that apply to like-kind 
exchanges of realty. Summarize several of these proposals, including your assessment of 
the motivations underlying the suggested changes. 


Research Problem 9. Find and print a Form 8824, Like Kind Exchanges. Fill in the form as 
part of the requirements for Problem 35. 


—e eo 


LEARNING OBJECTIVES 


After completing Chapter 16, you should be able to: 


LO.1 


Understand the rationale for separate 
reporting of capital gains and losses. 


L0.2 


Distinguish capital assets from 
ordinary assets. 


LO.3 


Understand the relevance of a sale or 
exchange to classification as a capital 
gain or loss and apply the special rules 
for the capital gain or loss treatment 
of the retirement of corporate 
obligations, options, patents, 
franchises, and lease cancellation 
payments. 


L0.4 

Determine whether the holding 
period for a capital asset is long term 
or short term. 


Property Transactions: 


Capital Gains and Losses 


LO.5 


Describe the beneficial tax treatment 
for capital gains and the detrimental 
tax treatment for capital losses for 
noncorporate taxpayers. 


L0.6 


Describe the tax treatment for capital 
gains and the detrimental tax 
treatment for capital losses for 
corporate taxpayers. 


L0.7 

Identify tax planning opportunities 
arising from the sale or exchange of 
capital assets. 
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Income (broadly conceived)... 0... 2. ceev sess e cae aa cee ne ene oeumele maleialets abel iaseys 


FRAMEWORK: 


T F i LOSSUEXCIUSIONS =... casa ap Gghatiemi: set cutas -amenen Steet SP Fo oe (X,XXX) 
ax ormuta GrOSS INCOMG=. 2. ce pan wana ate ns A Edis ine ROI ec rca 6 bec moe Ae $XX, XXX 
for Individuals Less: Deductions for adjusted gross income ..........+2+eeeeeeeeeeeeees Sindee 


“42. Business ir income or F (loss). Attach Schedule Cc or C- re 


This framework for individual 


ot ore : sos Bs ae 13 Capital gain or (loss). Attach Schedule D if required. If not required, hee a 
ves ney hee ee ihe 14 Other gas or (losses). Attach ae 4797 . ° 
| (ula inet es Sass Es | Adjusted Gross INCOMG.).sc. gsi di. bts es pee $ XX,xxX 
4 i Sores ae Less: The greater of total itemized deductions or the standard deduction ................. (X,XXX) 
“a Bee the caine at Coan Personal and dependency exemptionS..........2-..0+seeeeeeeeeeee sees ene e ees (X,XXX) 
41040 where the results are Taxable INCOME... vaeecs een ae ces cans eels a0 + 50s Oe one rr $ XX,XXX 
Tax on taxable income (see Tax Tables or Tax Rate Schedules) ........0cscceeeeeees $ X,XXX 


reported. 


44 — Tax (see page 36). Check if any tax is from: a L] Form(s) 8814 b L] Form 4972 


Less: Tax credits (including income taxes withheld and prepaid) ...................--06- 
Tax due (OFrenund)) eo ee eee cee See re ce Soe ciles =) SOE eee eee 


THE BIG PICTURE 


MANAGING Maurice has come to you for tax advice regarding his investments. He inherited 
$500,000 from his Uncle Joe. A financial adviser suggested he make the following 
CAPITAL ASSET investments, which he did nine months ago. 


TRANSACTIONS ° $200,000 in the stock of Purple, a publicly held bank that follows a policy 
of not paying dividends. At one time, the stock had appreciated to 
$300,000, but now it is worth only $210,000. Maurice is considering 
unloading this stock. 

° $50,000 for a 50 percent interest in a patent a college roommate had obtained 
for a special battery he had developed to power “green” cars. To date, the 
friend has been unable to market the battery to an auto manufacturer or sup- 
plier, but he has high hopes of doing so given the current price of gasoline. 

® $150,000 in tax-exempt bonds. The interest rate is only 3 percent. Maurice 


is considering moving this money into taxable bonds that pay 3.5 percent. 
* $100,000 for a 10 percent ownership interest as a limited partner in a real ? 
estate development. Lots in the development are selling well. = 
Maurice read an article that talked about the beneficial tax rates for capital assets = 


and dividends. He really liked the part about “costless” capital gains, although he did ss 
not understand it. i 
Maurice has retained his job as a toll booth operator at the municipal airport. His 


annual compensation is $35,000. He likes the job and has met some really interesting 
people there. 


Respond to Maurice’s inquiries. 
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16.1 GENERAL CONSIDERATIONS ness 


RATIONALE FOR SEPARATE REPORTING OF CAPITAL 
GAINS AND LOSSES 


Fourteen years ago, a taxpayer purchased 100 shares of IBM stock for $17 a share. 
This year the taxpayer sells the shares for $118 a share. Should the $101 per share 
gain receive any special tax treatment? The $101 gain has built up over 14 years, so it 
may not be fair to tax it the same as income that was all earned this year. 

What if the stock had been purchased for $118 per share and sold for $17 a share? 
Should the $101 loss be fully deductible? The tax law has an intricate approach to 
answering these investment activity—related questions. 

As you study this chapter, keep in mind that how investment-related gains and 
losses are taxed can dramatically affect whether taxpayers make investments and 
which investments are made. Except for a brief discussion in Chapter 3, earlier chap- 
ters dwelt on how to determine the amount of gain or loss from a property disposi- 
tion, but did not discuss the classification of gains and losses. This chapter will focus 
on that topic. 

The tax law requires capital gains and capital losses to be separated from other 
types of gains and losses. There are two reasons for this treatment. First, long-term 
capital gains may be taxed at a lower rate than ordinary gains. An alternative tax com- 
putation is used to determine the tax when taxable income includes net long-term 
capital gain. Capital gains and losses must therefore be matched with one another 
to see if a net long-term capital gain exists. The alternative tax computation is 
discussed later in the chapter under Tax Treatment of Capital Gains and Losses of 
Noncorporate Taxpayers. 

The second reason the Code requires separate reporting of gains and losses and a 
determination of their tax character is that a net capital loss is only deductible up to 
$3,000 per year. Excess loss over the annual limit carries over and may be deductible 
in a future tax year. Capital gains and losses must be matched with one another to 
see if a net capital loss exists. 

For these reasons, capital gains and losses must be distinguished from other types 
of gains and losses. Most of this chapter and the next chapter describe the intricate 
rules for determining what type of gains and losses the taxpayer has. 

As a result of the need to distinguish and separately match capital gains and 
losses, the individual tax forms include very extensive reporting requirements for 
capital gains and losses. This chapter explains the principles underlying the forms. 
The forms are illustrated with an example at the end of the chapter. 


GENERAL SCHEME OF TAXATION 


Recognized gains and losses must be properly classified. Proper classification 
depends upon three characteristics: 


e The tax status of the property. 
e The manner of the property’s disposition. 
e The holding period of the property. 


The three possible tax statuses are capital asset, § 1231 asset, or ordinary asset. 
Property disposition may be by sale, exchange, casualty, theft, or condemnation. 

There are two holding periods: short term and long term. The short-term hold- 
ing period is one year or less. The long-term holding period is more than one 
year. 

The major focus of this chapter is capital gains and losses. Capital gains and losses 
usually result from the disposition of a capital asset. The most common disposition is 
a sale of the asset. Capital gains and losses can also result from the disposition of 


§ 1231 assets, which is discussed in Chapter 17. 


LO0.1 


Understand the rationale for 


separate reporting of capital 
gains and losses. 


16-3 


16-4 PART V 


Property Transactions 


Until recently the New York Stock Exchange (NYSE) was not 
a corporation. Instead, it was a partnership owned by its mem- 
bers. Although a membership in the NYSE was a very valuable 
asset (in 2005 a membership was transferred for $3 million), 
the market for these memberships was limited. Transfer of a 
membership from one person to another had to be approved 
by the other members of the partnership, and that approval 


A Private Entity BECOMES A PuBLic CORPORATION — ; 
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The members of the NYSE partnership transferred their part- : 
nership interests for shares in Archipelago Holdings and, with | 
proper tax planning, had no recognized gain on the transac- _ 
tion. After this transaction, anyone could own an interest in 
the NYSE by buying the shares of Archipelago. This transac- _ 
tion spawned many similar transactions involving other 
exchanges, including the Chicago Board of Trade. In addition, _ 


was sometimes hard to get. In 2006, the NYSE merged with 
Archipelago Holdings, Inc., a publicly traded corporation. 


mergers and acquisitions of exchanges across the globe have _ 
become very common. a “ 


DEFINITION OF A CAPITAL ASSET 


Personal use assets and investment assets are the most common capital assets owned 
by individual taxpayers. Personal use assets usually include items such as clothing, 
recreational equipment, a residence, and automobiles. Investment assets usually 
include investments in mutual funds, corporate stocks and bonds, government 
bonds, and vacant land. Remember, however, that losses from the sale or exchange 
of personal use assets are not recognized. Therefore, the classification of such losses 
as capital losses can be ignored. 

Due to the historical preferential treatment of capital gains, taxpayers have pre- 
ferred that gains be capital gains rather than ordinary gains. As a result, a great many 
statutes, cases, and rulings have accumulated in the attempt to define what is and 
what is not a capital asset. 

Capital assets are not directly defined in the Code. Instead, § 1221(a) defines what 
is not a capital asset. A capital asset is property held by the taxpayer (whether or not it 
is connected with the taxpayer’s business) that is not any of the following: 


L0.2 


Distinguish capital assets from 
ordinary assets. 


° Inventory or property held primarily for sale to customers in the ordinary 
course of a business. The Supreme Court, in Malat v. Riddell, defined 
primarily as meaning of first importance or principally." 

e Accounts and notes receivable acquired from the sale of inventory or 
acquired for services rendered in the ordinary course of business. 

e Depreciable property or real estate used in a business. 

° Certain copyrights; literary, musical, or artistic compositions; or letters, 
memoranda, or similar property held by (1) a taxpayer whose efforts cre- 
ated the property; (2) in the case of a letter, memorandum, or similar 
property, a taxpayer for whom it was produced; or (3) a taxpayer in whose 
hands the basis of the property is determined, for purposes of determining 
gain from a sale or exchange, in whole or in part by reference to the basis 
of such property in the hands of a taxpayer described in (1) or (2). When 
a sale or exchange involves musical compositions or copyrights in musical 
works either (1) created by the taxpayer’s personal efforts or (2) having a 
basis determined by reference to the basis in the hands of a taxpayer whose 
personal efforts created the compositions or copyrights, the taxpayer may 
elect to treat the sale or exchange as the disposition of a capital asset.” 


166-1 USTC 9317, 17 AFTR2d 604, 86 S.Ct. 1030 (USSC, 1966). °§ 1221(b)(3). 
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e U.S. government publications that are (1) received by a taxpayer from 
the U.S. government other than by purchase at the price at which they 
are offered for sale to the public or (2) held by a taxpayer whose basis, for 
purposes of determining gain from a sale or exchange, is determined by 
reference to a taxpayer described in (1). 


e Supplies of a type regularly used or consumed in the ordinary course of a 
business. 


The Code defines what is not a capital asset. From the preceding list, it is apparent 
that inventory, accounts and notes receivable, supplies, and most fixed assets of a 
business are not capital assets. Often, the only business asset that is a capital asset is 
goodwill. The following discussion provides further detail on each part of the capital 
asset definition. 


Inventory 
What constitutes inventory is determined by the taxpayer’s business. 


16-5 


Green Company buys and sells used cars. Its cars are inventory. Its gains from the sale of RAMEE 


the cars are ordinary income. @ 


Soong sells her personal use automobile at a $500 gain. The automobile is a personal PR MAMELE 2 


use asset and, therefore, a capital asset. The gain is a capital gain. @ 


Accounts and Notes Receivable 


Collection of an accrual basis account receivable usually does not result in a gain 
or loss because the amount collected equals the receivable’s basis. The sale of an 
account or note receivable may generate a gain or loss, and the gain or loss is 
ordinary because the receivable is not a capital asset. The sale of an accrual basis 
receivable may result in a gain or loss because it will probably be sold for more 
or less than its basis. A cash basis account receivable has no basis. Sale of such a 
receivable generates a gain. Collection of a cash basis receivable generates ordi- 
nary income rather than a gain. A gain usually requires a sale of the receivable. 
See the discussion of Sale or Exchange later in this chapter. 


Oriole Company has accounts receivable of $100,000. Because it needs working capital, PMX AMELE 3 


it sells the receivables for $83,000 to a financial institution. If Oriole is an accrual basis 
taxpayer, it has a $17,000 ordinary loss. Revenue of $100,000 would have been 
recorded and a $100,000 basis would have been established when the receivable was 
created. If Oriole is a cash basis taxpayer, it has $83,000 of ordinary income because it 
would not have recorded any revenue earlier; thus, the receivable has no tax basis. @ 


Business Fixed Assets 

Depreciable personal property and real estate (both depreciable and nondepreci- 
able) used by a business are not capital assets. Thus, business fixed assets are generally 
not capital assets. 

The Code has a very complex set of rules pertaining to such property. One of 
these rules is discussed under Real Property Subdivided for Sale in this chapter; the 
remainder of the rules are discussed in Chapter 17. Although business fixed assets 
are not capital assets, a long-term capital gain can sometimes result from their sale. 
Chapter 17 discusses the potential capital gain treatment for business fixed assets 


under § 1231. 


Copyrights and Creative Works 

Generally, the person whose efforts led to the copyright or creative work has an ordi- 
nary asset, not a capital asset. Creative works include the works of authors, composers, 
and artists. Also, the person for whom a letter, memorandum, or other similar 
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property was created has an ordinary asset. Finally, a person receiving a copyright, cre- 
ative work, letter, memorandum, or similar property by gift from the creator or the 
person for whom the work was created has an ordinary asset. Note the exception men- 
tioned earlier that permits the taxpayer to elect to treat the sale or exchange of a musi- 
cal composition or a copyright of a musical work as the disposition of a capital asset. 


EXAMPLE ee 7 Wanda is a part-time music composer. A music publisher purchases one of her songs for 


$5,000. Wanda has a $5,000 ordinary gain from the sale of an ordinary asset unless she 
elects to treat the gain as a capital gain. = 


EXAMPLE 32753) Ed received a letter from the President of the United States in 1982. In the current year, 


Ed sells the letter to a collector for $300. Ed has a $300 ordinary gain from the sale of 
an ordinary asset (because the letter was created for Ed). @ 


| EXAMPLE 6. Isabella gives a song she composed to her son. The son sells the song to a music publisher 


for $5,000. The son has a $5,000 ordinary gain from the sale of an ordinary asset unless 
he elects to treat the gain as a capital gain. If the son inherits the song from Isabella, his 
basis for the song is its fair market value at Isabella’s death. In this situation, the song is a 
capital asset because the son’s basis is not related to Isabella's basis for the song. @ 


a. 


(Patents are subject to special statutory rules discussed later in the chapter.) 


INVENTORY OR CAPITAL ASSET? 


Mathias has been the sole proprietor of a clothing store for you (his tax return preparer) to report the liquidation sale 
many years. He intends to retire after holding a “liquidation proceeds as capital gain because he was no longer using 
sale.” He wants to avoid ordinary income from the sale of those assets in a business at the time of the sale, but was 
the business inventory, so he shuts down the store for one holding them for investment. Evaluate the propriety of 
month and then begins the liquidation sale. Mathias tells Mathias’s plan. 


U.S. Government Publications 


U.S. government publications received from the U.S. government (or its agencies) 
for a reduced price are not capital assets. This prevents a taxpayer from later donat- 
ing the publications to charity and claiming a charitable contribution equal to the 
fair market value of the publications. A charitable contribution of a capital asset gen- 
erally yields a deduction equal to the fair market value. A charitable contribution of 
an ordinary asset generally yields a deduction equal to less than the fair market 
value. If such property is received by gift from the original purchaser, the property is 
not a capital asset to the donee. (For a more comprehensive explanation of charita- 
ble contributions of property, refer to Chapter 10.) 


EFFECT OF JUDICIAL ACTION 


Court decisions play an important role in the definition of capital assets. Because the 
Code only lists categories of what are not capital assets, judicial interpretation is 
sometimes required to determine whether a specific item fits into one of those cate- 
gories. The Supreme Court follows a literal interpretation of the categories. For 
instance, corporate stock is not mentioned in § 1221. Thus, corporate stock is usually 
a capital asset. However, what if corporate stock is purchased for resale to customers? 
Then it is inventory and not a capital asset because inventory is one of the categories 
in § 1221. (See the discussion of Dealers in Securities below.) 
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A Supreme Court decision was required to distinguish between capital asset and 
non-capital asset status when a taxpayer who normally did not acquire stock for 
resale to customers acquired stock with the intention of resale.> The Court decided 
that since the stock was not acquired primarily for sale to customers (the taxpayer 
did not sell the stock to its regular customers), the stock was a capital asset. 

Often the crux of the capital asset determination hinges on whether the asset is 
held for investment purposes (capital asset) or business purposes (ordinary asset). 
The taxpayer’s use of the property often provides objective evidence. 


David's business buys an expensive painting. If the painting is used to decorate David's 
office and is not of investment quality, the painting is depreciable and, therefore, not 
a capital asset. If David's business is buying and selling paintings, the painting is inven- 
tory and, therefore, an ordinary asset. If the painting is of investment quality and the 
business purchased it for investment, the painting is a capital asset, even though it 
serves a decorative purpose in David's office. Investment quality generally means 
that the painting is expected to appreciate in value. If David depreciates the painting, 
that would be objective evidence that the painting is held for use in his business, is not 
being held for investment or as inventory, and is not a capital asset. m™ 


Because of the uncertainty associated with capital asset status, Congress has enacted 
several Code Sections to clarify the definition. These statutory expansions of the cap- 
ital asset definition are discussed in the following section. 


STATUTORY EXPANSIONS 


Congress has often expanded the § 1221 general definition of what is nota capital asset. 


Dealers in Securities 


As a general rule, securities (stocks, bonds, and other financial instruments) held by 
a dealer are considered to be inventory and are, therefore, not subject to capital gain 
or loss treatment. A dealer in securities is a merchant (e.g., a brokerage firm) that regu- 
larly engages in the purchase and resale of securities to customers. The dealer must 
identify any securities being held for investment. Generally, if a dealer clearly identi- 
fies certain securities as held for investment purposes by the close of business on the 
acquisition date, gain from the securities’ sale will be capital gain. However, the gain 
will not be capital gain if the dealer ceases to hold the securities for investment prior 
to the sale. Losses are capital losses if at any time the securities have been clearly 
identified by the dealer as held for investment.* 


Tracy is a securities dealer. She purchases 100 shares of Swan stock. If Tracy takes no fur- 


ther action, the stock is inventory and an ordinary asset. If she designates in her records 
that the stock is held for investment, the stock is a capital asset. Tracy must designate 
the investment purpose by the close of business on the acquisition date. If Tracy main- 
tains her investment purpose and later sells the stock, the gain or loss is capital gain or 
loss. If Tracy redesignates the stock as held for resale (inventory) and then sells it, any 
gain is ordinary, but any loss is capital loss. Stock designated as held for investment and 


then sold at a loss always yields a capital loss. = 


Real Property Subdivided for Sale 

Substantial real property development activities may result in the owner being con- 
sidered a dealer for tax purposes. Income from the sale of real estate property lots 1S 
treated as the sale of inventory (ordinary income) if the owner is considered to be a 
dealer. However, § 1237 allows real estate investors capital gain treatment if they 


“Ayhansas Bost v. Comm., 88-1 USTC 9210, 61 AFTR2d 88-655, 108 S.Ct. 971 *$§ 1236(a) and (b) and Reg. § 1.1236-I(a). 
(USSC, 1988). 
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During 2008, many banks and other financial institutions 

took huge financial accounting write-downs on securities that 

consisted of “bundles” of subprime mortgages. (Subprime 

mortgages are loans made to homeowners with weak credit.) of the securities. Thareteré the loss in vali 

lf the financial institution holds these securities as invest- will not be recognized for tax purposes until the securities 
ments, they are capital assets. If the financial institution are transferred in a sale or exchange. Pa 


engage only in limited development activities. To be eligible for § 1237 treatment, the a 
following requirements must be met: = 


e The taxpayer may not be a corporation. 

e The taxpayer may not be a real estate dealer. 

e No substantial improvements may be made to the lots sold. Substantial 
generally means more than a 10 percent increase in the value of a lot. 
Shopping centers and other commercial or residential buildings are con- 
sidered substantial, while filling, draining, leveling, and clearing opera- 
tions are not. 

e The taxpayer must have held the lots sold for at least 5 years, except for 
inherited property. The substantial improvements test is less stringent if 
the property is held at least 10 years. 


If the preceding requirements are met, all gain is capital gain until the tax year in 
which the sixth lot is sold. Sales of contiguous lots to a single buyer in the same trans- 
action count as the sale of one lot. Beginning with the tax year the sixth lot is sold, 
some of the gain may be ordinary income. Five percent of the revenue from lot sales 
is potential ordinary income. That potential ordinary income is offset by any selling 
expenses from the lot sales. Practically, sales commissions often are at least 5 percent 
of the sales price, so none of the gain is treated as ordinary income. 

Section 1237 does not apply to losses. A loss from the sale of subdivided real prop- 
erty is an ordinary loss unless the property qualifies as a capital asset under § 1221. 
The following example illustrates the application of § 1237. 


Eee SS ee Jack owns a large tract of land and subdivides it for sale. Assume Jack meets all the 


requirements of § 1237 and during the tax year sells the first 10 lots to 10 different 
buyers for $10,000 each. Jack’s basis in each lot sold is $3,000, and he incurs total selling 
expenses of $4,000 on the sales. Jack’s gain is computed as follows: 


Selling price (10 x $10,000) $100,000 
Less: Selling expenses (10 x $400) (4,000) 
Amount realized $ 96,000 
Basis (10 x $3,000) (30,000) 
Realized and recognized gain $ 66,000 


Classification of recognized gain: 
Ordinary income 


Five percent of selling price (5% x $100,000) $ 5,000 
Less: Selling expenses (4,000) 
Ordinary gain 1,000 
Capital gain $ 65,000 
Nonbusiness Bad Debts 


A loan not made in the ordinary course of business is classified as a nonbusiness re- 
ceivable. In the year the receivable becomes completely worthless, it is a nonbusiness 
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bad debt, and the bad debt is treated as a short-term capital loss. Even if the receivable 
was outstanding for more than one year, the loss is still a short-term capital loss. 
Chapter 7 discusses nonbusiness bad debts more thoroughly. 


16.3 SALE OR EXCHANGE 


Recognition of capital gain or loss usually requires a sale or exchange of a capital 
asset. The Code uses the term sale or exchange, but does not define it. Generally, a 
property sale involves the receipt of money by the seller and/or the assumption by 
the purchaser of the seller’s liabilities. An exchange involves the transfer of property 
for other property. Thus, an involuntary conversion (casualty, theft, or condemna- 
tion) is not a sale or exchange. In several situations, the determination of whether 
a sale or exchange has taken place has been clarified by the enactment of Code 
Sections that specifically provide for sale or exchange treatment. 

Recognized gains or losses from the cancellation, lapse, expiration, or any other 
termination of a right or obligation with respect to personal property (other than 
stock) that is or would be a capital asset in the hands of the taxpayer are capital gains 
or losses.” See the discussion under Options later in the chapter for more details. 


WORTHLESS SECURITIES AND § 1244 STOCK 


Occasionally, securities such as stock and, especially, bonds may become worthless 
due to the insolvency of their issuer. If such a security is a capital asset, the loss is 
deemed to have occurred as the result of a sale or exchange on the last day of the tax 
year.° This last-day rule may have the effect of converting what otherwise would have 
been a short-term capital loss into a long-term capital loss. (See Treatment of Capital 
Losses later in this chapter.) Worthless securities are discussed in Chapter 7 at pages 
7-6, 7-7, and 7-26. 

Section 1244 allows an ordinary deduction on disposition of stock at a loss. The 
stock must be that of a small business company, and the ordinary deduction is lim- 
ited to $50,000 ($100,000 for married individuals filing jointly) per year. For a more 
detailed discussion, refer to Chapter 7. 


SPECIAL RULE—RETIREMENT OF CORPORATE OBLIGATIONS 


A debt obligation (e.g., a bond or note payable) may have a tax basis in excess of or 
less than its redemption value because it may have been acquired at a premium or 
discount. Consequently, the collection of the redemption value may result in a loss 
or gain. Generally, the collection of a debt obligation is treated as a sale or exchange.’ 
Therefore, any loss or gain can be a capital loss or capital gain because a sale or 
exchange has taken place. However, if the debt obligation was issued by a human 
being prior to June 9, 1997, and/or purchased by the taxpayer prior to June 9, 1997, 
the collection of the debt obligation is not a sale or exchange. 


Fran acquires $1,000 of Osprey Corporation bonds for $980 in the open market. If the 
bonds are held to maturity, the $20 difference between Fran’s collection of the $1,000 
redemption value and her cost of $980 is treated as capital gain. If the obligation had 
been issued to Fran by an individual prior to June 9, 1997, her $20 gain would be ordi- 
nary, since she did not sell or exchange the debt. # 


2g 1234A. § 1271. 
°§ 165(g)(1). 


EXAMPLE 10 


LO.3 


Understand the relevance of a 
sale or exchange to classification 
as a capital gain or loss and 
apply the special rules for the 


capital gain or loss treatment of 
the retirement of corporate 
obligations, options, patents, 
franchises, and lease 
cancellation payments. 
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Original Issue Discount 


The benefit of the sale or exchange exception that allows a capital gain from the col- 
lection of certain obligations is reduced when the obligation has original issue dis- 
count. Original issue discount (OID) arises when the issue price of a debt obligation is 
less than the maturity value of the obligation. OID must generally be amortized over 
the life of the debt obligation using the effective interest method. The OID amortiza- 
tion increases the basis of the bond. Most new publicly traded bond issues do not 
carry OID since the stated interest rate is set to make the market price on issue the 
same as the bond’s face amount. In addition, even if the issue price is less than the 
face amount, the difference is not considered to be OID if the difference is less than 
one-fourth of 1 percent of the redemption price at maturity multiplied by the num- 
ber of years to maturity.® 

In the case where OID does exist, it may or may not have to be amortized, 
depending upon the date the obligation was issued. When OID is amortized, the 
amount of gain upon collection, sale, or exchange of the obligation is correspond- 
ingly reduced. The obligations covered by the OID amortization rules and the 
method of amortization are presented in §§ 1272-1275. Similar rules for other obli- 
gations can be found in §§ 1276-1288. 


| EXAMPLE 21 0 | Jerry purchases $10,000 of newly issued White Corporation bonds for $6,000. The 


bonds have OID of $4,000. Jerry must amortize the discount over the life of the bonds. 
The OID amortization increases his interest income. (The bonds were selling at a dis- 
count because the market rate of interest was greater than the bonds’ interest rate.) 
After Jerry has amortized $1,800 of OID, he sells the bonds for $8,000. Jerry has a capital 
gain of $200 [$8,000 — ($6,000 cost + $1,800 OID amortization)]. The OID amortization 
rules prevent him from converting ordinary interest income into capital gain. Without 
the OID amortization, Jerry would have capital gain of $2,000($8,000 — $6,000 cost). = 


OPTIONS 


Frequently, a potential buyer of property wants some time to make the purchase de- 
cision, but wants to control the sale and/or the sale price in the meantime. Options 
are used to achieve these objectives. The potential purchaser (grantee) pays the 
property owner (grantor) for an option on the property. The grantee then becomes 
the option holder. The option usually sets a price at which the grantee can buy the 
property and expires after a specified period of time. 


Sale of an Option 


A grantee may sell or exchange the option rather than exercising it or letting it 
expire. Generally, the grantee’s sale or exchange of the option results in capital gain 
or loss if the option property is (or would be) a capital asset to the grantee.” 


EXAMPLE. 


Rosa wants to buy some vacant land for investment purposes. She cannot afford the full 
purchase price. Instead, she convinces the landowner (grantor) to sell her the right to 
purchase the land for $100,000 anytime in the next two years. Rosa (grantee) pays $3,000 
to obtain this option to buy the land. The option is a capital asset for Rosa because if she 
actually purchased the land, the land would be a capital asset. Three months after pur- 
chasing the option, Rosa sells it for $7,000. She has a $4,000 ($7,000 — $3,000) short-term 
capital gain on this sale since she held the option for one year or less. m 


Failure to Exercise Options 


If an option holder (grantee) fails to exercise the option, the lapse of the option is 
considered a sale or exchange on the option expiration date. Thus, the loss is a 


8§ 1s 


no 
~I 


3(a)(3). °§ 1234(a) and Reg. § 1.1234-1(a)(1). Stock options are discussed in Chapter 19. 
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capital loss if the property subject to the option is (or would be) a capital asset in the 
hands of the grantee. 

The grantor of an option on stocks, securities, commodities, or commodity futures 
receives short-term capital gain treatment upon the expiration of the option. 
Options on property other than stocks, securities, commodities, or commodity 
futures result in ordinary income to the grantor when the option expires. For exam- 
ple, an individual investor who owns certain stock (a capital asset) may sell a call 
option, entitling the buyer of the option to acquire the stock at a specified price 
higher than the value at the date the option is granted. The writer of the call receives 
a premium (e.g., 10 percent) for writing the option. If the price of the stock does not 
increase during the option period, the option will expire unexercised. Upon the ex- 
piration of the option, the grantor must recognize short-term capital gain. These 
provisions do not apply to options held for sale to customers (the inventory of a 
securities dealer). 


Exercise of Options by Grantee 


If the option is exercised, the amount paid for the option is added to the optioned 
property’s selling price. This increases the gain (or reduces the loss) to the grantor 
resulting from the sale of the property. The grantor’s gain or loss is capital or ordi- 
nary depending on the tax status of the property. The grantee adds the cost of the 
option to the basis of the property purchased. 


16-11 


On September 1, 2005, Wes purchases 100 shares of Eagle Company stock for $5,000. PEXAMPLE 3 | 


On April 1, 2009, he writes a call option on the stock, giving the grantee the right to 
buy the stock for $6,000 during the following six-month period. Wes (the grantor) 
receives a call premium of $500 for writing the call. 


e If the call is exercised by the grantee on August 1,.2009, Wes has $1,500 
($6,000 + $500 — $5,000) of long-term capital gain from the sale of the stock. 
The grantee has a $6,500($500 option premium + $6,000 purchase price) ba- 
sis for the stock. 

e Assume that Wes decides to sell his stock prior to exercise for $6,000 and 
enters into a closing transaction by purchasing a call on 100 shares of Eagle 
Company stock for $5,000. Since the Eagle stock is selling for $6,000, Wes 
must pay a call premium of $1,000. He recognizes a $500 short-term capital 
loss [$1,000 (call premium paid) — $500 (call premium received)] on the clos- 
ing transaction. On the actual sale of the Eagle stock, Wes has a long-term 
capital gain of $1,000 [$6,000 (selling price) — $5,000 (cost)]. The grantee is 
not affected by Wes’s closing transaction. The original option is still in exis- 
tence, and the grantee’s tax consequences will depend on what action the 
grantee takes—exercising the option, letting the option expire, or selling 
the option. 

e Assume that the original option expired unexercised. Wes has a $500 short- 
term capital gain equal to the call premium received for writing the option. 
This gain is not recognized until the option expires. The grantee has a loss 
from expiration of the option. The nature of the loss will depend upon 
whether the option was a capital asset or an ordinary asset. ™ 


Concept Summary 16.1 summarizes the rules for options. 


PATENTS 

Transfer of a patent is treated as the sale or exchange of a long-term capital asset 
when all substantial rights to the patent (or an undivided interest that includes all 
such rights) are transferred by a holder.'° The transferor/holder may receive pay- 
ment in virtually any form. Lump-sum or periodic payments are most common. The 


0g 1935, 
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Oe 1 Options 


Grantor ; 


Option is granted. Receives value and has acontract obligation _ 


(a liability). : 
Option expires. Has a short-term capital gain if the option 


property is stocks, securities, commodities, 
or commodity futures. Otherwise, gain is 
ordinary income. 


Option is exercised. Amount received for option increases 
proceeds from sale of the option property. 
Option is sold or Result depends upon whether option later Could have gain or loss (capital gain orlossif = 
exchanged by grantee. expires or is exercised (see above). option property would have beenacapital 


asset forthe grantee), 


amount of the payments may also be contingent on the transferee/purchaser’s pro- 
ductivity, use, or disposition of the patent. If the transfer meets these requirements, 
any gain or loss is automatically a long-term capital gain or loss. Whether the asset was a 
capital asset for the transferor, whether a sale or exchange occurred, and how lon 
the transferor held the patent are not relevant. 

This special long-term capital gain or loss treatment for patents is intended to 
encourage technological progress. Ironically, authors, composers, and artists are not 
eligible for capital gain treatment when their creations are transferred. Books, songs, 
and artists’ works may be copyrighted, but copyrights and the assets they represent 
are not capital assets. Thus, the disposition of those assets by their creators usually 
results in ordinary gain or loss (unless the exception for musical compositions 
applies, as noted earlier). The following example illustrates the special treatment for 
patents. 


ERAN PE ROM Sg Diana, a druggist, invents a pill-counting machine, which she patents. In consideration 


of a lump-sum payment of $200,000 plus $10 per machine sold, Diana assigns the pat- 
ent to Drug Products, Inc. Assuming Diana has transferred all substantial rights, the 
question of whether the transfer is a sale or exchange of a capital asset is not relevant. 
Diana automatically has a long-term capital gain from both the lump-sum payment 
and the $10 per machine royalty to the extent these proceeds exceed her basis for the 
patent. # 


Substantial Rights 


To receive favorable capital gain treatment, all substantial rights to the patent (or an 
undivided interest in it) must be transferred. All substantial rights to a patent means 
all rights (whether or not then held by the grantor) that are valuable at the time the 
patent rights (or an undivided interest in the patent) are transferred. All substantial 
rights have not been transferred when the transfer is limited geographically within 
the issuing country or when the transfer is for a period less than the remaining life 
of the patent. The circumstances of the entire transaction, rather than merely the 
language used in the transfer instrument, are to be considered in deciding whether 
all substantial rights have been transferred.' 


UReg. § 1.1235-2(b)(1). 
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Assume Diana, the druggist in Example 14, only licensed Drug Products, Inc., to manu- PEXAMPLE 15 | 


facture and sell the invention in Michigan. She retained the right to license the 
machine elsewhere in the United States. Diana has retained a substantial right and is 
not eligible for automatic long-term capital gain treatment. m 


Holder Defined 


The holder of a patent must be an individual and is usually the invention’s creator. A 
holder may also be an individual who purchases the patent rights from the creator 
before the patented invention is reduced to practice. However, the creator’s 
employer and certain parties related to the creator do not qualify as holders. Thus, 
in the common situation where an employer has all rights to an employee’s inven- 
tions, the employer is not eligible for long-term capital gain treatment. More than 
likely, the employer will have an ordinary asset because the patent was developed as 
part of its business. 


FRANCHISES, TRADEMARKS, AND TRADE NAMES 


A mode of operation, a widely recognized brand name (trade name), and a widely 
known business symbol (trademark) are all valuable assets. These assets may be 
licensed (commonly known as franchising) by their owner for use by other businesses. 
Many fast-food restaurants (such as McDonald’s and Taco Bell) are franchises. The 
franchisee usually pays the owner (franchisor) an initial fee plus a contingent fee. 
The contingent fee is often based upon the franchisee’s sales volume. 

For Federal income tax purposes, a franchise is an agreement that gives the fran- 
chisee the right to distribute, sell, or provide goods, services, or facilities within a 
specified area.'* A franchise transfer includes the grant of a franchise, a transfer by 
one franchisee to another person, or the renewal of a franchise. 

A franchise transfer is generally not a sale or exchange of a capital asset. Sec- 
tion 1253 provides that a transfer of a franchise, trademark, or trade name is not a 
transfer of a capital asset when the transferor retains any significant power, right, 
or continuing interest in the property transferred. 


Significant Power, Right, or Continuing Interest 


Significant powers, rights, or continuing interests include control over assignment, quality 
of products and services, and sale or advertising of other products or services, and 
the right to require that substantially all supplies and equipment be purchased from 
the transferor. Also included are the right to terminate the franchise at will and the 
right to substantial contingent payments. Most modern franchising operations 
involve some or all of these powers, rights, or continuing interests. 

In the unusual case where no significant power, right, or continuing interest is 
retained by the transferor, a sale or exchange may occur, and capital gain or loss 
treatment may be available. For capital gain or loss treatment to be available, the 
asset transferred must qualify as a capital asset. 


EXAMPLE 16 _ 


Orange, Inc., a franchisee, sells the franchise to a third party. Payments to Orange are 
not contingent, and all significant powers, rights, and continuing interests are trans- 
ferred. The gain (payments — adjusted basis) on the sale is a capital gain to Orange. @ 


Noncontingent Payments 

When the transferor retains a significant power, right, or continuing interest, the 
transferee’s noncontingent payments to the transferor are ordinary income to the 
transferor. The franchisee capitalizes the payments and amortizes them over 15 years. 
The amortization is subject to recapture under § 1245,'° 


12g 1253(b)(1). : 'SSee Chapter 17 for a discussion of the recapture provisions. 
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ES eee ee Grey Company signs a 10-year franchise agreement with DOH Donuts. Grey (the 


franchisee) makes payments of $3,000 per year for the first 8 years of the franchise 
agreement—a total of $24,000. Grey cannot deduct $3,000 per year as the payments 
are made. Instead, Grey may amortize the $24,000 total over 15 years. Thus, Grey may 
deduct $1,600 per year for each of the 15 years of the amortization period. The same 
result would occur if Grey made a $24,000 lump-sum payment at the beginning of the 
franchise period. Assuming DOH Donuts (the franchisor) retains significant powers, 
rights, or a continuing interest, it will have ordinary income when it receives the pay- 
ments from Grey. @ 


Contingent Payments 

Whether or not the transferor retains a significant power, right, or continuing inter- 
est, contingent franchise payments are ordinary income for the franchisor and an _ 
ordinary deduction for the franchisee. For this purpose, a payment qualifies as a con- 
tingent payment only if the following requirements are met: 


e The contingent amounts are part of a series of payments that are paid at 
least annually throughout the term of the transfer agreement. 

e The payments are substantially equal in amount or are payable under a 
fixed formula. 


ESLER SUN TAK, a spicy chicken franchisor, transfers an eight-year franchise to Otis. TAK retains 


a significant power, right, or continuing interest. Otis, the franchisee, agrees to pay 
TAK 15% of sales. This contingent payment is ordinary income to TAK and a business 
deduction for Otis as the payments are made. 


Sports Franchises 


Professional sports franchises (e.g., the Detroit Tigers) are covered by § 1253.'* 

Player contracts are usually one of the major assets acquired with a sports franchise. 

These contracts last only for the time stated in the contract. By being classified as 

§ 197 intangibles, the player contracts and other intangible assets acquired in the 

purchase of the sports franchise are amortized over a statutory 15-year period.'” 
Concept Summary 16.2 summarizes the rules for franchises. 


LEASE CANCELLATION PAYMENTS 


The tax treatment of payments received for canceling a lease depends on whether 
the recipient is the lessor or the lessee and whether the lease is a capital asset or not. 


Lessee Treatment 


Lease cancellation payments received by a lessee are treated as an exchange.'° Thus, 
these payments are capital gains if the lease is a capital asset. Generally, a lessee’s 
lease is a capital asset if the property (either personalty or realty) is used for the les- 
see’s personal use (e.g., his or her residence). A lessee’s lease is an ordinary asset if 
the property is used in the lessee’s trade or business and the lease has existed for one 
year or less when it is canceled. A lessee’s lease is a § 1231 asset if the property is used 
in the lessee’s trade or business and the lease has existed for more than a year when 
it is canceled.’’ 


Mark owns an apartment building that he is going to convert into an office building. 
Vicki is one of the apartment tenants and receives $1,000 from Mark to cancel the 


48 1253(e). *§ 1241 and Reg. § 1.1241-1(a). 
%§ 197(a). "Reg. § 1.1221-1(b) and PLR 200045019. 
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lad CONCEPT SUMMARY 
ial 4 Franchises 


Effect on : CAs soe 
Franchisee : 


_Franchisor 


Franchisor Retains signifi cant Sewers and Rights 


Noncontingent payment Ordinary income. Capitalized sis amortized over 45 years » 
as an ordinary deduction; if franchise 
-—__ jssold, amortization is subject to- 
recapture under § 1245. | 


Contingent payment Ordinary income. Ordinary deduction. 
Franchisor Does Not Retain Significant Powers and Rights 
Noncontingent payment Ordinary income if franchise rights are an Capitalized and amortized over 15 years 
ordinary asset; capital gain if franchise as an ordinary deduction; if the 
rights are a capital asset (unlikely). franchise is sold, amortization is 
subject to recapture under § 1245. 
Contingent payment Ordinary income. Ordinary deduction. 


lease. Vicki has a capital gain of $1,000 (which is long term or short term depending 
upon how long she has held the lease). Mark has an ordinary deduction of $1,000. = 


Lessor Treatment 


Payments received by a lessor for a lease cancellation are always ordinary income 
because they are considered to be in lieu of rental payments.’ 


Floyd owns an apartment building near a university campus. Hui-Fen is one of the ten- 
ants. Hui-Fen is graduating early and offers Floyd $800 to cancel the apartment lease. 
Floyd accepts the offer. Floyd has ordinary income of $800. Hui-Fen has a nondeducti- 
ble payment since the apartment was personal use property. @ 


16.4 HOLDING PERIOD 


Property must ee held more than one year to qualify for long-term capital gain or L0.4 

loss treatment.'? Property not held for the required long-term period results in Determine whether the holding 
short-term capital gain or loss. To compute the holding period, start counting on the period for a capital asset is long 
day after the property was acquired and include the day of disposition. term or short term. 


Marge purchases a capital asset on January 15, 2008, and sells it on January 16, 2009. 
Marge’s holding period is more than one year. If Marge had sold the asset on January 15, 
2009, the holding period would have been exactly one year, and the gain or loss would 


have been short term. @ 


To be held for more than one year, a capital asset acquired on the last day of any 
month must not be disposed of until on or after the first day of the thirteenth suc- 


ceeding month.” 


8 Hort wu Comm., 2 1 USTC 49354, 25 AFTR 1207, 61 S.Ct. 757 (USSC, 1941): °Rey.Rul. 66-7, 1966-1 C.B. 188. 
eS 222. 
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An individual taxpayer exchanged rental real estate in Mich- 
igan that she had owned for 16 years for rental real estate 
in Florida. The transaction qualified as a nontaxable like- 
kind exchange. Within eight months of acquiring the Flor- 
ida property, the taxpayer sold it when she received a very 
substantial unsolicited offer for the property. The local 
newspaper highlighted the transaction as an example of how 
out-of-state taxpayers were driving up real estate prices by 


How Lona Was THE HoLpING PERIOD FOR THAT PROPERTY? 


buying and quickly reselling Florida property. Even though 


the taxpayer actually owned the Florida property for only 
eight months, her holding period for Federal income tax 
purposes was 16 years and eight months because the hold- 
ing period of the property given up in the like-kind exchange 
is tacked on to the holding period of the property acquired 
in the exchange. 


EXAMPLE 22000 Leo purchases a capital asset on February 28, 2008. If Leo sells the asset on February 28, 


91223: 


EXANPLE 23 


2009, the holding period is one year, and Leo will have a short-term capital gain or loss. 
If Leo sells the asset on March 1, 2009, the holding period is more than one year, and 
he will have a long-term capital gain or loss. @ 


REVIEW OF SPECIAL HOLDING PERIOD RULES 


There are several special holding period rules.*! The application of these rules 
depends on the type of asset and how it was acquired. 


Nontaxable Exchanges 


The holding period of property received in a like-kind exchange includes the hold- 
ing period of the former asset if the property that has been exchanged is a capital 
asset or a § 123] asset. In certain nontaxable transactions involving a substituted ba- 
sis, the holding period of the former property is tacked on to the holding period of 
the newly acquired property. 


Vern exchanges a business truck for another truck in a like-kind exchange. The holding 
period of the exchanged truck tacks on to the holding period of the new truck. @ 


Certain Nontaxable Transactions Involving a Carryover of Another Taxpayer's Basis 


A former owner’s holding period is tacked on to the present owner’s holding period 
if the transaction is nontaxable and the former owner’s basis carries over to the pres- 
ent owner. 


Kareem acquires 100 shares of Robin Corporation stock for $1,000 on December 31, 
2005. He transfers the shares by gift to Megan on December 31, 2008, when the stock is 
worth $2,000. Kareem’s basis of $1,000 becomes the basis for determining gain or loss 
on a subsequent sale by Megan. Megan’s holding period begins with the date the stock 
was acquired by Kareem. @ 


Assume the same facts as in Example 24, except that the fair market value of the shares 
is only $800 on the date of the gift. The holding period begins on the date of the gift if 
Megan sells the stock for a loss. The value of the shares at the date of the gift is used in 
the determination of her basis for loss. If she sells the shares for $500 on April 1, 2009, 
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ye ADRs on U. 5. 


Many non-U.S. companies now have subsidiaries that were formerly U.S. companies. 
For instance, until 2007 Chrysler Corporation was a subsidiary of DaimlerChrysler 
(formed when the German company Daimler-Benz acquired Chrysler). Shares in such 
foreign companies generally cannot be traded directly on U.S. stock exchanges. Instead, 
the foreign companies issue instruments called American Depository Receipts (ADRs) 
that can be traded on U.S. stock exchanges. Purchases and sales of ADRs are treated for 
tax purposes as though the ADRs were shares in the corporation that issued them. 


Re ase ence eat crib Cen creat Be 
Be Ne Se ae 


GLOBAL 


Tax Issues 


SPR: 


Megan has a $300 recognized capital loss, and the holding period is from December 31, 
2008, to April 1, 2009 (thus, the loss is short term). = 


Certain Disallowed Loss Transactions 


Under several Code provisions, realized losses are disallowed. When a loss is disal- 
lowed, there is no carryover of holding period. Losses can be disallowed under § 267 
(sale or exchange between related taxpayers) and § 262 (sale or exchange of per- 
sonal use assets) as well as other Code Sections. Taxpayers who acquire property in a 
disallowed loss transaction will have a new holding period begin and will have a basis 
equal to the purchase price. 


EXAMPLE 26. 


Janet sells her personal automobile at a loss. She may not deduct the loss because it 
arises from the sale of personal use property. Janet purchases a replacement automo- 
bile for more than the selling price of her former automobile. Janet has a basis equal to 
the cost of the replacement automobile, and her holding period begins when she 
acquires the replacement automobile. # 


Inherited Property 

The holding period for inherited property is treated as long term no matter how 
long the property is actually held by the heir. The holding period of the decedent or 
the decedent's estate is not relevant for the heir’s holding period.”” 


EXAMPLE 27. 


Shonda inherits Blue Company stock from her father. She receives the stock on April 1, 
2009, and sells it on November 1, 2009. Even though Shonda did not hold the stock 
more than one year, she receives long-term capital gain or loss treatment on the sale. ™ 


SPECIAL RULES FOR SHORT SALES 


General 
The Code provides special rules for determining the holding period of property sold 
short.*? A short sale occurs when a taxpayer sells borrowed property and repays the 
lender with substantially identical property either held on the date of the sale or pur- 
chased after the sale. Short sales usually involve corporate stock. The seller’s objec- 
tive is to make a profit in anticipation of a decline in the stock’s price. If the price 
declines, the seller in a short sale recognizes a profit equal to the difference between 
the sales price of the borrowed stock and the price paid for the replacement stock. 
A short sale against the box occurs when the stock is borrowed from a broker by a 
seller who already owns the same stock. The box is the safe deposit box where stock 


Ares Tati £ ; si ; , received by gi § 1022 < 

Tn 2010, there will be no estate tax, and not all inherited assets will receive basis and holding period for property received by gift. Bee § 1022 after the 
¥ tvs | holding period. Some inherited assets will have a effective date for this provision in the Tax Relief Reconciliation Act of 2001. 
an automatic long-term gp : Bg 1933, 


“carryover” basis and holding period that are calculated similarly to the 
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owners routinely used to keep stock certificates. Although today stockbrokers gener- 
ally keep stock certificates for their customers, the terminology “short sale against 
the box” is still used. 


BA Sek Chris does not own any shares of Brown Corporation. However, Chris sells 30 shares 


of Brown. The shares are borrowed from Chris’s broker and must be replaced within 
45 days. Chris has a short sale because he was short the shares he sold. He will close the 
short sale by purchasing Brown shares and delivering them to his broker. If the original 
30 shares were sold for $10,000 and Chris later purchases 30 shares for $8,000, he has a 
gain of $2,000. Chris’s hunch that the price of Brown stock would decline was correct. 
Chris was able to profit from selling high and buying low. If Chris had to purchase 
Brown shares for $13,000 to close the short sale, he would have a loss of $3,000. In this 
case, Chris would have sold low and bought high—not the result he wanted! Chris 
would be making a short sale against the box if he borrowed shares from his broker to 
sell and then closed the short sale by delivering other Brown shares he owned at the 
time he made the short sale. @ 


A short sale gain or loss is a capital gain or loss to the extent that the short sale 
property constitutes a capital asset of the taxpayer. The gain or loss is not recognized 
until the short sale is closed. Generally, the holding period of the short sale property 
is determined by how long the property used to close the short sale was held. How- ’ 
ever, if substantially identical property (e.g., other shares of the same stock) is held by 
the taxpayer, the short-term or long-term character of the short sale gain or loss may 
be affected: 


° If substantially identical property has not been held for the long-term 
holding period on the short sale date, the short sale gain or loss is short 
term. 

e If substantially identical property has been held for the long-term holding 
period on the short sale date, the short sale gain is long term if the sub- 
stantially identical property is used to close the short sale and short term 
if it is not used to close the short sale. 

° If substantially identical property has been held for the long-term holding 
period on the short sale date, the short sale loss is long term whether or 
not the substantially identical property is used to close the short sale. 

e If substantially identical property is acquired after the short sale date and 
on or before the closing date, the short sale gain or loss is short term. 


Concept Summary 16.3 summarizes the short sale rules. These rules are intended to 
prevent the conversion of short-term capital gains into long-term capital gains and 
long-term capital losses into short-term capital losses. 


Disposition Rules for Short Sales against the Box 


In a short sale against the box, the taxpayer either owns securities that are substan- 
tially identical to the securities sold short at the short sale date or acquires such 
securities before the closing date. To remove the taxpayer’s flexibility as to when the 
short sale gain must be reported, a constructive sale approach is used. If the taxpayer 
has not closed the short sale by delivering the short sale securities to the broker before 
January 31 of the year following the short sale, the short sale is deemed to have been 
closed on the earlier of two events: 


° On the short sale date if the taxpayer owned substantially identical secur- 
ities at that time. 


* On the date during the year of the short sale that the taxpayer acquired 
substantially identical securities.”* 


248 1959. 
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__ loss regardless of the holding period 
of the securities used to close the 
short sale. ean 
_ If the securities held for the required 
_ long-term holding period are used 
close the short sale, any gain is long 
term. a bh 


For the number of shares sold sho 
holding period of substantially identical 
securities not held long term at the short 
sale date or acquired after the short sale ~ 
date and before the closing date begins 
with the earlier of the date of sale of 
those securities or the closing date of the 
short sale. This holding period rule appli 
in the order of the acquisition dates of the 
substantially identical property 


The basis of the shares in the deemed transfer of shares is used to compute the 
gain or loss on the short sale. Later, when shares are actually transferred to the 
broker to close the short sale, there may be a gain or loss because the shares trans- 
ferred will have a basis equal to the short sale date price and the value at the actual 
short sale closing date may be different from the short sale date price. 


Illustrations 
The following examples illustrate the treatment of short sales and short sales against 


the box. 


On January 4, 2009, Donald purchases five shares of Osprey Corporation common stock 
for $100. On April 14, 2009, he engages ina short sale of five shares of the same stock for 
$150. On August 15, Donald closes the short sale by repaying the borrowed stock with 
_ the five shares purchased on January 4. Donald has a $50 short-term capital gain from 
the short sale because he had not held substantially identical shares for the long-term 


holding period on the short sale date. ™ 
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Recently, the term “short sale” has taken on a meaning in 
real estate transactions that is different from its use with 
regard to securities transactions. A short sale in real estate 
takes place when the mortgage on property exceeds the 
property's fair market value. A property owner in this pre- 
dicament negotiates with the lender to allow the property 
to be sold at its fair market value with the lender accepting 
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~SHorT SALES IN REAL ESTATE 


> 


the sale price in full satisfaction of the mortgage. Lenders 


typically will not negotiate with such property owners until 
the owner has failed to make required mortgage payments 
and foreclosure by the lender is imminent. If the negotia- 
tions are successful, the property owner avoids foreclosure 
but may have debt cancellation income for the difference 
between the mortgage and the sale price. 


EXAMPLE 80 (7 Assume the same facts as in the previous example, except that Donald closes the short 


sale on January 28, 2010, by repaying the borrowed stock with five shares purchased 
on January 27, 2010, for $200. The stock used to close the short sale was not the prop- 
erty purchased on January 4, 2009, but since Donald held short-term property at the 
April 14, 2009 short sale date, the gain or loss from closing the short sale is short term. 
Donald has a $50 short-term capital loss ($200 cost of stock purchased on January 27, 
2010, and a short sale selling price of $150). = 


| EXAMPLE Gio On January 18, 2008, Rita purchases 200 shares of Owl Corporation stock for $1,000. On 


November 11, 2009, she sells short for $1,300 200 shares of Owl Corporation stock that 
she borrows from her broker. On February 10, 2010, Rita closes the short sale by deliver- 
ing the 200 shares of Owl Corporation stock that she had acquired in 2008. On that 
date, Owl Corporation stock had a market price of $3 per share. Since Rita owned sub- 
stantially identical stock on the date of the short sale and did not close the short sale 
before January 31, 2010, she is deemed to have closed the short sale on November 11, 
2009 (the date of the short sale). On her 2009 tax return, she reports a $300 long-term 
capital gain ($1,300 short sale price — $1,000 basis). On February 10, 2010, Rita has a 
$700 short-term capital loss [$600 short sale closing date price (200 shares x $3 per 
share) — $1,300 basis] because the holding period of the shares used to close the short 
sale commences with the date of the short sale. = 


EXAMPLE 32. 


Assume the same facts as in Example 31, except that Rita did not own any Owl Corpora- 


tion stock on the short sale date and acquired the 200 shares of Owl Corporation stock 
for $1,000 on December 12, 2009 (after the November 11, 2009 short sale date). The 
deemed closing of the short sale is December 12, 2009, because Rita held substantially 
identical shares at the end of 2009 and did not close the short sale before January 31, 
2010. Her 2009 short sale gain is a short-term gain of $300 ($1,300 short sale price — 


$1,000 basis), and she still has a short-term capital loss of $700 on February 10, 2010. = 


16.5 Tax TREATMENT OF CAPITAL GAINS AND 


LO.5 


Describe the beneficial tax 
treatment for capital gains and 
the detrimental tax treatment 
for capital losses for 
noncorporate taxpayers. 


___Lossrs or NONCORPORATE TAXPAYERS 


All taxpayers net their capital gains and losses. Short-term gains and losses (if any) 
are netted against one another, and long-term gains and losses (if any) are netted 
against one another. The results will be net short-term gain or loss and net long-term 
gain or loss. If these two net positions are of opposite sign (one is a gain and one isa 
loss), they are netted against one another. 
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Six possibilities exist for the result after all possible netting has been completed. 
Three of these final results are gains, and three are losses. One possible result is a 
net long-term capital gain (NLTCG). Net long-term capital gains of noncorporate 
taxpayers are subject to beneficial treatment. A second possibility is a net short- 
term capital gain (NSTCG). Third, the netting may result in both NLTCG and 
NSTCG. 

The NLTCG portion of these results is eligible for an alternative tax calcula- 
tion. As many as four different tax rates may be used in the calculation—0, 15, 25, and 
28 percent. (For tax years before 2008, the 0 percent alternative rate was 5 percent.) 
The tax savings from the alternative tax calculation range from a low of 10 percent- 
age points (10 percent regular tax rate — 0 percent alternative tax rate) to a high of 
20 percentage points (35 percent regular tax rate — 15 percent alternative tax rate). 
The alternative tax computation is discussed later in the chapter under Alternative 
Tax on Net Capital Gain. 

The last three results of the capital gain and loss netting process are losses. Thus, 
a fourth possibility is a net long-term capital loss (NLTCL). A fifth result is a net 
short-term capital loss (NSTCL). Finally, a sixth possibility includes both an NLTCL 
and an NSTCL. Neither NLTCLs nor NSTCLs are treated as ordinary losses. Treat- 
ment as an ordinary loss generally is preferable to capital loss treatment since ordi- 
nary losses are deductible in full while the deductibility of capital losses is subject to 
certain limitations. An individual taxpayer may deduct a maximum of $3,000 of net 
capital losses for a taxable year.”” 


CAPITAL GAIN AND LOSS NETTING PROCESS 
Holding Periods for Capital Gain and Loss Netting Purposes 


As mentioned earlier in this chapter, there are two holding periods for purposes of 
the capital gain and loss netting process: 


e Short term—Assets held one year or less. 
e Long term—Assets held more than one year. 


Net short-term capital gain is not eligible for any special tax rate. It is taxed at the 
same rate as the taxpayer’s other taxable income. Net long-term capital gain is eligible 
for one or more of four alternative tax rates: 0 percent, 15 percent, 25 percent, and 
28 percent. The 25 percent and 28 percent rates are used only in somewhat unusual 
circumstances, so the discussion below concentrates more heavily on the other two 
rates. The net long-term capital gain components are referred to as the 0%/15 % 
gain, the 25% gain, and the 28 % gain. 

The 25% gain is technically called the unrecaptured § 1250 gain and is related to 
gain from disposition of § 1231 assets. Gains and losses from disposition of § 1231 
assets are discussed in Chapter 17. In this chapter, the discussion will focus only on 
how the 25% gainis taxed and not how it is determined. The 28% gain relates to col- 
lectibles and § 1202 gain (see Chapter 5). Collectibles gain is discussed later in this 
chapter. 

The 0% gain portion of the 0%/15% gain applies when the taxable income 
before taxing the 0%/15% gain does not put the taxpayer out of the 15 percent 
bracket. Once the taxable income (including any portion of the 0%/15% gain 
taxed at 0 percent) puts the taxpayer above the 15 percent bracket, the remain- 
ing portion of the 0%/15% gain is taxed at 15 percent rather than at the regular 
tax rate. 

When the long-term capital gain exceeds short-term capital loss, a net capital 


gain (NCG) exists. Net capital gain qualifies for beneficial alternative tax treatment 
. 26 
(see the coverage later in the chapter). 


268 99 
2§ 1211(b). § 1229(11). 
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EXAMPLE 33 


Since there are both short- and long-term capital gains and losses and because 
the long-term capital gains may be taxed at various rates, an ordering procedure is 
required. The ordering procedure tends to preserve the lowest tax rate long-term 
capital gain when there is a net long-term capital gain. This ordering procedure is 
explained in the steps below and then illustrated by several examples. 


Step 1. Group all gains and losses into short term and 28%, 25%, and 0%/15% 
long term. 

Step 2. Net the gains and losses within each group. 

Step 3. Offset the net 28% and net 25% amounts if they are of opposite sign. 

Step 4. Offset the results after step 3 against the 0%/15% amount if they are of 
opposite sign. If the 0%/15% amount is a loss, offset it against the highest 
taxed gain first. After this step, there is a net long-term capital gain or loss. 
If there is a net long-term capital gain, it may consist of only 28% gain, 
only 25% gain, only 0%/15% gain, or some combination of all of these 
gains. If there is a net long-term capital loss, it is simply a net long-term 
capital loss. 

Step 5. Offset the net short-term amount against the results of step 4 if they 
are of opposite sign. The netting rules offset net short-term capital 
loss against the highest taxed gain first. Consequently, if there is a net 
short-term capital loss and a net gain from step 4, the short-term capi- 
tal loss offsets first the 28% gain, then the 25% gain, and finally the 
0%/15% gain. 


If the result of step 5 is only a short-term capital gain, the taxpayer is not eligible 
for a reduced tax rate. If the result of step 5 is a loss, the taxpayer may be eligible for 
a capital loss deduction (discussed later in this chapter). If there was no offsetting in 
step 5 because the short-term and step 4 results were both gains orif the result of the 
offsetting is a long-term gain, a net capital gain exists, and the taxpayer may be eligi- 
ble for a reduced tax rate. The net capital gain may consist of 28% gain, 25% gain, 
and/or 0%/15 % gain. 

The five steps outlined above can have many unique final results. See Concept 
Summary 16.5 later in the chapter for a summary of the netting rules and how capi- 
tal gains and losses are taxed. The following series of examples illustrates the capital 
gain and loss netting process. 


This example shows how a net short-term capital gain may result from the netting 
process. 


Long-Term Gains and Losses 


Step Short Term 28% 25% 0%/15% Comment 
1 $13,000 $ 12,000 $ 3,000 
(2,000) (20,000) 
$11,000 ($ 8,000) $ 3,000 
3 No 28%/25% netting 
because no opposite 
sign. 
4 3,000 ~ (3,000) Netted because of 
($ 5,000) $ —0O- opposite sign. 
5 (5,000) <— 5,000 The net short-term 
$ 6,000 $ -0O- capital gain is taxed 


Net short-term as ordinary income. 


capital gain 


= 
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This example shows how a net long-term capital gain may result from the netting PEXAMPLE 34 | : 


process. 


ee a ee EL Ee a AL eee ay ee ae 
Long-Term Gains and Losses 


Step Short Term 28% 25% 0%/15% Comment 

1 $ 3,000 $15,000 $4,000 $ 3,000 

(5,000) (7,000) (8,000) 

2 ($ 2,000) $ 8,000 $4,000 ($ 5,000) 

3 No 28%/25% netting 
because no opposite 
sign. 

a (5,000) = 5,000 Netted because of 

$ 3,000 $02 opposite sign. Net 


0%/15% loss is 
netted against 28% 


gain first. 
5 2,000 -— (2,000) The net short-term 
eee $ 1,000 $4,000 capital loss is netted 
ie eRe aR re ae: against 28% gain 
oh eave Bee = first. The songs 
cial ha long-term capital 
gain is $5,000 
($1,000 + $4,000). 
rT] 
This example shows how a net long-term capital loss may result from the netting EXAMPLE 35 | 
process. 
Long-Term Gains and Losses 
Step Short Term 28% 25% 0%/15% Comment 
1 $ 3,000 $ 1,000 $ 3,000 
(8,000) 

2 $ 3,000 $ 1,000 ($ 5,000) 

3 No 28%/25% 
netting because 
no opposite sign. 

4 (1,000) as 1,000 Netted because of 

creo ($ 4,000) opposite sign. 

5 (3,000) _ > 3,000 The net short-term 

Sites ($ 1,000) capital gain is 
<< netted against 
Net the net long- 
long-term term capital loss, 
capital loss EnPithe 
remaining loss is 
eligible for the 
capital loss 
deduction. 
a 


Use of Capital Loss Carryovers 

A short-term capital loss carryover to the current year retains its character as short 
term and is combined with the short-term items of the current year. A long-term net 
capital loss carries over as a Jong-term capital loss and is combined with the current- 
year long-term items. The long-term loss carryover is first offset with 28% gain of the 
current year, then 25% gain, and then 0%/15% gain until it is absorbed. 
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iB MAM BAL B28 Scottie In 2009, Abigail has a $4,000 short-term capital gain, a $36,000 28% long-term capital 


EXAMPLE 37 


*7§ 408(m) and Reg. § 1.408—10(b). 


Jennifer and Fred are planning to marry on December 10. before her wedding and that the wedding be postponed until 
Jennifer has a very large stock portfolio that includes stocks next year. This tax strategy will result in significantly lower 
that have substantially appreciated in value and have been taxes for Jennifer because she will still be single at the end of 
held long term. Jennifer plans to sell the appreciated stocks the tax year in which she sells the stock. Fred feels that post- 
and use the proceeds to purchase a home for Fred and herself. poning the wedding for such “commercial” reasons is not 
Jennifer's tax adviser has suggested that she sell these stocks romantic and is unethical besides. What do you think? 


gain, and a $13,000 0%/15% long-term capital gain. She also has a $3,000 short-term 
capital loss carryover and a $2,000 long-term capital loss carryover from 2008. This pro- 
duces a $1,000 net short-term capital gain ($4,000 — $3,000), a $34,000 net 28% long- 
term capital gain ($36,000 — $2,000), and a $13,000 net 0%/15% long-term capital gain 
for 2009. @ 


Definition of Collectibles 


Capital assets that are collectibles, even though they are held long term, are not eligi- 
ble for the 0%/15% alternative tax rate. Instead, a 28 percent alternative tax rate 
applies. : 

For capital gain or loss purposes, collectibles include:?” 


e Any work of art. 

e Any rug or antique. 

Any metal or gem. 

Any stamp. 

Any alcoholic beverage. 

Most coins. 

Any historical objects (documents, clothes, etc.). 


DELAYING A MARRIAGE TO GET A TAX ADVANTAGE 


QUALIFIED DIVIDEND INCOME 


Dividends paid from current or accumulated earnings and profits of domestic and 
certain foreign corporations are eligible to be taxed at the 0%/15% long-term capi- 
tal gain rates if they are qualified dividend income. The question of which dividends 
constitute qualified dividend income is discussed more fully in Chapter 4. Here the 
discussion focuses on how the qualified dividend income is taxed. 

After the net capital gain or loss has been determined, the qualified dividend 
income is added to the net long-term capital gain portion of the net capital gain 
and is taxed as 0%/15% gain. If there is a net capital loss, the net capital loss is still 
deductible for AGI up to $3,000 per year with the remainder of the loss (if any) Car- 
rying forward. In this case, the qualified dividend income is still eligible to be 
treated as 0%/15% gain in the alternative tax calculation (it is not offset by the net 
capital loss). 


Refer to Example 34, but assume there is qualified dividend income of $2,500 in addi- 
tion to the items shown. The qualified dividend income is not netted against the capi- 
tal gains and losses. Instead, the taxpayer has $1,000 of 28% gain, $4,000 of 25% gain, 
and $2,500 of qualified dividend income taxed at0%/15%. m 


+ oa 
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EXAMPLE 38 


Refer to Example 35, but assume there is qualified dividend income of $2,500 in addi- 
tion to the items shown. The qualified dividend income is not netted against the net 


capital loss. The taxpayer has a $1,000 capital loss deduction and $2,500 of qualified 
dividend income taxed at0%/15%. = 


ALTERNATIVE TAX ON NET CAPITAL GAIN 


Section | contains the statutory provisions that enable the net capital gain to be taxed 
at special rates (0, 15, 25, and 28 percent). This calculation is referred to as the alter- 
native tax on net capital gain.”® The alternative tax applies only if taxable income 
includes some long-term capital gain (there is net capital gain). Taxable income 
includes all of the net capital gain unless taxable income is less than the net capital 
gain. In addition, the net capital gain is taxed last, after other taxable income 
(including any short-term capital gain). 


Joan, an unmarried taxpayer, has 2009 taxable income of $98,000, including a $12,000 PERM EE 39 


net capital gain. The last $12,000 of her $98,000 taxable income is the layer related to 
the net capital gain. The first $86,000 ($98,000 — $12,000) of her taxable income is not 
subject to any special tax rate, so it is taxed using the regular tax rates. 


Since the net capital gain may be made up of various rate layers, it is important to 
know in what order those layers will be taxed. For each of the layers, the taxpayer 
compares the regular tax rate on that layer of income and the alternative tax rate on 
that portion of the net capital gain. The layers are taxed in the following order: 25% 
gain, 28% gain, the 0 percent portion of the 0%/15 % gain, and then the 15 percent 
portion of the 0%/15% gain. As a result of this layering, the taxpayer will benefit 
from the 0 percent portion of the net capital gain if the taxpayer is still in the 10 per- 
cent or 15 percent regular rate bracket after taxing other taxable income and the 
25 percent and 28 percent portions of the net capital gain. 


Assume that Joan’s $12,000 net capital gain in Example 39 is made up of $10,000 25% gain see MET EAR 4 


and $2,000 0%/15% gain. Examination of the 2009 tax rates reveals that $86,000 of taxable 
income for a single individual puts Joan at a marginal tax rate of 28%. Consequently, she 
will use the alternative tax on both the $10,000 gain and the $2,000 gain. Her alternative 
tax liability for 2009 is $20,600 [$17,800 (tax on $86,000 of taxable income) + $2,500 
($10,000 x .25) + $300 ($2,000 x .15)]. Since the combination of the $86,000 taxable 
income and her $10,000 25% gain puts her above the 15% regular tax bracket, none of the 
$2,000 0%/15% gain is taxed at 0%. Her regular tax liability on $98,000 would be $21,160. 
Thus, Joan saves $560 ($21,160 — $20,600) by using the alternative tax calculation. ™ 


Joan, an unmarried taxpayer, has 2009 taxable income of $25,000. Of this amount, PEXAMPLE 41 | 


$12,000 is net capital gain, and $13,000 is other taxable income. The net capital gain is 
made up of $8,300 of 25% gain and $3,700 of 0%/15% gain (including $1,000 of quali- 
fied dividend income). Her alternative tax liability for 2009 is $2,778 [$1,533 (tax 
on $13,000 of taxable income) + $1,245 (tax on $8,300 25% gain at 15%) + $0 (tax 
on $3,700 0%/15% gain at 0%)]. Since her marginal rate is still 15% after taxing 
the $13,000 of other taxable income, she uses the 15% regular tax rate rather than the 
25% alternative tax rate on the $8,300 25% gain. After taxing the $13,000 and the 
$8,300, a total of $21,300 of the $25,000 taxable income has been taxed. Since her mar- 
ginal rate is still 15%, she uses the 0% alternative rate for the $3,700 of 0%/15% gain. 
The $1,000 qualified dividend income is included in the $3,700 and, thus, is also taxed 
at 0%. Joan's regular tax liability on $25,000 would be $3,333. Thus, she saves $555 
($3,333 — $2,778) by using the alternative tax calculation. ™ 


concepts under discussion. The actual tax on the non-long-term portion of 
taxable income would be calculated using the Tax Tables since that income is 
less than $100,000. 


88 1(h) Note: Examples 40, 41, and 42 use the 2009 Tax Rate Schedules rather 
than the 2009 Tax Table to calculate the tax on the non-long-term capital 
gain portion of taxable income. This approach is used to better illustrate the 
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aay 4 Income Layers for Alternative Tax on Capital Gain Computation 


Compute tax on: Ordinary taxable income (including net short-term capital gain) using the regular taxrates. oe 
Compute tax on: Each of the layers below using the /ower of the alternative tax rate or the regular tax rate for 
that layer (or portion of a layer) of taxable income. 
+ 25% long-term capital gain (unrecaptured § 1250 gain) portion of taxable income 
+ 28% long-term capital gain ee pate 
+ 0% long-term capital gain (portion of 0%/15% capital gain that is taxed at 0%; available only if 
ordinary taxable income plus 25% and 28% capital gain layers do not put the taxpayer above 
the 15% bracket; 0% rate is no longer available once income including the portion of the 
gain taxed at 0% puts the taxpayer out of the 15% bracket)* 


+ 15% long-term capital gain (remaining portion of 0%/15% capital gain)* 


= Alternative tax on taxable income 


*May include qualified dividend income. 


The alternative tax computation allows the taxpayer to receive the lower of the reg- ; 
ular tax or the alternative tax on each layer of net capital gain or portion of each layer of 
net capital gain. 


CBXAMEDE G20 Assume the same facts as in Example 41 except that Joan’s taxable income is $36,000, con- 


sisting of $12,000 of net capital gain and $24,000 of other taxable income. Not all of the 
$3,700 of 0%/15% gain is taxed at 0% because Joan's taxable income exceeds $33,950, 
taking her out of the 15% bracket. Consequently, the last $2,050 ($36,000 — $33,950) of 
the $3,700 of 0%/15% gain is taxed at 15% rather than 0%. Her tax liability using the al- 
ternative tax computation is $4,736 [$3,183 (tax on $24,000 of taxable income) + $1,245 
(tax on $8,300 25% gain at 15%) + $0(tax on $1,650 of 0%/15% gain at 0%) + $308 (tax 
on $2,050 of 0%/15% gain at 15%)]. Joan’s regular tax liability on $36,000 would be 
$5,188. Thus, she saves $452($5, 188 — $4,736) by using the alternative tax calculation. = 


Concept Summary 16.4 summarizes the alternative tax computation. 


TREATMENT OF CAPITAL LOSSES 


Computation of Net Capital Loss 


A net capital loss (NCL) results if capital losses exceed capital gains for the year. An 
NCL may be all long term, all short term, or part long and part short term.?? The 
characterization of an NCL as long or short term is important in determining the 
capital loss deduction (discussed later in this chapter). 


EXAMPLE S25 Gg Three different individual taxpayers have the following capital gains and losses during 


the year: 
Resultof Description of 
Taxpayer LTCG LTCL STCG STCL Netting Result 
poe SS ee ee ee es DEE 
Robert $1,000 ($ 2,800) $1,000 ($ 500) ($ 1,300) NLTCL 
Carlos 1,000 (500) 1,000 (2,800) (1,300) NSTCL 
Troy 400 (1,200) 500 (1,200) (1,500) NLTCL ($800) 
NSTCL ($700) 
Section 1222( 10) defines a net capital loss as the net loss after the capital loss capital gains and losses and before considering the capital loss deduction. 
deduction. However, that definition confuses the discussion of net capital The capital loss deduction is discussed under Treatment of Net Capital Loss 


loss. Therefore, net capital loss is used here to mean the result after netting in this chapter. 
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Robert's NCL of $1,300 is all long term. Carlos’s NCL of $1,300 is all short term. Troy's 
NCL is $1,500, $800 of which is long term and $700 of which is short term. ™ 


Treatment of Net Capital Loss 


An NCL is deductible from gross income to the extent of $3,000 per tax year.” Capi- 
tal losses exceeding the loss deduction limits carry forward indefinitely. Thus, 
although there may or may not be beneficial treatment for capital gains, there is 
unfavorable treatment for capital losses in terms of the $3,000 annual limitation on 
deducting NCL against ordinary income. If the NCL includes both long-term and 


short-term capital loss, the short-term capital loss is counted first toward the $3,000 
annual limitation. 


Burt has an NCL of $5,500, of which $2,000 is STCL and $3,500 is LTCL. Burt has a capital EMM PLR Oe 


loss deduction of $3,000 ($2,000 of STCL and $1,000 of LTCL). He has an LTCL carryfor- 
ward of $2,500($3,500 — $1,000). m 


Carryovers 


Taxpayers are allowed to carry over unused capital losses indefinitely. The short- 
term capital loss (STCL) retains its character as STCL. Likewise the long-term capital 
loss retains its character as LTCL. 


In 2009, Mark incurred $1,000 of STCL and $11,000 of LTCL. In 2010, Mark has a $400 PEXAMELE 65 | 


LTCG. 


e Mark’s NCL for 2009 is $12,000. Mark deducts $3,000 ($1,000 STCL and 
$2,000 LTCL). He has $9,000 of LTCL carried forward to 2010. 

e Mark combines the $9,000 LTCL carryforward with the $400 LTCG for 2010. 
He has an $8,600 NLTCL for 2010. Mark deducts $3,000 of LTCL in 2010 and 
carries forward $5,600 of LTCL to 2011. a 


When a taxpayer has both a capital loss deduction and negative taxable income, 
a special computation of the capital loss carryover is required.” Specifically, the 
capital loss carryover is the NCL minus the lesser of: 


e The capital loss deduction claimed on the return. 

e The negative taxable income increased by the capital loss deduction 
claimed on the return and the personal and dependency exemption 
deduction. 


Without this provision, some of the tax benefit of the capital loss deduction would be 
wasted when the deduction drives taxable income below zero. However, the capital 
loss deduction is not reduced if taxable income before the exemption deduction is a 
positive number or zero. In that situation, it is the exemption deduction, and not the 
capital loss deduction, that is creating the negative taxable income. 


EXAMPER 96. 


In 2009, Joanne has a $13,000 NCL (all long term), a $3,650 personal exemption deduc- 
tion, and $4,000 negative taxable income. The negative taxable income includes a 
$3,000 capital loss deduction. The capital loss carryover to 2010 is $10,350 computed as 
follows: 
e The $4,000 negative taxable income is treated as a negative number, but 
the capital loss deduction and personal exemption deduction are treated as 


positive numbers. Lorin, 
e The normal ceiling on the capital loss deduction is $3,000. 


998 121 U(b)( 1 Married persons filing separate returns are limited to a $1,500 18 1212(b). 


deduction per tax year. 
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CONCEPT SUMMARY. 


a. 1 Some Possible Final Results of the oe wdps a Loss s Netting Process sane | 
How They Are Taxed Bee ee nn io ee ee 


Result Maximum Tax Rate Comments _ 

Eligible for capital as deauction ($3, 000° 
maximum per year). 

Eligible for capital loss deduction ($3, 000, 
maximum per year). 

Eligible for capital loss deduction ($3, 000 
maximum per year). Short-term capital 2 
losses are counted first toward the © 
deduction. 


Net short-term capital gain 10-35% Taxed as ordinary income. 

The net long-term capital gain may have as 
many as four tax rate components: 25%, 
28%, and 0%/15%. 


The components are taxed in the following 
order: 25%, 28%, 0%, 15%. They are 
taxed after the non-long-term capital 
gain portion of taxable income has 
been taxed. The 0%/15% component 
may include qualified dividend income. 


Net short-term capital loss _ = 


Net long-term capital loss — 


Net short-term capital loss and net — 
long-term capital loss 


Net long-term capital gain 0-28% 


e The net long-term capital gain is the 
last portion of taxable income. 


e Each net long-term capital gain The alternative tax on net long-term 
component of taxable income is taxed capital gain can never increase the tax 
at the /ower of the regular tax on that on taxable income, but it can reduce 
component or the alternative tax. the tax on taxable income. 

Net short-term capital gain and net 10-35% on net short-term The net short-term capital gain is taxed as 

long-term capital gain capital gain; 0-28% on ordinary income; the net long-term 
net long-term capital gain capital gain is taxed as discussed above 


for just net long-term capital gain. 


e However, if the $3,000 capital loss deduction and the $3,650 exemption 
deduction are added back to the $4,000 negative taxable income, only 
$2,650 of the $3,000 capital loss deduction is needed to make taxable 
income equal to zero. 

® Therefore, this special computation results in only $2,650 of the $13,000 NCL 
being consumed. The LTCL carryforward is $10,350($13,000 — $2,650). = 


Concept Summary 16.5 summarizes the rules for noncorporate taxpayers’ treat- 
ment of capital gains and losses. 


REPORTING PROCEDURES 


The following discusses the 2008 tax forms because the 2009 tax forms were not 
available at the time of this writing. 

Capital gains and losses are reported on Schedule D of the 2008 Form 1040 
(reproduced on pages 16-29 and 16-30 using the data from Example 47). Part I of 
Schedule D is used to report short-term capital gains and losses. Part II of Schedule 
D is used to report long-term capital gains and losses. Part III summarizes the results 
of Parts I and II and indicates whether the taxpayer has a net capital gain or a net 
capital loss. Part III then helps determine which alternative tax worksheet is used to 
calculate the alternative tax on long-term capital gains and qualified dividends. 
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SCHEDULE D Capi OMB No. 1545-0074 
apital 
(Form 1040) “i pital Gains and Losses 5008 
ttach to F 1 . F 
Dean esa, 0 Form 1040 or Form 1040NR. > See Instructions for Schedule D (Form 1040). pei 


Internal Revenue Service (99) 
Name(s) shown on return 


Joan Rapson 


> Use Schedule D-1 to list additional transactions for lines 1 and 8. 


Sequence No. 12 
Your social security number 


123 | 45 16789 


Short-Term Capital Gains and Losses—Assets Held One Year or Less 


(a) Description of property (b) Date (c) Date sold (d) Sales price —_((e) Cost or other basis (f) Gain or (loss) 
: acquired (see page D-7 of (see page D-7 of 
(Example: 100 sh. XYZ Co.) (Mo., day, yr) | (Me. day.yn) | the instructions) | the nstutiong) Subtract (e) from (d) 


1 100 shares 
Biuesinek 01/21/08 | 11/11/08 dal 000: We 000 | (6, 000) 


2 Enter your short-term totals, if any, from Schedule D-1, a 
line 2. 


3 Total short-term sales price amounts: Add tinge 1 ond 2 in ate 
COLETTE Cl) MR caer te SI SON At ae etary alia ace 11,000 | 
4 Short-term gain from Form 6252 and short-term gain or (loss) from Forms 4684, 6781, and 8824 
5 Net short-term gain or a from partnerships, S Resins! estates, and trusts from 
Schedule(s) K-1 
6 Short-term capital loss carryover. Enter the ‘erfiount: if any, om line 8 of your - Capital Loss: 
Carryover Worksheet on page D-7 of the instructions . 


7 Net short-term capital gain or (loss). Combine lines 1 through 6 in column (f). . . . . .. (6,000) ; 
-Flga@ig Long-Term Capital Gains and Losses—Assets Held More Than One Year 


nan (b) Date (d) Sales price (e) Cost or other basis) . 
(a) Description of ee acquired Wy a! sold (see page D-7 of (see page D-7 of a an ee 
(Example: 100 sh. XYZ Co.) (Mo., day, yr) | (Mo., day, yr) the panies) the ae ubtract (e) from (d) 


8 100 shares 09/12/03 | 10/12/08 36,000! 20,000 ' 16,000 
Yellow stock : : 
100 shares 03/14/06 | 10/12/08 | 14,000: 12,000 ' 2,000 
Purple stock 


9 Enter your long-term totals, if any, from Schedule D-1, ae 
itech 20-2 Soar Pere toon Gh ee 

10 Total long-term sales price aniouney, Add lines 8 and 9 in ia 
column (qd) . : i des 

11. Gain from Form 4797, Part I; one orn gain from Fone. 2439 and 6252; and long-term gain or 
(loss) from Forms 4684, 6781, and 8824 . ie Ge 


12 Net long-term gain or (loss) from partnerships, Ss Sorcontions eotatest arid’ trusts Tron 


14 Long-term capital loss carryover. Enter the amount, if any, from line 1 3 x your mCaoral toes 
Carryover Worksheet on page D-7 of the instructions . 

15 Net long-term capital gain or (loss). Combine lines 8 Fhrough! 14 in rcoWne 0. Then go 35 
Part Ill on the back . 


18,000 : 


For Paperwork Reduction Act Notice, see Form 1040 or ‘Form J040NR ietructions. Cat. No. 113384 Schedule D (Form 1040) 2008 


Schedule(s) K-1 be 
13 Capital gain distributions. See page D-2 of the instructions .. . EA 
an 
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Schedule D (Form 1040) 2008 Page 2 


Part Ill Summary 


a Pies cpe 
16 Combine lines 7 andi S andienterthe result) ~) 7 2 5 ec 


If line 16 is: 

e A gain, enter the amount from line 16 on Form 1040, line 13, or Form 1040NR, line 14. Then 
go to line 17 below. 

e A loss, skip lines 17 through 20 below. Then go to line 21. Also be sure to complete line 22. 

@ Zero, skip lines 17 through 21 below and enter -0- on Form 1040, line 13, or Form 1040NR, 
line 14. Then go to line 22. 


17. Are lines 15 and 16 both gains? 
L] Yes. Go to line 18. 
L] No. Skip lines 18 through 21, and go to line 22. 


18 Enter the amount, if any, from line 7 of the 28% Rate Gain Worksheet on page D-8 of the 
INStrUCtONS. Gea me ee ee ee 


19 Enter the amount, if any, from line 18 of the Unrecaptured Section 1250 Gain Worksheet on 
Page.D-9 OU tne Instructionsmars .; + MRANh coe Me oc o's. a ap GOP a eee ee 


20 Are lines 18 and 19 both zero or blank? 
L] Yes. Complete Form 1040 through line 43, or Form 1040NR through line 40. Then complete 
the Qualified Dividends and Capital Gain Tax Worksheet on page 38 of the Instructions for 
Form 1040 (or in the Instructions for Form 1040NR). Do not complete lines 21 and 22 below. 
L_] No. Complete Form 1040 through line 43, or Form 1040NR through line 40. Then complete the 
Schedule D Tax Worksheet on page D-10 of the instructions. Do not complete lines 21 and 
22 below. 


21 ~=‘(If line 16 is a loss, enter here and on Form 1040, line 13, or Form 1040NR, line 14, the smaller 


of: 
@ The loss on line 16 or : 
© ($3,000), or if married filing separately, ($1,500) 


Note. When figuring which amount is smaller, treat both amounts as positive numbers. 


22 Do you have qualified dividends on Form 1040, line 9b, or Form 1040NR, line 10b? 
L] Yes. Complete Form 1040 through line 43, or Form 1040NR through line 40. Then complete 
the Qualified Dividends and Capital Gain Tax Worksheet on page 38 of the Instructions for 
Form 1040 (or in the Instructions for Form 1040NR). 


L] No. Complete the rest of Form 1040 or Form 1040NR. 


Schedule D (Form 1040) 2008 
If the taxpayer has a net long-term capital gain that does not include any 28% or 
25% long-term capital gain, then the alternative tax is calculated using the Qualified 
Dividends and Capital Gain Worksheet from the Form 1040 instructions. If the tax- 
payer has a net long-term capital gain that does include either 28% or 25% long- 
term capital gain, then the alternative tax is calculated using the Schedule D Tax 


Worksheet from the Schedule D instructions. These worksheets do not have to be 
filed with the tax return, but are kept for the taxpayer’s records. 


EXAMPLE? 


During 2008, Joan Rapson (Social Security number 123-45-6789) had the following 
sales of capital assets. In addition, she has other taxable income of $66,000, includ- 
ing $300 of qualified dividend income. 
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Qualified Dividends and Capital Gain Tax Worksheet—Line 44 Keep for Your Records 
_ Before you begin: 


See the instructions for line 44 that begin on 
figure your tax. oo 5 
Vv If you do not have to file Schedule D and you received capital gain distributions, be sure 

you checked the box on line 13 of Form 1040. a 


page 36 to see if you can use this worksheet to 


1. Enter the amount from Form 1040, line 43. However, if you are filing Form 
: 2555 or 2555-EZ (relating to foreign earned income), enter the amount from 
> line 3.0! the worksheet on page 37) 0 1. 78,000 
| 2. Enter the amount from Form 1040, line 9b*......... De 300 
3. Are you filing Schedule D?* 

[X] Yes. Enter the smaller of line 15 or 16 of 

Schedule D. If either line 15 or line 16 is a 

loss, enter -0- 3. 12,000 

[_] No. Enter the amount from Form 1040, line 13 
a. Add lines: and 300 4. 12,300 
5. If you are claiming investment interest expense on Form 


4952, enter the amount from line 4¢ of that form. 
Otherwise, enteric es &: 0 


6. Subtract line 5 from line 4. If zero or less, enter -0-............. oe 6. 12,300 
7. -subitact ine 6 from tine 1. If zero or less, enter 0-2 7 a 65,700 
8. Enter the smaller of: 
e@ The amount on line 1, or 
© $32,550 if single or’ married filing separately; ©. es 8. 32,550 
$65,100 if married filing jointly or qualifying widow(er), 
$43,650 if head of household. 
9. Is the amount on line 7 equal to or more than the amount on line 8? 
Yes. Skip lines 9 and 10; go to line 11 and check the ““No”’ box. 
| No Enter the amountirom line )-)0.< 0 oS: 
i eoubtract line oO fromdine 8) 6460 3 ee ee 10. 
11. Are the amounts on lines 6 and 10 the same? 
[_] Yes. Skip lines 11 through 14; go to line 15. 


No. Enter the.smaller of line lor line. 6.602056 oes so Se 11. 12,300 
12. Enter the amount from line 10 (if line 10 is blank, enter -O-) .............. 22. 0 
Pearoaniinact ner. trom lined 1000 ee 2ON5 Ee Pee hh ls Bae ewe 13. 12,300 
pare ieie iy tne! 3 byl 159011, 15) Foes A ade et oe eh AE Beles Cae eo a 14. 1,845 
15. Figure the tax on the amount on line 7. Use the Tax Table or Tax Computation Worksheet, 

eae Puch ee eis kis cee oli cen puhie Wl Mie wake etl MOOR AU MELA wk iN es agin aaa 15. 12,75) 
ihe NSAP GES Te aio bol eppems Ge eae a ne he om ae LNs Peo DUNE eee ts teeta tls Sabra Aga ae Met a ae tee Near nS Yin 16. 14,620 
17. Figure the tax on the amount on line 1. Use the Tax Table or Tax Computation Worksheet, 

ee SNE Sisters tla pid he Kl eeu ARTE Ne Med A MONEE, Acad a rae 17. 15,850 


18. Tax on all taxable income. Enter the smaller of line 16 or line 17. Also include this amount on 
Form 1040, line 44. If you are filing Form 2555 or 2555-EZ, do not enter this amount on Form 
1040, line 44. Instead, enter it on line 4 of the worksheet on page 37 ..........00.0.000 0055 18. 14,620 


*If you are filing Form 2555 or 2555-EZ, see the footnote in the worksheet on page 37 before completing this line. 


Acquired Date Sales Gain or 
Description On Sold Price TaxBasis Loss Character 


100 shares Blue stock 1/21/08 11/11/08 $11,000 $17,000 ($ 6,000) STCL 
100 shares Yellowstock 9/12/03 10/12/08 36,000 20,000 16,000 LTCG 
100 shares Purple stock 3/14/06 10/12/08 14,000 12,000 2,000 LTCG 


Joan has a net capital gain of $12,000 ($16,000 0%/15% gain + $2,000 0%115% gain — 
$6,000 short-term capital loss). Consequently, all of the net capital gain is composed of 
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0%/15% gain. Joan's $78,000 taxable income includes $65,700 ($66,000 — $300) of 
other taxable income. This example is filled in on the Schedule D on pages 16-29 
through 16-31. Joan’s total stock sales were reported to her on Form 1099-B by her 


stockbroker. @ 


16.6 TAX TREATMENT OF CAPITAL GAINS AND 
LOSSES OF CORPORATE [TAXPAYERS 


L0.6 The treatment of a corporation’s net capital gain or loss differs from the rules for 
individuals. Briefly, the differences are as follows: 


Describe the tax treatment for 


capital gains and the e There is an NCG alternative tax rate of 35 percent.*” However, since the 
surnehtal fox Mester ter maximum corporate tax rate is 35 percent, the alternative tax is not bene- 
capital losses for corporate ; 
taxpayers. ficial. 
e Capital losses offset only capital gains. No deduction of capital losses is ; 
; 


permitted against ordinary taxable income (whereas a $3,000 deduction 

is allowed to individuals) .°° 

© Corporations may carry back net capital losses (whether long term or 
short term) as short-term capital losses for three years; if losses still remain 
after the carryback, the remaining losses may be carried forward five 
years.** Individuals may carry forward unused capital losses indefinitely, 


but there is no carryback. 


| EXAMELE 480 5 SAM EEE SS Sparrow Corporation has a $15,000 NLTCL for the current year and $57,000 of ordinary 


taxable income. Sparrow may not offset the $15,000 NLTCL against its ordinary income 
by taking a capital loss deduction. The $15,000 NLTCL becomes a $15,000 STCL for carry- 
back and carryover purposes. This amount may be offset by capital gains in the three- 
year carryback period or, if not absorbed there, offset by capital gains in the five-year 
carryforward period. @ 


The rules applicable to corporations are discussed in greater detail in Chapter 20. 


TAX PLANNING: 
16.7 IMPORTANCE OF CapITAL ASSET STATUS 


SOIR A MADRE EESISE PEELREOLEOE ERL AL  SAA ALA LPI LLL LEER 


me rene 


L0.7 Why is capital asset status important? Capital asset status enables the taxpayer to 
ilaneiry tax planning be eligible for the alternative tax on net capital gain. For a taxpayer in the 25, 28, 
opportunities arising from the 33, or 35 percent regular tax bracket, a 15 percent rate is available on assets held 
sale or exchange of capital longer than one year. For a taxpayer in the 10 or 15 percent regular tax bracket, a 
assets. 0 percent rate is available on assets held longer than one year. Thus, individuals 


who can receive income in the form of long-term capital gains or qualified divi- 
dend income have an advantage over taxpayers who cannot receive income in 
these forms. 
Capital asset status is also important because capital gains must be offset by capital 
losses. If a net capital loss results, the maximum deduction is $3,000 per year. 
Consequently, capital gains and losses must be segregated from other types of 
gains and losses and must be reported separately on Schedule D of Form 1040. 


*§ 1201. Section 1201(b)(1) allows certain “qualified timber gain” of corpora- 8 1211(a). 
tions to be eligible for a 15% alternative tax rate for any tax year ending after 48 1212(a)(1). 
May 22, 2008, and beginning before May 23, 2009. Qualified timber gain 
arises only from timber held more than 15 years. 
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a 2 Fae) ee cee pastes: ine ei oe res. Eee ae 
Caria Cah TREATMENT IN THE UNITED Graves 
AND OTHER CounNTRIES 


GLOBAL 
Tax Issues 


The United States currently requires a very complex tax calculation. when taxable ~ 
income includes net long-term capital gain. However, the alternative tax on net long- 
term capital gain can generate tax savings even when the taxpayer is in the lowest regu- 
lar tax bracket (10 percent) because there is an alternative tax rate of 0 percent. Many 
other countries do not have an alternative tax rate on long-term capital gains. Instead, 
those gains are taxed the same as other income. Consequently, even though the U.S. 
system is complex, it may be preferable because of the lower tax rates and because the 
lower rates are available to taxpayers in all tax brackets. 


16.8 PLANNING FOR CapiTaL ASSET STATUS 


It is important to keep in mind that capital asset status often is a question of objective 
evidence. Thus, property that is not a capital asset to one party may qualify as a capi- 
tal asset to another party. 


Diane, a real estate dealer, transfers by gift a tract of land to Jeff, her son. The land was PExOMeEE 


recorded as part of Diane’s inventory (it was held for resale) and was therefore not a 
capital asset to her. Jeff, however, treats the land as an investment. The land is a capital 
asset in Jeff's hands, and any later taxable disposition of the property by him will yield 
a capital gain or loss. @ 


If proper planning is carried out, even a dealer may obtain long-term capital gain 
treatment on the sale of the type of property normally held for resale. 


Jim, a real estate dealer, segregates tract A from the real estate he regularly holds for C—O 


resale and designates the property as being held for investment purposes. The property 
is not advertised for sale and is disposed of several years later. The negotiations for the 
subsequent sale were initiated by the purchaser and not by Jim. Under these circum- 
stances, it would appear that any gain or loss from the sale of tract A should be a capi- 
tal gain or loss.?° m= 


When a business is being sold, one of the major decisions usually concerns 
whether a portion of the sales price is for goodwill. For the seller, goodwill generally 
represents the disposition of a capital asset. Goodwill has no basis and represents a 
residual portion of the selling price that cannot be allocated reasonably to the 
known assets. The amount of goodwill thus represents capital gain. 

From a legal perspective, the buyer may prefer that the residual portion of the 
purchase price be allocated to a covenant not to compete (a promise that the seller 
will not compete against the buyer by conducting a business similar to the one that 
the buyer has purchased). Both purchased goodwill and a covenant not to compete 
are § 197 intangibles. Thus, both must be capitalized and can be amortized over a 

15-year statutory period. 

To the seller, a covenant produces ordinary income. Thus, the seller would prefer 
that the residual portion of the selling price be allocated to goodwill—a capital asset. 
If the buyer does not need the legal protection provided by a covenant, the buyer is 
neutral regarding whether the residual amount be allocated to a covenant or to good- 
will. Since the seller would receive a tax advantage from labeling the residual amount 
as goodwill, the buyer should factor this into the negotiation of the purchase price. 


% Toledo, Peoria & Western Railroad Co., 35 TCM 1663, T.C.Memo. 1976-366. 
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PARAM EEE oe Marcia is buying Jack’s dry cleaning proprietorship. An appraisal of the assets indicates 


that a reasonable purchase price would exceed the value of the known assets by 
$30,000. If the purchase contract does not specify the nature of the $30,000, the 
amount will be for goodwill, and Jack will have a long-term capital gain of $30,000. 
Marcia will have a 15-year amortizable $30,000 asset. If Marcia is paying the extra 
$30,000 to prevent Jack from conducting another dry cleaning business in the area (a 
covenant not to compete), Jack will have $30,000 of ordinary income. Marcia will have 
a $30,000 deduction over the statutory 15-year amortization period rather than over 
the actual life of the covenant (e.g., 5 years). = 


16.9 EFFECT OF CAPITAL ASSET STATUS IN 


The nature of an asset (capital or ordinary) is important in determining the tax con- 
sequences that result when a sale or exchange occurs. It may, however, be just as sig- 
nificant in circumstances other than a taxable sale or exchange. When a capital asset 
is disposed of, the result is not always a capital gain or loss. Rather, in general, the dis- 
position must be a sale or exchange. Collection of a debt instrument having a basis 
less than the face value results in a capital gain if the debt instrument is a capital 
asset. The collection is a sale or exchange. Sale of the debt shortly before the due 
date for collection will produce a capital gain.*® If selling the debt in such circum- 
stances could produce a capital gain but collecting could not, the consistency of 
what constitutes a capital gain or loss would be frustrated. Another illustration of the 
sale or exchange principle involves a donation of certain appreciated property to a 
qualified charity. Recall that in certain circumstances, the measure of the charitable 
contribution is fair market value when the property, if sold, would have yielded a 
long-term capital gain [refer to Chapter 10 and the discussion of § 170(e) ]. 


 BXAMELR 920 3G Sharon wants to donate a tract of unimproved land (basis of $40,000 and fair market 


value of $200,000) held for the required long-term holding period to State University 
(a qualified charitable organization). However, Sharon currently is under audit by the 
IRS for capital gains she reported on certain real estate transactions during an earlier 
tax year. Although Sharon is not a licensed real estate broker, the IRS agent conducting 
the audit is contending that she has achieved dealer status by virtue of the number and 
frequency of the real estate transactions she has conducted. Under these circumstan- 
ces, Sharon would be well-advised to postpone the donation to State University until 
her status is clarified. If she has achieved dealer status, the unimproved land may be in- 
ventory (refer to Example 50 for another possible result), and Sharon’s charitable con- 
tribution deduction would be limited to $40,000. If not, and if the land is held as an 
investment, Sharon's deduction is $200,000 (the fair market value of the property). ™ 


16.10 STOCK SALES _ 


PILI SELLE IRIEL ayotevat inset PLES EL LARD ADR DELL EEL LDE A SE LAD TDS EERILY AL III LE ERR API ETAL IO 


The following rules apply in determining the date of a stock sale: 


e The date the sale is executed is the date of the sale. The execution date is 
the date the broker completes the transaction on the stock exchange. 

e The settlement date is the date the cash or other property is paid to the 
seller of the stock. This date is not relevant in determining the date of sale. 


EXAMPLE 5. 


Lupe, a cash basis taxpayer, sells stock that results in a gain. The sale was executed on 
December 29, 2008. The settlement date is January 2, 2009. The date of sale is December 
29, 2008 (the execution date). The holding period for the stock sold ends with the exe- 
cution date. @ 
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16.11 Maximizinc BENEFITS 


Ordinary losses generally are preferable to capital losses because of the limitations 
imposed on the deductibility of net capital losses and the requirement that capital 
losses be used to offset capital gains. The taxpayer may be able to convert what would . 
otherwise have been capital loss to ordinary loss. For example, business (but not 
nonbusiness) bad debts, losses from the sale or exchange of small business invest- 
ment company stock, and losses from the sale or exchange of small business company 
stock all result in ordinary losses.*” 

Although capital losses can be carried over indefinitely, indefinite becomes definite 
when a taxpayer dies. Any loss carryovers not used by the taxpayer are permanently 
lost. That is, no tax benefit can be derived from the carryovers subsequent to death.°* 
Therefore, the potential benefit of carrying over capital losses diminishes when deal- 
ing with older taxpayers. 

It is usually beneficial to spread gains over more than one taxable year. In some 
cases, this can be accomplished through the installment sales method of accounting. 


16.12 YEAR-END PLANNING 


The following general rules can be applied for timing the recognition of capital 
gains and losses near the end of a taxable year: 


e If the taxpayer already has recognized more than $3,000 of capital loss, 


sell assets to generate capital gain equal to the excess of the capital loss 
over $3,000. 


Kevin has already incurred a $7,000 STCL. Kevin should generate $4,000 of APR EXAMPLE 540 | 


The gain will offset $4,000 of the loss. The remaining loss of $3,000 can be deducted 
against ordinary income. 


e If the taxpayer already has recognized capital gain, sell assets to generate 
capital loss equal to the capital gain. The gain will not be taxed, and the 
loss will be fully deductible against the gain. 

e Generally, if the taxpayer has a choice between recognizing short-term 
capital gain or long-term capital gain, long-term capital gain should be 
recognized because it has the lower tax rate. 


REFOCUS ON THE BIG PICTURE 


You explain to Maurice that your area of expertise is tax, so you are providing tax MANAGING 

advice and not investment advice. From an overall perspective, he is correct that cer- 

tain capital gains and dividends are eligible for either a 0 percent or a 15 percent tax CAPITAL ASSET 
tes that high as 35 percent. You then discuss 

rate rather than the regular tax rates that go as hig p TRANSACTIONS 


the potential tax consequences of each of his investments. 


e Purple stock. To qualify for the beneficial tax rate, the holding period for 
the stock must be longer than one year. From a tax perspective, Maurice 
should retain his stock investment for at least an additional three months 
and a day. To be eligible for the “costless” capital gains, his taxable 
income should not exceed $33,950 for 2009. 


CONTINUED 


"SS 166(d), 1249, and 1244, Refer to the discussion in Chapter 7. **Rev.Rul. 74-175, 1974-1 C.B. 52. 
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Patent. Since he isa “holder” of the patent, it will qualify for the beneficial 
capital gain rate regardless of the holding period if the patent should pro- 
duce income in excess of his $50,000 investment. However, if he loses 
money on the investment, he will be able to deduct only $3,000 of the loss 
per year against his ordinary income (assuming there are no offsetting 
capital gains). 2 

© Tax-exempt bonds. The after-tax return on the taxable bonds would be less 
than the 3 percent on the tax-exempt bonds. In addition, the interest on 
the taxable bonds would increase his taxable income, possibly moving it 
out of the desired 15 percent marginal tax rate into the 25 percent mar- 
ginal tax rate. 

e Partnership interest. Whether Maurice receives capital or ordinary treat- 
ment associated with his partnership interest depends on whether he is 
reporting his share of profits or losses (ordinary income or ordinary loss) 
or is reporting recognized gain or loss from the sale of his partnership 
interest (capital gain or capital loss). 

You conclude your tax advice to Maurice by telling him that whatever he does 


regarding his investments should make economic sense. There are no 100 percent 
tax rates. For example, disposing of the bank stock in the current market could be 


the wise thing to do. 

KEY TERMS 
Alternative tax, 16-25 Holding period, 16-15 Original issue discount (OID), 16-10 4 
Capital asset, 16-4 Lessee, 16-14 Patent, 16-11 | 
Capital gains, 16-3 Lessor, 16-14 Qualified dividend income, 16-24 
Capital losses, 16-3 Net capital gain (NCG), 16-21 Sale or exchange, 16-9 
Collectibles, 16-24 Net capital loss (NCL), 16-26 Short sale, 16-17 
Franchise, 16-13 Options, 16-10 Unrecaptured § 1250 gain, 16-21 


DISCUSSION QUESTIONS 


1. L0.2, 4, 5 Sheila inherited 200 shares of stock, 100 shares of Magenta and 100 shares of 


Purple. She has a stockbroker sell the shares for her, uses the proceeds for personal 
expenses, and thinks nothing further about the transactions. What issues does she face 
when she prepares her Federal income tax return? 


2. L0.2 An individual taxpayer sells some used assets at a garage sale. Why are none of the 
proceeds taxable in most situations? 


ee Vee 3. L0.2 Melissa is a songwriter part-time and a waitress full-time. To her great surprise, a 
“song broker” has offered to purchase all of Melissa’s rights to a song she wrote. What 
issues does Melissa face if she accepts this offer? 


4. L0.2 Joanne buys and sells cloth as an Internet-based sole proprietor. She shipped cloth 
to a regular customer, received electronic confirmation of the receipt of the cloth by the 
customer, and received an electronic affirmation of the customer’s willingness to pay the 
amount due within 30 days. Since Joanne needed cash to buy additional cloth for resale, 
she sold the receivable electronically the same day. She received $200 less for the 
receivable than its face value. What are the tax consequences of this transaction? 


10. 


ila 


2" 
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L0.2 Why are business fixed assets not capital assets? 


LO.2 A retail rug store company hired an interior decorator to refurbish its store. The 
decorator felt that the store needed to impress customers, so the company purchased 
investment-grade” art at the decorator’s suggestion. The decorator assures the company 


that the art will increase in value over time. Is the art a fixed asset, inventory, or 
something else? 


LO.2 Jorge is a trader on Wall Street. He buys and sells the stock of high-tech companies 
as a trader. Occasionally, he decides to hold certain stocks for his own investment 


account rather than purchasing them for resale. What does Jorge have to do to make 
sure such investments are treated as capital assets? 


L0.2 Anwar owns vacant land that he purchased many years ago as an investment. After 
getting approval to subdivide it into 35 lots, he made minimal improvements and then 
sold the entire property to a real estate developer. Anwar’s recognized gain on the sale 
was $1.2 million. Is this transaction eligible for the “real property subdivided for sale” 
provisions? 


L0.3 What is the difference between a “worthless security” and “§ 1244 stock”? 


L0.3 Feng-Shu purchased an original issue discount bond several years ago. He paid 
$68,000 for the $100,000 face value bond. He sold the bond this year for $83,000. Is all of 
Feng-Shu’s gain long-term capital gain? Why or why not? 


LO.3 Kashif receives $38,000 from a real estate developer for an option to purchase land 
Kashif is holding for investment. Fourteen months later, the option expires unexercised. 
How is the $38,000 taxed to Kashif? 


L0.3 Hubert purchases all the rights in a patent from the inventor who developed the 
patented product. After holding the patent for two years, Hubert sells all the rights in the 
patent for a substantial gain. What issues does Hubert face if he wants to treat the gain as 
a long-term capital gain? 


LO.3 Green Corporation and Red Corporation are engaged in a contract dispute over 
the use of Green’s trademarked name, Big Blue Taco. For a one-time payment of 
$45,000, Green licensed Red to use the name Big Blue Taco, but the license did not 
require that Red use the same materials in its version of Big Blue Taco that Green uses. 
Red also did not have to make any contingent payments to Green or buy any supplies 
from Green. Did Red purchase a franchise right from Green, or did Red purchase the 
name Big Blue Taco from Green? 


L0.4 Juan purchased corporate stock for $10,000 on April 10, 2007. On July 14, 2009, 
when the stock was worth $7,000, he gave it to his son, Miguel. What has to happen to the 
value of the property while Miguel holds it if Miguel is to tack Juan’s holding period on to 
his own holding period? 


LO.4 At the date of a short sale, Betty had not held substantially identical securities for 
more than 12 months. What is the nature of any gain or loss from the close of her short 


sale? 


L0.5 After netting all her short-term and long-term capital gains and losses, Minerva has 
a net short-term capital gain and a net long-term capital gain. Can she net these against 


each other? 


L0.2, 5 Bill sells his graphic comic book collection at a profit. He had acquired all of the 
comic books for his personal pleasure and sold all of them for more than he paid for 
them. What is the tax status of the comic books, and is his gain a 28% gain? 


L0.2, 5, 7 Near the end of 2009, Byron realizes that he has a net short-term capital loss of 
$13,000 for the year. Byron has taxable income (not including the loss) of $123,000 and 
is single. He owns numerous stocks that could be sold for a long-term capital gain. What 


should he do before the end of 2009? 


ISSUEID 
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L0.2 During the year, Eric had the four property transactions summarized below. Eric is 
a collector of antique automobiles and occasionally sells one to get funds to buy another. 
What are the amount and nature of the gain or loss from each of these transactions? 


a ee SS 


Property Date Acquired Date Sold Adjusted Basis Sales Price 

Antique truck 06/18/98 05/23/09 $47,000 $35,000 

Blue Growth Fund 12/23/00 11/22/09 12,000 23,000 
(100 shares) 

Orange bonds 02/12/01 04/11/09 34,000 42,000* 

Green stock 02/14/09 11/23/09 13,000 11,000 
(100 shares) 


*The sales price included $750 of accrued interest. 


L0.2, 5 Revez owns an antique shop. He buys property from estates, often at much less 
than the retail value of the property. Recently, Revez sold for $4,000 an antique clock for 
which he had paid $1,250. Revez had held the clock in his shop for 36 months before 
selling it. Revez would like the gain on the sale of the clock to be a long-term capital gain. 
How can he achieve that objective? 


L0.2 Gladwin is the owner of numerous office buildings. His intention is to hold the buildings 
until they increase in value and then sell them. He rents the buildings to tenants while he is 
holding them. In 2009, he sold a building for $4.5 million. He had held the building for 
15 years, and it had a tax basis of $2 million. Was the building a capital asset? Why or why not. 


LO.2 All of the following assets are held by Charisa, who is not in business. Which ones 

are capital assets? 

a. Ten shares of Green Motors common stock. 

b. Anote receivable Charisa received when she loaned $3,000 to a friend. . 

c. Charisa’s personal use automobile. 

d. A letter written by President Theodore Roosevelt that Charisa purchased at an auc- 
tion. Charisa is a collector of Teddy Roosevelt memorabilia. 


LO.2 For many years Brown Company (a manufacturer of large industrial engines) has 
owned a steam engine that was used as a decoration on its business premises. When the 
steam engine was originally purchased in 1950, it was depreciated, and it has had a zero 
basis since 1958. This year Brown Company sold the steam engine for $330,000 to a 
collector of such engines. Brown would like to offset any gain from the disposition of the 
steam engine against capital losses it has incurred this year. May it do so? 


L0.2 Brenda Reynolds is a dealer in securities. She has spotted a fast-rising company and 
would like to buy and hold its stock for investment. The stock is currently selling for $145 per 
share, and Brenda thinks it will climb to $200 a share within two years. Brenda’s co-workers 
have told her that there is “no way” she can get long-term capital gain treatment when she 
purchases stock because she is a securities dealer. Brenda has asked you to calculate her 
potential gain and tell her whether her co-workers are right. Draft a letter to Brenda 
responding to her request. Her address is 200 Morningside Drive, Hattiesburg, MS 39406. 


L0.2 Sue Ellen meets all the requirements of § 1237 (subdivided realty). In 2009, she 

begins selling lots and sells four separate lots to four different purchasers. She also sells 

two contiguous lots to another purchaser. The sale price of each lot is $20,000. Sue 

Ellen’s basis for each lot is $15,000. Selling expenses are $500 per lot. 

a. Whatis the realized and recognized gain? 

b. Explain the nature of the gain (i.e., ordinary income or capital gain). 

c. Would your answers change if, instead, the lots sold to the fifth purchaser were not 
contiguous? If so, how? 


. L0.3,5 Sue has had a bad year with her investments. She lent a friend $3,700; the friend 


did not repay the loan when it was due and then declared bankruptcy. The loan is totally 
uncollectible. Sue also was notified by her broker that the Willow corporate bonds she 
owned became worthless on October 13, 2009. She had purchased the bonds for $12,000 
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on November 10, 2008. Sue also had a $30,000 loss on the disposition of § 1244 corporate 

stock that she purchased several years ago. Sue is single. 

a. Whatare the nature and amount of Sue’s losses? 

b. What is Sue’s AGI for 2009 assuming she has $65,000 of ordinary gross income from 
sources other than those discussed above? 

c. Whatare the nature and amount of Sue’s loss carryforwards? 


L0.2, 3 Albert purchased $400,000 of Brown Corporation face value bonds for $320,000 
on November 13, 2008. The bonds had been issued with $80,000 of original issue 
discount because Brown was in financial difficulty in 2008. On December 3, 2009, Albert 
sold the bonds for $383,000 after amortizing $1,000 of the original issue discount. What 
are the nature and amount of Albert’s gain or loss? 


L0.3 Frank is an investor in vacant land. When he thinks he has identified property that 
would be a good investment, he approaches the landowner, pays the landowner for a 
“right of first refusal” to purchase the land, records this right in the property records, 
and then waits to see if the land increases in value. The right of first refusal is valid for 
four years. Fourteen months ago, Frank paid a landowner $4,000 for a right of first 
refusal. The land was selected as the site of a new shopping center, and the landowner 
was offered $4 million for the land. In its title search on the land, the buyer discovered 
Frank’s right of first refusal and involved him in the purchase negotiations. Ultimately, 
the landowner paid Frank $120,000 to give up his right of first refusal; the landowner 
then sold the land to the buyer for $4,120,000. Frank has a marginal tax rate of 35%. 

a. What difference does it make whether or not Frank treats the right of first refusal as 

an option to purchase the land? 
b. What difference does it make whether or not Frank is a “dealer” in land? 


LO.3 Celia was the owner of vacant land that she was holding for investment. She paid 
$1 million for the land in 2004. Ichiro was an investor in vacant land. He thought Celia’s 
land might be the site of an exit ramp from a new freeway. Ichiro gave Celia $420,000 for 
an option on her land. The option was good for three years and gave Ichiro the ability to 
purchase Celia’s land for $4,765,000. The freeway was not approved by the government, 
and Ichiro’s option expired in 2009. Does Celia have $420,000 of long-term capital gain 
upon the expiration of the option? 


LO.3 Maria purchased all the rights to a patent on a new brush-cutting tool developed by 
a friend of hers who was an amateur inventor. The inventor had obtained the patent 
rights, set up a manufacturing company to produce and sell the brush-cutting tool, and 
produced substantial quantities of the tool, but he then became discouraged when no 
large garden tool company would agree to distribute the tool for him. Maria purchased 
the patent rights (but not the manufacturing company) for $320,000 on October 24, 
2008. Maria had never engaged in such a transaction before, but she is a salesperson in 
the garden tool industry and thought she could succeed where her friend had failed. On 
June 27, 2009, she sold all the patent rights to Green Garden Tool Company for 
$1,233,000. Green Garden Tool will manufacture the brush-cutting tool in its own factory 
and sell it to its customers. What is the nature of Maria’s gain from this transaction? 


L0.3, 4, 7 Mateen, an inventor, obtained a patent on a chemical process to clean old 
aluminum siding so that it can be easily repainted. Mateen has no tax basis in the patent. 
Mateen does not have the capital to begin manufacturing and selling this product, so he 
has done nothing with the patent since obtaining it two years ago. Now a group of 
individuals has approached him and offered two alternatives. Under one alternative, they 
will pay Mateen $600,000 (payable evenly over the next 15 years) for the exclusive right to 
manufacture and sell the product. Under the other, they will form a business and 
contribute capital to it to begin manufacturing and selling the product; Mateen will 
receive 20% of the company’s shares of stock in exchange for all of his patent rights. 
Discuss which alternative is better for Mateen. 


L0.3 Freys, Inc., sells a 12-year franchise to Reynaldo. The franchise contains many 
restrictions on how Reynaldo may operate his store. For instance, Reynaldo cannot use 
less than Grade 10 Idaho potatoes, must fry the potatoes at a constant 410 degrees, dress 
store personnel in Freys-approved uniforms, and have a Freys sign that meets detailed 
specifications on size, color, and construction. When the franchise contract is signed, 
Reynaldo makes a noncontingent $160,000 payment to Freys. During the same year, 
Reynaldo pays Freys $300,000—14% of Reynaldo’s sales. How does Freys treat each of 
these payments? How does Reynaldo treat each of the payments? 


DECISION MAKING 


DECISION MAKING 


16-40 PARTV Property Transactions www.cengage.com/taxation/swft 


ISSUEID 


COMMUNICATIONS 


COMMUNICATIONS 


33. 


34. 


35. 


36. 


tile 


38. 


39. 


40. 


L0.3 Tricia owns numerous office buildings. A major tenant of one of the buildings 
wished to cancel its lease because it was moving to another city. After lengthy negotiations, 
the tenant paid Tricia $500,000 to cancel its obligations under the lease. If the tenant had 
fulfilled the lease terms, Tricia would have received rent of $1.8 million. What factors 
should Tricia consider to determine the amount and character of her income from these 
circumstances? 


LO.4 Investment vacant land (Land A) owned by Emilio with a fair market value of 
$400,000 was exchanged for another piece of vacant land (Land B) worth $600,000. Emilio 
gave up Land A and $200,000 to acquire Land B. The transaction qualifies as a like-kind 
exchange. Emilio had held Land A for 15 months. Two months after acquiring Land B, 
Emilio receives an unexpected offer of $650,000 for Land B and sells it for cash. What is 
Emilio’s holding period for Land B, and what is the nature of the gain from its disposition? 


L0.4 Sangeun inherited farmland from his father. The land was worth $4 million at the 
date of the father’s death, had been farmed by his father for 40 years, and had a tax basis 
for his father of $30,000. Sangeun never farmed the land and sold it eight months after 
his father’s death for $4.2 million. What is Sangeun’s holding period for the farmland, 
and what is the nature of the gain from its disposition? 


LO.4 Sarah received a gift of farmland from her father. The land was worth $4 million at 
the date of the gift, had been farmed by her father for 40 years, and had a tax basis for 
her father of $30,000. Sarah never farmed the land and sold it eight months after 
receiving it from her father for $4.2 million. What is Sarah’s holding period for the 
farmland, and what is the nature of the gain from its disposition? 


LO.5 Dennis sells short 100 shares of ARC stock at $20 per share on January 15, 2009. He 

buys 200 shares of ARC stock on April 1, 2009, at $25 per share. On May 2, 2009, he closes 

the short sale by delivering 100 of the shares purchased on April 1. 

a. Whatare the amount and nature of Dennis’s loss upon closing the short sale? 

b. When does the holding period for the remaining 100 shares begin? 

c. IfDennis sells (at $27 per share) the remaining 100 shares on January 20, 2010, what 
will be the nature of his gain or loss? 


LO.5 Elaine Case (single with no dependents) has the following transactions in 2009: 


AGI (exclusive of capital gains and losses) $240,000 
Long-term capital gain 22,000 
Long-term capital loss (8,000) 
Short-term capital gain 19,000 
Short-term capital loss (23,000) 


What is Elaine’s net capital gain or loss? Draft a letter to Elaine describing how the net 
capital gain or loss will be treated on her tax return. Assume Elaine’s income from other 
sources puts her in the 35% bracket. Elaine’s address is 300 Ireland Avenue, Shepherds- 
town, WV 25443. 


L0.3, 5 In 2009, Betty (head of household with three dependents) had an $18,000 loss 
from the sale of a personal residence. She also purchased from an individual inventor for 
$18,000 (and resold in two months for $7,000) a patent on a rubber bonding process. The 
patent had not yet been reduced to practice. Betty purchased the patent as an investment. 
Additionally, she had the following capital gains and losses from stock transactions: 


Long-term capital loss ($ 5,000) 
Long-term capital loss carryover from 2008 (12,000) 
Short-term capital gain 21,000 
Short-term capital loss (6,000) 


What is Betty’s net capital gain or loss? Draft a letter to Betty explaining the tax treatment 
of the sale of her personal residence. Assume Betty’s income from other sources puts her 
in the 35% bracket. Betty’s address is 1120 West Street, Ashland, OR 97520. 


L0.2, 4, 5 Bridgette is known as the “doll lady.” She started collecting dolls as a child, 
always received one or more dolls as gifts on her birthday, never sold any dolls, and 
eventually owned 600 dolls. She is retiring and moving to a small apartment and has 
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decided to sell her collection. She lists the dolls on an Internet auction site and, to her 


great surprise, receives an offer from another doll collector of $45,000 for the entire 
collection. Bridgette sells the entire collection, except for five dolls that she purchased 
during the last year. She had owned all the dolls sold for more than a year. What tax 
factors should Bridgette consider in deciding how to report the sale? 


L0.5 Phil and Susan are married, filing a joint return. The couple have two dependent 
children. Susan has wages of $34,000 in 2009. Phil does not work due to a disability, but 
he is a buyer and seller of stocks on the Internet. He generally buys and holds for long- 
term gain, but occasionally gets in and out of a stock quickly. The couple’s 2009 stock 
transactions are detailed below. In addition, they have $2,300 of qualifying dividends. 


Date 
Item Acquired Date Sold Cost Sales Price 
Black stock 11/10/08 03/12/09 $ 2,000 $ 5,000 
Blue stock 12/13/07 05/23/09 36,000 32,000 
Puce stock 12/14/04 07/14/09 13,000 14,500 
Ecru stock 06/29/08 05/18/09 26,000 27,000 
Red stock 05/15/08 10/18/09 67,000 67,800 
Gray stock 04/23/07 10/18/09 89,000 88,200 


What is Phil and Susan’s AGI? 


L0.5 Phil has the following long-term capital gains and losses for 2009: $45,000 28% gain, 
$13,000 28% loss, $18,000 25% gain, and $34,000 0%/15% gain. He also has a $23,000 
short-term loss and a $5,000 short-term gain. What is Phil’s AGI from these transactions, and 
if he has a net long-term capital gain, what is its makeup in terms of the alternative tax rates? 


L0.5 Heloise has the following long-term capital gains and losses for 2009: $45,000 28% 
gain, $53,000 28% loss, $18,000 25% gain, and $34,000 0%/15% loss. She also has a 
$23,000 short-term loss and a $75,000 short-term gain. What is Heloise’s AGI from these 
transactions, and if she has a net long-term capital gain, what is its makeup in terms of the 
alternative tax rates? 


LO.5 For 2009, Ashley has gross income of $8,300 and a $5,000 long-term capital loss. She 
claims the standard deduction. Ashley is 35 years old and single with two dependent 
children. How much of Ashley’s $5,000 capital loss carries over to 2010? 


L0.5 Jane and Blair are married filing jointly and have 2009 taxable income of $97,000. 
The taxable income includes $5,000 of gain from a capital asset held for five years, $2,100 of 
gain from a capital asset held seven months, and $13,000 of gain from a capital asset held 
four years. All the capital assets were stock in publicly traded corporations. Jane and Blair 
also have qualified dividend income of $3,000. What is the couple’s tax on taxable income? 


LO.5 For 2009, Wilma has properly determined taxable income of $36,000, including 
$3,000 of unrecaptured § 1250 gain and $6,200 of 0%/15% gain. Wilma qualifies for 
head-of-household filing status. Compute Wilma’s tax liability and the tax savings from 
the alternative tax on net capital gain. 


LO.5 Asok’s AGI for 2009 is $133,050. Included in this AGI is a $45,000 25% long-term 
capital gain and a $13,000 0%/15% long-term capital gain. Asok is single, uses the 
standard deduction, and has only his personal exemption. Compute his taxable income, 
the tax liability, and the tax savings from the alternative tax on net capital gain. 


LO.5 Chantelle has a 2008 Form 1040 Schedule D that has negative $87,000 on line 7, 
$142,000 on line 15, $0 on line 18, and $93,000 on line 19. What is the amount of Chantelle’s 
net long-term capital gain, and what is the character of this net long-term capital gain? 


LO.6 Chartreuse, Inc., a C corporation, has taxable income from operations of 
$1,432,000 for 2009. It also has a net long-term capital loss of $455,000 from the sale of a 
subsidiary’s stock. The year 2009 is the first year in the last 10 years that Chartreuse has 
not had at least $500,000 per year of net long-term capital gains. What is Chartreuse’s 
9009 taxable income, and what, if anything, can it do with any unused capital losses? 
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50. L0.2, 3, 7 Hsui, who is single, is the owner of a sole proprietorship. Two years ago, Hsui 
developed a process for preserving fresh fruit that gives the fruit a much longer shelf life. 


The process is not patented or copyrighted, but only Hsui knows how it works. Hsui has 
been approached by a company that would like to buy the process. Hsui insists that she 
receive a long-term employment contract with the acquiring company as well as be paid 
for the rights to the process. The acquiring company offers Hsui a choice of two options: 
(1) $850,000 in cash for the process and a 10-year covenant not to compete at $45,000 
per year or (2) $850,000 in cash for a 10-year covenant not to compete and $45,000 per 
year for 10 years in payment for the process. Which option should Hsui accept? What is 
the tax effect on the acquiring company of each approach? 


ries Loa 


CUMULATIVE PROBLEMS 


51. Sue Lowe lives at 1310 Meadow Lane, Lima, OH 23412, and her Social Security numberis 
123—45-6789. Sue is single and has a 20-year-old son, Kania. His Social Security number is 
TaxCut 111-11-1111. Kania lives with Sue, and she fully supports him. Kania spent 2008 traveling 
° in Europe and was not a college student. He had gross income of $4,355 in 2008. 


Sue owns the Lowe Enterprises sole proprietorship, a data processing service (98- 
7654321), which is located at 456 Hill Street, Lima, OH 23401. The business activity code 
is 514210. Her 2008 Form 1040, Schedule C for Lowe Enterprises shows revenues of 
$355,000, office expenses of $166,759, employee salary of $23,000, employee payroll taxes 
of $1,760, meals and entertainment expenses (before the 50% reduction) of $18,000, and 
rent expense of $44,000. The rent expense includes payments related to renting an office 
($32,000) and payments related to renting various equipment ($12,000). There is no 
depreciation because all depreciable equipment owned has been fully depreciated in 
previous years. No fringe benefits are provided to the employee. Sue personally purchases 
health insurance on herself and Kania. The premiums are $23,000 per year. 

Sue has an extensive stock portfolio and has prepared the following analysis: 


Per 
Number of Date Share Per Share Total 
Stock Shares Purchased DateSold Cost Selling Price Dividends 
Blue 10 10/18/07 10/11/08 $80 $ 72 $30 
Green 30 10/11/99 10/11/08 43 157 70 
Purple 15 3/10/08 8/11/08 62 33 45 


NOTE: The per share cost includes commissions, and the per share selling price is net of 
commissions. Also, the dividends are the actual dividends received in 2008. 


Sue had $800 of interest income from State of Ohio bonds and $600 of interest 
income on her Lima Savings Bank account. She paid $5,000 of alimony to her former 
husband. His Social Security number is 123—-45-6788. 

Sue itemizes her deductions and had the following items, which may be relevant to 
her return: 


——_— ee eSSSSSSSSSSSSSSSSSSSSSSSSSSSmmmmmhhsesessssFFsSssFeee 


Item Amount Comment 
eS SS a ee eee be 


Unreimbursed medical expenses for $1,786 Does not include health insurance 


Sue (all for visits to doctors) premiums. 

State income taxes paid 1,830 

Real property taxes on personal 3,230 
residence 

Interest paid on home mortgage 8,137 The loan is secured by the residence 
(Form 1098) and was incurred when the home 

was purchased. 
Charitable contributions 940 Cash paid to Sue’s church. 


Sales taxes 619 Amount per sales tax table. 
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Sue made a $27,000 estimated Federal income tax payment, does not wish any of her 
taxes to finance presidential elections, has no foreign bank accounts or trusts, and wishes 
any refund to be applied against her 2009 taxes. 

Compute Sue’s net tax payable or refund due for 2008. If you use tax forms for your 


computations, you will need Form 1040 and Schedules A, B, C, D, and SE. Suggested 
software: Tax Cut. 


52. Paul Barrone is a graduate student at State University. His 10-year-old son, Jamie, lives 
with him, and Paul is Jamie’s sole support. Paul’s wife died in 2008, and Paul has not 


remarried. Paul received $320,000 of life insurance proceeds (related to his wife’s death) 


in early 2009 and immediately invested the entire amount as shown below: 


SSS SS SS i ee 


Date Selling Dividends/ 

Item Acquired Cost Date Sold Price Interest 
1,000 shares Blue 01/23/09 $ 14,000 12/03/09 $ 3,500 None 
400sharesMagenta 01/23/09 23,000 $750 
600 shares Orange 01/23/09 230,000 $2,300 
100 shares Brown 06/23/03 2,800 01/23/09 14,000 None 
Green bonds 01/23/09 23,000 $1,200 
Gold money market 

account 01/23/09 30,000 $600 


Paul had $42,000 of taxable graduate assistant earnings from State University and 
also received a $10,000 scholarship. He used $8,000 of the scholarship to pay his tuition 
and fees for the year and $2,000 for Jamie’s day care. Jamie attended Little Kids Daycare 
Center, a state certified child care facility. Paul received a statement related to the Green 
bonds saying that there was $45 of original issue discount amortization during 2009. Paul 
maintains the receipts for the sales taxes he paid of $735. 

Paul lives at 1610 Cherry Lane, State College, MD 34212, and his Social Security number 
is 111-11-1111. Jamie’s Social Security number is 12345-6789. The university withheld 
$3,000 of Federal income tax from Paul’s salary. Paul is not itemizing his deductions. 


Part 1—Tax Computation 
Compute Paul’s lowest tax liability for 2009. 


Part 2—Tax Planning 

Paul is concerned because the Green bonds were worth only $18,000 at the end of 2009, 
$5,000 less than he paid for them. He is an inexperienced investor and wants to know if 
this $5,000 is deductible. The bonds had original issue discount of $2,000 when he pur- 
chased them, and he is also curious about how that affects his investment in the bonds. 
The bonds had 20 years left to maturity when he purchased them. Draft a brief letter to 
Paul explaining how to handle these items. Also, prepare a memo for Paul’s tax file. 


RESEARCH PROBLEMS ne 


Note: Solutions to Research Problems can be prepared by using the Checkpoint” ic THOMSON REUTERS 
Student Edition online research product, which is available to accompany this text. It is Checkpoint? Student Edition 
also possible to prepare solutions to the Research Problems by using tax research mate- 


rials found in a standard tax library. 


Research Problem 1. Ali owns 100 shares of Brown Corporation stock. He purchased the stock 
at five different times and at five different prices per share as indicated: 


uu en 


Share Block Number of Shares Per Share Price Purchase Date 
SG IIS 7” Dale atl Neltcashate ie tallietbitle eat eae aca 
A 10 $60 10/10/95 
B 20 20 8/11/96 
C 15 15 10/24/96 
. 35 30 4/23/98 
: 20 25 7/28/98 


ne eT 
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On April 28, 2009, Ali will sell 40 shares of Brown stock for $40 per share. All of Ali’s "i 
shares are held by his stockbroker. The broker’s records track when the shares were 
purchased. May Ali designate the shares he sells, and, if so, which shares should he sell? 
Assume Ali wants to maximize his gain because he has a capital loss carryforward. 


Research Problem 2. Clean Corporation runs a chain of dry cleaners. Borax is used heavily in 
Clean’s dry cleaning process and has been in short supply several times in the past. Clean 


Corporation buys a controlling interest in Dig Corporation—a borax mining concern. 
Clean’s sole reason for purchasing the Dig stock is to assure Clean of a continuous supply 
of borax if another shortage develops. Although borax must be refined before it is usable 
for dry cleaning purposes, a well-established commodities market exists for trading 
unrefined borax for refined borax. After owning the Dig stock for several years, Clean sells 
the stock at a loss because Dig is in difficult financial straits. Clean no longer needs to own 
Dig because Clean has obtained an alternative source of borax. What is the nature of 
Clean’s loss on the disposition of the Dig Corporation stock? Write a letter to the 
controller, Salvio Guitterez, that contains your advice and prepare a memo for the tax files. 
The mailing address of Clean Corporation is 4455 Whitman Way, San Mateo, CA 44589. 


Research Problem 3. Clyde had worked for many years as the chief executive of Red 
Industries, Inc., and had also been a major shareholder. Clyde and the company had a 
falling out, and Clyde was terminated. Clyde and Red executed a document under which 
Clyde’s stock in Red would be redeemed and Clyde would agree not to compete against 
Red in its geographic service area. After extensive negotiations between the parties, Clyde 
agreed to surrender his Red stock in exchange for $600,000. Clyde’s basis in his shares was 
$143,000, and he had held the shares for 17 years. The agreement made no explicit 
allocation of any of the $600,000 to Clyde’s agreement not to compete against Red. How 
should Clyde treat the $600,000 payment on his 2009 tax return? 


Research Problem 4. Siva Nathaniel owns various plots of land in Fulton County, Georgia. He 
acquired the land at various times during the last 20 years. About every fourth year, Siva 
subdivides one of the properties he owns into lots. He then has water, sewer, natural gas, 
and electricity hookups put in on each lot and paves the new streets. Siva has always treated 
his sales of such lots as sales of capital assets. His previous tax returns were prepared by an 
accountant whose practice you recently purchased. Has the proper tax treatment been 
used on the prior tax returns? 

Partial list of research aids: 
§§ 1221 and 1237 and Jesse W. and Betty J. English, 65 T.C.M. 2160, T.C.Memo, 1993-111. 


Use the tax resources of the Internet to address the following questions. Do not restrict 
your search to the World Wide Web, but include a review of newsgroups and general 
reference materials, practitioner sites and resources, primary sources of the tax law, 
chat rooms and discussion groups, and other opportunities. 


INTERNET 
activity 


Research Problem 5. Find a web site that discusses the income tax in Australia. Determine 
whether Australia has an alternative tax on net long-term capital gains similar to that in the 
United States. 


Research Problem 6. Find a web site, other than the IRS web site, that discusses the taxation of 
short sales of securities. 


r/ 
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phatel Recapture Provisions 


LEARNING OBJECTIVES 
After completing Chapter 17, you should be able to: 


L0.1 


Understand the rationale for and the 
nature and treatment of gains and 
losses from the disposition of 
business assets. L0.6 


LO.5 


Understand considerations common 
to §§ 1245 and 1250. 


Apply the special recapture provisions 
L0.2 for related parties and IDC and be 
Distinguish § 1231 assets from aware of the special recapture 
ordinary assets and capital assets provision for corporations. 
and calculate the § 1231 gain or loss. 


L0.7 
L0.3 Describe and apply the reporting 
Determine when § 1245 recapture procedures for §§ 1231, 1245, and 
applies and how it is computed. 1250. 
L0.4 L0.8 


Determine when § 1250 recapture 
applies and how it is computed. 


Identify tax planning opportunities 
associated with §§ 1231, 1245, and 
1250. 
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income (broadly conceived) . 2.6... .ce eee ee ne ne vse pees es anes enay elements 
Less EXCWISIONS ‘sics auc co tee adre eh aie sce taal ee 1 samy cosas es can aT 


Adjusted grass InCOM@.;..66)5 =f. o0 a Sadie oder era. poece nae ete pantie: Mees tats ieee ace et 


| Less: The greater of total itemized deductions or the standard deduction. .... Rene Cet (X,XXX) 

portions are shown ; Personal and dependency exemptions .........:5...000ses+se0s seer ne sensu nee X,XXX 
eee | $= Taxable income..............2..-.0c0cecucuseseesceneveveceevernerstestusteen $ XX,XXX 
ieee peeuie at e reported. | Tax on taxable income (see Tax Tables or Tax Rate Schedules) ...........+02++00+08 $ XXXX 


FORM 1040 (p. 2) 


44 Tax (see page 36). Check if any tax is from: a | Form(s) 8814 


Less: Tax credits (including income taxes withheld and prepaid) ..................eee00s (xxx) 
Tax due (Or refund) acin.cs. Xp Seteetet. goeid ee ee 2th 4c 3. a2 a ee 


THE BIG PICTURE ; 
DEPRECIATION Refer to the situation involving Dr. Cliff Payne’s decision on depreciation in Chapter 8. 
Now that he is aware of the depreciation recapture rules, he is not sure that he 
RECAPTURE made the best decision for the current year in deciding whether to deduct § 168 cost 


recovery of $52,000 or $165,994 under the combined option of § 179 limited expens- 

ing and § 168 cost recovery. Upon further analysis, Dr. Payne discovers a third option 

of deducting § 168 cost recovery using the straight-line method, which would result 

in a deduction of $25,987. pit 
Since the tax return has not yet been filed, should Dr. Payne reconsider and 

deduct $25,987 in order to minimize potential depreciation recapture? 


eneric Motors Corporation sold machinery, office furniture, and unneeded 

production plants for $100 million last year. The corporation’s disposition 

of these assets resulted in $60 million of gains and $13 million of losses. 
How are these gains and losses treated for tax purposes? Do any special tax rules 
apply? Could any of the gains and losses receive capital gain or loss treatment? This 
chapter answers these questions by explaining how to classify gains and losses from 
the disposition of assets that are used in the business rather than held for resale. 
Chapter 8 discussed how to depreciate such assets. Chapters 14 and 15 discussed how 
to determine the adjusted basis and the amount of gain or loss from their disposition. 
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~ CapiTaL GAIN ConFUsION 


ment directly generates capital gain, but the gain from the recapture (partial or full). 


A long-term capital gain was defined in Chapter 16 as the recognized gain from 
the sale or exchange of a capital asset held for the required long-term holding 
period.’ Long-term capital assets are capital assets held more than one year. 

This chapter is concerned with classification under § 1231, which applies to the 
sale or exchange of business properties and to certain involuntary conversions. The 
business properties are not capital assets because they are depreciable and/or real 
property used in business or for the production of income. Section 1221(a)(2) pro- 
vides that such assets are not capital assets. Nonetheless, these business properties 
may be held for long periods of time and may be sold at a gain. Congress decided 
many years ago that such assets deserved limited capital gain-type treatment. 
Unfortunately, this limited capital gain-type treatment is very complex and difficult 
to understand. 

Because the limited capital gain—-type treatment sometimes gives too much tax 
advantage if assets are eligible for depreciation (or cost recovery), certain recapture 
rules may prevent the capital gain treatment when depreciation is taken. Thus, this 
chapter also covers the recapture provisions that tax as ordinary income certain 
gains that might otherwise qualify for long-term capital gain treatment. 


17.1 Section 1231 Assets — 


cA PEER ECD AD BOLL LIER ST ENG LO ALD SEE LP EE LEI LER LEE ALAR LSI DEAE ADELE AIOE ELE 


RELATIONSHIP TO CAPITAL ASSETS 


Depreciable property and real property used in business are not capital assets.” 
Thus, the recognized gains from the disposition of such property (principally ma- 
chinery, equipment, buildings, and land) would appear to be ordinary income 
rather than capital gain. Due to § 1231, however, net gain from the disposition of 
such property is sometimes treated as long-term capital gain. A long-term holding pe- 
riod requirement must be met; the disposition must generally be from a sale, 
exchange, or involuntary conversion; and certain recapture provisions must be satis- 
fied for this result to occur. Section 1231 may also apply to involuntary conversions 
of capital assets. Since an involuntary conversion is nota sale or exchange, such a dis- 
position normally would not result in a capital gain. 

If the disposition of depreciable property and real property used in business 
results in a net loss, § 1231 treats the loss as an ordinary loss rather than as a capital loss. 
Ordinary losses are fully deductible for adjusted gross income (AGI). Capital losses 
are offset by capital gains, and, if any loss remains, the loss is deductible to the extent 
of $3,000 per year for individuals and currently is not deductible at all by regular 
corporations. It seems, therefore, that § 1231 provides the best of both potential 
results: net gain may be treated as long-term capital gain, and net loss is treated as 


ordinary loss. 


'§ 1 222(3). To be eligible for any beneficial tax treatment, the holding period 2§ 1221(a)(2). 
must be more than one year. 


& A recent newspaper article discussed the special tax rates _ rental real estate is not directly a capi 
: taxpayers can enjoy on long-term capital gains. In particular, asset would have been a § 1231 asset. 
| the article mentioned gains from the sale of stock invest- gain may eventually be treated as a long-ter 
| ments and the sale of rental real estate. The stock invest- | depending on a variety of factors includi 


LO.1 


Understand the rationale for 


and the nature and treatment 
of gains and losses from the 
disposition of business assets. 
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Rab RAMP LE TS Roberto sells business land and a building at a $5,000 gain and business equipment at a 


$3,000 loss. Both properties were held for the long-term holding period. Roberto’s net 
gain is $2,000, and that net gain may (depending on various recapture rules discussed 
later in this chapter) be treated as a long-term capital gain under § 1231. & 


PRM ANPIE @ (5G! Samantha sells business equipment at a $10,000 loss and business land at a $2,000 gain. 


Both properties were held for the long-term holding period. Samantha’s net loss is 
$8,000, and that net loss is an ordinary loss. @ 


The rules regarding § 1231 treatment do not apply to all business property. Impor- 
tant in this regard are the holding period requirements and the fact that the prop- 
erty must be either depreciable property or real estate used in business. Nor is 
§ 1231 necessarily limited to business property. Transactions involving certain capital 
assets may fall into the § 1231 category. Thus, § 1231 singles out only some types of 
business property. a 

As discussed in Chapter 16, long-term capital gains receive beneficial tax treat- : 
ment. Section 1231 requires netting of § 1231 gains and losses. If the result is a gain, it . 
may be treated as a long-term capital gain. The net gain is added to the “real” long- 
term capital gains (if any) and netted with capital losses (if any). Thus, the net 
§ 1231 gain may eventually be eligible for beneficial capital gain treatment or help 
avoid the unfavorable net capital loss result. The § 1231 gain and loss netting may 
result in a loss. In this case, the loss is an ordinary loss and is deductible for AGI. 
Finally, § 1231 assets are treated the same as capital assets for purposes of the appre- 
ciated property charitable contribution provisions (refer to Chapter 10). 


JUSTIFICATION FOR FAVORABLE TAX TREATMENT 


The favorable capital gain/ordinary loss treatment sanctioned by § 1231 can be 
explained by examining several historical developments. Before 1938, business prop- 
erty had been included in the definition of capital assets. Thus, if such property was 
sold for a loss (not an unlikely possibility during the depression years of the 1930s), a 
capital loss resulted. If, however, the property was depreciable and could be retained 
for its estimated useful life, much (if not all) of its costs could be recovered in the 
form of depreciation. Because the allowance for depreciation was fully deductible 
whereas capital losses were not, the tax law favored those who did not dispose of an 
asset. Congress recognized this inequity when it removed business property from the 
capital asset classification. During the period 1938-1942, therefore, all such gains 
and losses were ordinary gains and losses. 

With the advent of World War II, two developments in particular forced Congress 
to reexamine the situation regarding business assets. First, the sale of business assets 
at a gain was discouraged because the gain would be ordinary income. Gains were 
common because the war effort had inflated prices. Second, taxpayers who did not 
want to sell their assets often were required to because the government acquired 
them through condemnation. Often, as a result of the condemnation awards, tax- 
payers who were forced to part with their property experienced large gains and were 
deprived of the benefits of future depreciation deductions. Of course, the condemna- 
tions constituted involuntary conversions, so taxpayers could defer the gain by timely 
reinvestment in property that was “similar or related in service or use.” But where was 
such property to be found in view of wartime restrictions and other governmental 
condemnations? The end result did not seem equitable: a large ordinary gain due to 
government action and no possibility of deferral due to government restrictions. 

In recognition of these conditions, in 1942, Congress eased the tax bite on the dis- 
position of some business property by allowing preferential capital gain treatment. 
Thus, the present scheme of § 1231 and the dichotomy of capital gain/ordinary loss 
treatment evolved from a combination of economic considerations existing in 1938 
and 1942. 
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PROPERTY INCLUDED 


Section 1231 property generally includes the following assets if they are held for more 
than one year: 


° Depreciable or real property used in business or for the production of 
income (principally machinery and equipment, buildings, and land). 
Timber, coal, or domestic iron ore to which § 631 applies. 

Livestock held for draft, breeding, dairy, or sporting purposes. 
Unharvested crops on land used in business. 

Certain purchased intangible assets (such as patents and goodwill) that are 
eligible for amortization. 


These assets are ordinary assets until they have been held for more than one year. 
Only then do they become § 1231 assets. 


PROPERTY EXCLUDED 
Section 1231 property generally does not include the following: 


° Property not held for the long-term holding period. Since the benefit of 
§ 1231 is long-term capital gain treatment, the holding period must corre- 
spond to the more-than-one-year holding period that applies to capital 
assets. Livestock must be held at least 12 months (24 months in some 
cases). Unharvested crops do not have to be held for the required long- 
term holding period, but the land must be held for the long-term holding 
period. 

° Nonpersonal use property where casualty losses exceed casualty gains for 
the taxable year. If a taxpayer has a net casualty loss, the individual casu- 
alty gains and losses are treated as ordinary gains and losses. 

e Inventory and property held primarily for sale to customers. 

e Copyrights; literary, musical, or artistic compositions, etc.; and certain 
U.S. government publications. 

e Accounts receivable and notes receivable arising in the ordinary course of 
the trade or business. 


SPECIAL RULES FOR CERTAIN § 1231 ASSETS 


A rather diverse group of assets is included under § 1231. The following discussion 
summarizes the special rules for some of those assets. 


Timber 

Congress has provided preferential treatment relative to the natural growth value of 
timber, which takes a relatively long time to mature. Congress believed that this pref- 
erential treatment would encourage reforestation of timber lands. A taxpayer dispos- 
ing of timber held for the long-term holding period has a long-term capital gain or 
loss if the timber was held for investment, has a § 1231 gain or loss if the timber was 
used in a trade or business, but, without special statutory treatment, would have ordi- 
nary income or loss if the timber was held as inventory. Section 631(a) allows the tax- 
payer to elect to treat the cutting of timber as a sale or eae and, if the election is 
made, to treat the sale as the disposition of a § 1231 asset. 

The recognized § 1231 gain or loss is determined at the time the timber is cut and 
is equal to the difference between the timber’s fair market value as of the /rst day of 
the taxable year and the adjusted basis for depletion. If a taxpayer sells the timber 
for more or less than the fair market value as of the first day of the taxable year in 


which it is cut, the difference is ordinary income or loss. 


9g 631(a) and Reg. § 1.631-1. To receive § 631 treatment, the holding period 
for the timber must be greater than one year. 


L0.2 
Distinguish § 1231 assets from 


ordinary assets and capital assets 
and calculate the § 1231 gain 
or loss. 
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Tornavo BLows IN A NonDEDUCTIBLE “Loss” 
the-NEWS- | R 


~ 


During the fall of 2008, a business owner's store equipment was not insured, she had no insurance recovery. Yet, 
was destroyed when a severe tornado struck southern Kan- because the equipment was fully depreciated and, there- 
sas. On checking with her tax adviser, the store owner was fore, had a zero adjusted basis, she had no realized loss. 
told that although she had experienced a “loss” of the Consequently, the store owner had neither a recognized tax 
equipment destroyed by the tornado, she did not have a de- gain nor a recognized tax loss from this casualty event. 
ductible loss for tax purposes. Since the store equipment 


EXAMPLE 3 


Several years ago, Tom, a timber dealer, purchased a tract of land with a substantial 
stand of trees on it. The land cost $40,000, and the timber cost $100,000. On the first 
day of 2009, the timber was appraised at $250,000. In August 2009, Tom cut the timber 
and sold it for $265,000. Tom elects to treat the cutting as a sale or exchange under 
§ 1231. He has a $150,000 § 1231 gain ($250,000 — $100,000) and a $15,000 ordinary 
gain ($265,000 — $250,000). 

What if the timber had been sold for $235,000? Tom would still have a $150,000 7 
§ 1231 gain, but he would also have a $15,000 ordinary loss. The price for computing 
§ 1231 gain is the price at the beginning of the tax year. Any difference between that 
price and the sales price is ordinary gain or loss. Here, since the price declined by . 
$15,000, Tom has an ordinary lossin that amount. # 


Livestock 


Cattle and horses must be held 24 months or more and other livestock must be held 
12 months or more to qualify under § 1231.* The primary reason for enacting this pro- 
vision was the considerable amount of litigation over the character of livestock [whether 
livestock was held primarily for sale to customers (ordinary income) or for use in a 
trade or business (§ 1231 property) ]. Poultry is not livestock for purposes of § 1231. 


Section 1231 Assets Disposed of by Casualty or Theft 


When § 1231 assets are disposed of by casualty or theft, a special netting rule is 
applied. For simplicity, the term casualty is used to mean both casualty and theft dis- 
positions. First, the casualty gains and losses from § 1231 assets and the casualty gains 
and losses from long-term nonpersonal use capital assets are determined. A nonperso- 
nal use capital asset might be an investment painting or a baseball card collection 
held by a nondealer in baseball cards. 

Next, the § 1231 asset casualty gains and losses and the nonpersonal use capital 
asset casualty gains and losses are netted together (see Concept Summary 17.1). If 
the result is a net loss, the § 1231 casualty gains and the nonpersonal use capital asset 
casualty gains are treated as ordinary gains, the § 1231 casualty losses are deductible 
for AGI, and the nonpersonal use capital asset casualty losses are deductible from AGI 
subject to the 2 percent-of-AGI limitation. 

If the result of the netting is a net gain, the net gain is treated as a § 1231 gain. 
Thus, a § 1231 asset disposed of by casualty may or may not get § 1231 treatment, 
depending on whether the netting process results in a gain or.a loss. Also, a nonper- 
sonal use capital asset disposed of by casualty may get § 1231 treatment or ordinary 
treatment, but will not get capital gain or loss treatment! 

Personal use property casualty gains and losses are not subject to the § 1231 rules. If 
the result of netting these gains and losses is a gain, the net gain is a capital gain. 


‘Note that the holding period is “12 months or more” and not “more than 
12 months.” 
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a of Section 1231 Netting Procedure 


parsers apa rssete seen eT he 


§ 1231 asset and long-term nonpersonal 
use Capital asset casualty* gains 
minus 
§ 1231 asset and long-term nonpersonal 

use Capital asset casualty* losses 


Items are treated separately: 

~ Gains are ordinary income 
§1231 asset losses are deductible for AGI 
- Other losses are deductible from AGI 


NET f 


pe LOSS 


Net gain 
(add to § 1231 gains) 


§ 1231 gains 
minus 
§ 1231 losses 


NET 


GAIN 


lee 


Lookback Provision: 
Net gain is offset against 
nonrecaptured net § 1231 
losses from 5 prior tax years 


Gain offset by 
lookback losses 
is ordinary gain 


Remaining gain 
is LTCG 


*|Includes casualties and thefts. 


If the netting results in a loss, the net loss is a deduction from AGI to the extent it 
exceeds 10 percent of AGI. 

Casualties, thefts, and condemnations are involuntary conversions. Involuntary con- 
version gains may be deferred if conversion proceeds are reinvested; involuntary 
conversion losses are recognized currently (refer to Chapter 15) regardless of 
whether the conversion proceeds are reinvested. Thus, the special netting process 
discussed above for casualties and thefts would not include gains that are not cur- 
rently recognizable because the insurance proceeds are reinvested. 

The special netting process for casualties and thefts also does not include con- 
demnation gains and losses. Consequently, a § 1231 asset disposed of by condemna- 
tion will receive § 1231 treatment. This variation between recognized casualty and 
condemnation gains and losses sheds considerable light on what § 1231 is all about. 
Section 1231 has no effect on whether or not realized gain or loss is recognized. 
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CANADIAN SLow DEPRECIATION 


A manufacturer has a division in Canada that manufactures auto components. The com- 
ponents are shipped to Detroit and become part of U.S.-manufactured automobiles. 
Due to slow auto sales, the manufacturer closes the Canadian plant and moves its ma- — 
chinery to the United States. Later, the manufacturer sells the machinery and has a tax 

loss because the machinery’s adjusted basis is much higher than that of similar equip- 
ment that was used exclusively in the United States. The adjusted basis of the formerly 
Canadian equipment is higher because straight-line tax depreciation was required for 

the Canadian property (see Chapter 8). 


Instead, § 1231 merely dictates how such recognized gain or loss is classified (ordinary, 
capital, or § 1231) under certain conditions. 

Personal use property condemnation gains and losses are not subject to the § 1231 
rules. The gains are capital gains (because personal use property is a capital asset), 
and the losses are nondeductible because they arise from the disposition of personal 
use property. 


GENERAL PROCEDURE FOR § 1231 COMPUTATION 


The tax treatment of § 1231 gains and losses depends on the results of a rather com- 
plex netting procedure. The steps in this netting procedure are as follows. 


Step 1: Casualty Netting 

Net all recognized long-term gains and losses from casualties of § 1231 assets and 
nonpersonal use capital assets. Casualty gains result when insurance proceeds 
exceed the adjusted basis of the property. This casualty netting is beneficial because 
if there is a net gain, the gain may receive long-term capital gain treatment. If there 
is a net loss, it receives ordinary loss treatment. 


a. If the casualty gains exceed the casualty losses, add the excess to the other 
§ 1231 gains for the taxable year. 

b. _ If the casualty losses exceed the casualty gains, exclude all casualty losses and 
gains from further § 1231 computation. If this is the case, all casualty gains are 
ordinary income. Section 1231 asset casualty losses are deductible for AGI. 
Other casualty losses are deductible from AGI. 


Step 2: § 1231 Netting 


After adding any net casualty gain from Step la to the other § 1231 gains and losses 
(including recognized § 1231 asset condemnation gains and losses), net all § 1231 
gains and losses. 


a. If the gains exceed the losses, the net gain is offset by the “lookback” nonre- 
captured § 1231 losses (see below) from the five prior tax years. To the extent 
of this offset, the net § 1231 gain is classified as ordinary gain. Any remaining 
gain is long-term capital gain. 

b. _ If the losses exceed the gains, all gains are ordinary income. Section 1231 asset 
losses are deductible for AGI. Other casualty losses are deductible from AGI. 


Step 3: § 1231 Lookback Provision 


The net § 1231 gain from Step 2a is offset by the nonrecaptured net § 1231 losses for 
the five preceding taxable years. For 2009, the lookback years are 2004, 2005, 2006, 
2007, and 2008. To the extent of the nonrecaptured net § 1231 loss, the current-year 
net § 1231 gain is ordinary income. The nonrecaptured net § 1231 losses are those that 
have not already been used to offset net § 1231 gains. Only the net § 1231 gain 
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roperty of many taxpayers, includ- 


-d, however, could have a casualty gain. Under the 


involuntary conversion (the hurricane), recognition of the 


| ALoncer REPLACEM ENT PERIOD FOR SOME INVOLUNTARY C 


Iveston, Texas, in September 2008. 
property within two years of the end of 


rules, because that casualty gain resulted from an— 


gain could be postponed if the business ow 


receipt of the insurance proceeds associatec 
alty. However, because of the extensive dat 
the hurricane, Congress extended the “replacen 
to three years instead of two. 


exceeding this net § 1231 loss carryforward is given long-term capital gain treatment. 
Concept Summary 17.1 summarizes the § 1231 computational procedure. Examples 
6 and 7 illustrate the § 1231 lookback provision. 

Examples 4 through 7 illustrate the application of the § 1231 computation 
procedure. 


During 2009, Ross had $125,000 of AGI before considering the following recognized EXAMPLE 


gains and losses: 


Capital Gains and Losses 


Long-term capital gain 
Long-term capital loss 
Short-term capital gain 
Short-term capital loss 


Casualties 


Theft of diamond ring (owned four months) 
Fire damage to personal residence (owned 10 years) 


Gain from insurance recovery on fire loss to business building 


(owned two years) 


$3,000 
(400) 
1,000 
(200) 


($ 800)* 
(400)* 


200 


§ 1231 Gains and Losses from Depreciable Business Assets Held Long Term 


Asset A 
Asset B 
Asset C 


$ 300 
1,100 
(500) 


Gains and Losses from Sale of Depreciable Business Assets Held Short Term 


Asset D 
Asset E 


$ 200 
(300) 


* As adjusted for the $100 ($500 in 2009) floor on personal casualty losses. 


Ross had no net § 1231 losses in tax years before 2009. 


Disregarding the recapture of depreciation (discussed later in the chapter), Ross's 


gains and losses receive the following tax treatment: 


e The diamond ring and the residence are personal use assets. Therefore, 
these casualties are not § 1231 transactions. The $800 (ring) plus $400 (resi- 
dence) losses are potentially deductible from AGI. However, the total loss of 
$1,200 does not exceed 10% of AGI. Thus, only the business building (a 
§ 1231 asset) casualty gain remains. The netting of the § 1231 asset and non- 
personal use capital asset casualty gains and losses contains only one item— 
the $200 gain from the business building. Consequently, there is a net gain 
and that gain is treated as a § 1231 gain (added to the § 1231 gains). 

® The gains from § 1231 transactions (Assets A, B, and C and the § 1231 asset 
casualty gain) exceed the losses by $1,100 ($1,600 — $500). This excess isa 
long-term capital gain and is added to Ross's other long-term capital gains. 
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LP EXAMPLE 3 Assume the same facts as in Example 4, except the loss from Asset C was $1,700 instead 


*Ross’s taxable income (unless the itemized deductions and the personal 
exemption and dependency deductions are extremely large) will put him in lower tax. See Example 40 in Chapter 16. 
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e Ross’s net long-term capital gain is 5 $3, 700 ($3,000 + $1,100 from § 1231 trans- 
actions — $400 long-term capital loss). Ross’s net short-term capital gain is 
$800 ($1,000 — $200). The result is capital gain net income of $4,500. The 
$3,700 net long-term capital gain portion is eligible for beneficial capital gain 
treatment [assume all the gain is 0%/15% gain (see the discussion in iepicl 
16)]. The $800 net short-term capital gain is subject to tax as ordinary i income.° 

e Ross treats the gain and loss from Assets D and E (depreciable business assets 
held for less than the long-term holding period) as ordinary gain and loss. 


Results of the Gains and Losses on Ross’s Tax Computation 


NLTCG $ 3,700 
NSTCG 800 
Ordinary gain from sale of Asset D 200 
Ordinary loss from sale of Asset E (300) 
AGI from other sources 125,000 
AGI $129,400 


e Ross will have personal use property casualty losses of $1,200 [$800 (dia- 
mond ring) + $400 (personal residence)]. A personal use property casualty 
loss is deductible only to the extent it exceeds 10% of AGI. Thus, none of the 
$1,200 is deductible ($129,400 x 10% = $12,940). = 


of $500. 


e The treatment of the casualty losses is the same as in Example 4. 

© The losses from § 1231 transactions now exceed the gains by $100 ($1,700 — 
$1,600). As a result, the gains from Assets A and B and the § 1231 asset casu- 
alty gain are ordinary income, and the loss from Asset C is a deduction for 
AGI (a business loss). The same result can be achieved by simply treating the 
$100 net loss as a deduction for AGI. 

® Capital gain net income is $3,400 ($2,600 long term + $800 short term). The 
$2,600 net long-term capital gain portion is eligible for beneficial capital 
gain treatment, and the $800 net short-term capital gain is subject to tax as 
ordinary income. 


Results of the Gains and Losses on Ross’s Tax Computation 


NLTCG $ 2,600 


NSTCG ; 800 
Net ordinary loss on Assets A, B, and Cand § 1231 

casualty gain (100) 
Ordinary gain from sale of Asset D 200 
Ordinary loss from sale of Asset E (300) 
AGI from other sources 125,000 
AGI $128,200 


* None of the personal use property casualty losses will be deductible since 
$1,200 does not exceed 10% of $128, 200. = 


Assume the same facts as in Example 4, except that Ross has a $700 miroir net 


§ 1231 loss from 2008. 


° The treatment of the casualty losses is the same as in Example 4. 


° The 2009 net § 1231 gain of $1,100 is treated as ordinary income to the 
extent of the 2008 nonrecaptured § 1231 loss of $700. The remaining $400 


at least the 28% bracket. Thus, the alternative tax computation will yield a 
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net § 1231 gain is a long-term capital gain and is added to Ross’s other long- 
term capital gains. 

e Ross's net long-term capital gain is $3,000 ($3,000 + $400 from § 1231 trans- 
actions — $400 long-term capital loss). Ross’s net short-term capital gain is 
still $800($1,000 — $200). The result is capital gain net income of $3,800. The 
$3,000 net long-term capital gain portion is eligible for beneficial capital 


gain treatment, and the $800 net short-term capital gain is subject to tax as 
ordinary income. 


Results of the Gains and Losses on Ross's Tax Computation 


NLTCG $ 3,000 
NSTCG 800 
Ordinary gain from recapture of § 1231 losses © 700 
Ordinary gain from sale of Asset D 200 
Ordinary loss from sale of Asset E (300) 
AGI from other sources 125,000 
AGI $129,400 


® None of the personal use property casualty losses will be deductible since 
$1,200 does not exceed 10% of $129,400. m 


Assume the same facts as in Example 4, except that Ross had a net § 1231 loss of $2,700 _ EXAMPLE 7 
in 2007 and a net § 1231 gain of $300 in 2008. 


© The treatment of the casualty losses is the same as in Example 4. 

® The 2007 net § 1231 loss of $2,700 will have carried over to 2008 and been off- 
set against the 2008 net § 1231 gain of $300. Thus, the $300 gain will have 
been classified as ordinary income, and $2,400 of nonrecaptured 2007 net 
§ 1231 loss will carry over to 2009. The 2009 net § 1231 gain of $1,100 will be 
offset against this loss, resulting in $1,100 of ordinary income. The nonrecap- 
tured net § 1231 loss of $1,300($2,400 — $1,100) carries over to 2010. 

® Capital gain net income is $3,400 ($2,600 net long-term capital gain + $800 
net short-term capital gain). The $2,600 net long-term capital gain portion 
is eligible for beneficial capital gain treatment, and the $800 net short-term 
capital gain is subject to tax as ordinary income. 


Results of the Gains and Losses on Ross’s Tax Computation 


NLTCG $ 2,600 
NSTCG 800 
Ordinary gain from recapture of § 1231 losses 1,100 
Ordinary gain from sale of Asset D 200 
Ordinary loss from sale of Asset E (300) 
AGI from other sources 125,000 
AGI $129,400 


e None of the personal use property casualty losses will be deductible since 
$1,200 does not exceed 10% of $129,400. = 


PREPARING RETURNS WITHOUT PROPER INFORMATION 


A CPA firm is preparing the tax return of a new client who all his tax records in a recent hurricane. The client’s transac- 
says he has had numerous transactions involving sales of tions for the current year result in a net § 1231 gain. Can the 
business depreciable property in prior years. The client lost CPA firm complete this return without further information? 
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10.3 17.2 SECTION 1245 RECAPTURE 


Determine when § 1245 Now that the basic rules of § 1231 have been introduced, it is time to add some com- 

ecrPRCeane! ese now plications. The Code contains two major recapture provisions—§§ 1245 and 1250. 

eerie These provisions cause gain to be treated initially as ordinary gain. Thus, what may 
appear to be a § 1231 gain is ordinary gain instead. These recapture provisions may 
also cause a gain in a nonpersonal use casualty to be initially ordinary gain rather 
than casualty gain. Classifying gains (and losses) properly initially is important 
because improper initial classification may lead to incorrect mixing and matching of 
gains and losses. This section discusses the § 1245 recapture rules, and the next sec- 
tion discusses the § 1250 recapture rules. 

Section 1245 requires taxpayers to treat all gain as ordinary gain unless the prop- 
erty is. disposed of for more than was paid for it. This result is accomplished by 
requiring that all gain be treated as ordinary gain to the extent of the depreciation ; 
taken on the property disposed of. Section 1231 gain results only when the property ¥ 
is disposed of for more than its original cost. The excess of the sales price over the 
original cost is § 1231 gain. Section 1245 applies primarily to non-real-estate property 
such as machinery, trucks, and office furniture. Section 1245 does not apply if prop- 
erty is disposed of at a loss. Generally, the loss will be a § 1231 loss unless the form of 
the disposition is a casualty. 


| EXAMPLE 8 ss purchased a $100,000 business machine and deducted $70,000 depreciation 


before selling it for $80,000. If it were not for § 1245, the $50,000 gain would be 
§ 1231 gain ($80,000 amount realized — $30,000 adjusted basis). Section 1245 prevents 
this potentially favorable result by treating as ordinary income (not as § 1231 gain) 
any gain to the extent of depreciation taken. In this example, the entire $50,000 
gain would be ordinary income. If Alice had sold the machine for $120,000, she 
would have a gain of $90,000 ($120,000 amount realized — $30,000 adjusted basis). 
The § 1245 gain would be $70,000 (equal to the depreciation taken), and the § 1231 
gain would be $20,000 (equal to the excess of the sales price over the original 
cost). @ 


a ae oe 


Section 1245 recapture provides, in general, that the portion of recognized gain 
from the sale or other disposition of § 1245 property that represents depreciation 
(including § 167 depreciation, § 168 cost recovery, § 179 immediate expensing, 
§ 168(k) additional first-year depreciation, and § 197 amortization) is recaptured as 
ordinary income. Thus, in Example 8, $50,000 of the $70,000 depreciation taken is 
recaptured as ordinary income when the business machine is sold for $80,000. Only 
$50,000 is recaptured rather than $70,000 because Alice is only required to recog- 
nize § 1245 recapture ordinary gain equal to the lower of the depreciation taken or 
the gain recognized. 

The method of depreciation (e.g., accelerated or straight-line) does not matter. 
All depreciation taken is potentially subject to recapture. Thus, § 1245 recapture is 
often referred to as full recapture. Any remaining gain after subtracting the amount 
recaptured as ordinary income will usually be § 1231 gain. If the property is disposed 
of in a casualty event, however, the remaining gain will be casualty gain. If the busi- 
ness machine in Example 8 had been disposed of by casualty and the $80,000 
received had been an insurance recovery, Alice would still have a gain of $50,000, 
and the gain would still be recaptured by § 1245 as ordinary gain. The § 1245 recap- 
ture rules apply before there is any casualty gain. Since all the $50,000 gain is recap- 
tured, no casualty gain arises from the casualty. 

The following examples illustrate the general application of § 1245. 


On January 1, 2009, Gary sold for $13,000 a machine acquired several years ago for 
$12,000. He had taken $10,000 of depreciation on the machine. 
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® The recognized gain from the sale is $11,000. This is the amount realized of 
$13,000 less the adjusted basis of $2,000 ($12,000 cost — $10,000 deprecia- 
tion taken). 

° Depreciation taken is $10,000. Therefore, since § 1245 recapture gain is the 
lower of depreciation taken or gain recognized, $10,000 of the $11,000 rec- 
ognized gain is ordinary income, and the remaining $1,000 gain is § 1231 
gain. 

e The § 1231 gain of $1,000 is also equal to the excess of the sales price over 


the gue cost of the property ($13,000 — $12,000 = $1,000 § 1231 
gain). = 
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Assume the same facts as in the previous example, except the asset is sold for $9,000 PEXAMPLE 10) | 


instead of $13,000. 


® The recognized gain from the sale is $7,000. This is the amount realized of 
$9,000 less the adjusted basis of $2,000. 

° Depreciation taken is $10,000. Therefore, since the $10,000 depreciation 
taken exceeds the recognized gain of $7,000, the entire $7,000 recognized 
gain is ordinary income. 

e The § 1231 gain is zero. There is no § 1231 gain because the selling price 
($9,000) does not exceed the original purchase price ($12,000). = 


Assume the same facts as in Example 9, except the asset is sold for $1,500 instead of PSSAMELE 1 | 


$13,000. 


e The recognized loss from the sale is $500. This is the amount realized of 
$1,500 less the adjusted basis of $2,000. 

e Since there is a loss, there is no depreciation recapture. All of the loss is 
§ 1231 loss. @ 


If § 1245 property is disposed of in a transaction other than a sale, exchange, or 
involuntary conversion, the maximum amount recaptured is the excess of the prop- 
erty’s fair market value over its adjusted basis. See the discussion under Considera- 
tions Common to §§ 1245 and 1250 later in the chapter. 


SECTION 1245 PROPERTY 


Generally, § 1245 property includes all depreciable personal property (e.g., machinery 
and equipment), including livestock. Buildings and their structural components gener- 
ally are not § 1245 property. The following property is also subject to § 1245 treatment: 


e Amortizable personal property such as goodwill, patents, copyrights, and 
leaseholds of § 1245 property. Professional baseball and football player 
contracts are § 1245 property. 

e Amortization of reforestation expenditures. 

e Expensing of costs to remove architectural and transportation barriers 
that restrict the handicapped and/or elderly. 

e Section 179 immediate expensing of depreciable tangible personal prop- 
erty costs. 

e Elevators and escalators acquired before January 1, 1987. 

e Certain depreciable tangible real property (other than buildings and 
their structural components) employed as an integral part of certain activ- 
ities such as manufacturing and production. For example, a natural gas 
storage tank where the gas is used in the manufacturing process is § 1245 
property. . 

© Pollution control facilities, railroad grading and tunnel bores, on-the-job 
training, and child care facilities on which amortization is taken. 

e Single-purpose agricultural and horticultural structures and petroleum 


storage facilities (e.g., a greenhouse or silo). 
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e Fifteen-year, 18-year, and 19-year nonresidential real estate for which 
accelerated cost recovery is used is subject to the § 1245 recapture rules, 
although it is technically not § 1245 property. Such property would have 
been placed in service after 1980 and before 1987. 


eee WE CRT ee James acquired nonresidential real property on December 1, 1986, for $100,000. He 


L0.4 


Determine when § 1250 
recapture applies and how 
it is computed. 


used the statutory percentage method to compute the ACRS cost recovery. He sells 
the asset on January 15, 2009, for $120,000. The amount and nature of James's gain are 
computed as follows: 


Amount realized $120,000 
Adjusted basis 
Cost $ 100,000 
Less cost recovery: 1986-2008 (100,000) 
2009 (-0-) 
January 15, 2009 adjusted basis (-0-) 
Gain realized and recognized $120,000 


The gain of $120,000 is treated as ordinary income to the extent of a// depreciation 
taken because the property is 19-year nonresidential real estate for which accelerated 
depreciation was used. Thus, James reports ordinary income of $100,000 and § 1231 
gain of $20,000($120,000 — $100,000). = 


OBSERVATIONS ON § 1245 


° In most instances, the total depreciation taken will exceed the recognized 
gain. Therefore, the disposition of § 1245 property usually results in ordi- 
nary income rather than § 1231 gain. Thus, generally, no § 1231 gain will 
occur unless the § 1245 property is disposed of for more than its original 
cost. Refer to Examples 9 and 10. 

e Recapture applies to the total amount of depreciation allowed or allow- 
able regardless of the depreciation method used. 

e Recapture applies regardless of the holding period of the property. Of 
course, the entire recognized gain would be ordinary income if the prop- 
erty were held for less than the long-term holding period because § 1231 
would not apply. 

® Section 1245 does not apply to losses, which receive § 1231 treatment. 

° Gains from the disposition of § 1245 assets may also be treated as passive 
activity gains (see Chapter 11). 


17.3 SECTION 1250 RECAPTURE —__ 


Generally, § 1250 property is depreciable real property (principally buildings and 
their structural components) that is not subject to § 1245.° Intangible real property, 
such as leaseholds of § 1250 property, is also included. 

Section 1250 recapture rarely applies since only the amount of additional depreciation 
is subject to recapture. To have additional depreciation, accelerated depreciation 
must have been taken on the asset. Straight-line depreciation is not recaptured 
(except for property held one year or less). Since depreciable real property placed 
in service after 1986 can generally only be depreciated using the straight-line 
method, there will usually be no § 1250 depreciation recapture on such property. Nor 
does § 1250 apply if the real property is sold at a loss. 


NGOS RELL LLL ELLER NIL GALI PPLE 


*As noted above, in one limited circumstance, § 1245 does apply to nonresi- after 1980 and before 1987 and accelerated depreciation was used, the 
dential real estate. If the nonresidential real estate was placed in service § 1245 recapture rules rather than the § 1250 recapture rules apply. 
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TAXin 
the-NEWS 


During the 2008 presidential campaign, the Democratic can- 
didate proposed an increase in the tax rate on long-term 
capital gains for some “high-income” taxpayers. Only a very 
careful reading of his proposed tax legislation revealed that 
this tax increase would not affect most gains from the dispo- 
sition of business depreciable equipment because such gains 


Capita Gains RaTEs, Business DEPRECIABLE EQUIPMENT, 
AND DEPRECIABLE REAL ESTATE 


recapture. Thus, these gains are not eligible for long-term 
capital gain treatment. In contrast, gains from land and 
depreciable business real estate generally are not subjected 
to depreciation recapture and, therefore, can receive long- 
term capital gain treatment. Consequently, such gains could 
be affected by the increase in capital gains rates. 
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are generally taxed as ordinary gains due to depreciation 


If depreciable real property has been held for many years before it is sold, 
however, the § 1250 recapture rules may apply and are therefore discussed here. 
Additional depreciation is the excess of the accelerated depreciation actually deducted 
over depreciation that would have been deductible if the straight-line method had 
been used. Section 1250 recapture may apply when either (1) residential rental real 
property was acquired after 1975 and before 1987 and accelerated depreciation was 
taken or (2) nonresidential real property was acquired before 1981 and accelerated 
depreciation was taken after December 31, 1969. Also, § 168(k) additional first-year 
depreciation was formerly available for certain leasehold improvements (nonresidential 
real property used in business) . Such depreciation is subject to recapture under § 1250. 

If § 1250 property with additional depreciation is disposed of in a transaction 
other than a sale, exchange, or involuntary conversion, the depreciation recapture 
is limited to the excess of the property’s fair market value over the adjusted basis. For 
instance, if a corporation distributes real property to its shareholders as a dividend 
and the fair market value of the real property is greater than its adjusted basis, the 
corporation will recognize a gain. If accelerated depreciation was taken on the prop- 
erty, § 1250 recapture will apply. 

It is important to know what assets are defined as § 1250 property because even 
when there is no additional depreciation, the gain from such property may be sub- 
ject to a special 25 percent tax rate. See the discussion of Unrecaptured § 1250 Gain 
later in this chapter. 

The discussion below describes the computational steps when § 1250 recapture 
applies and indicates how that recapture is reflected on Form 4797 (Sales of Business 


Property). 
COMPUTING RECAPTURE ON NONRESIDENTIAL REAL PROPERTY 


For § 1250 property other than residential rental property, the potential recapture is 
equal to the amount of additional depreciation taken since December 31, 1969. This 
nonresidential real property includes buildings such as offices, warehouses, facto- 
ries, and stores. (The definition of and rules for residential rental housing are dis- 
cussed later in the chapter.) The lower of the potential § 1250 recapture amount or 
the recognized gain is ordinary income. The following general rules apply: 


° Additional depreciation is depreciation taken in excess of straight-line 
after December 31, 1969, on property that was acquired before 1981. 

e Additional first-year depreciation [§168(k) ] exceeding straightline depre- 
ciation taken on leasehold improvements to nonresidential property is 
additional depreciation. 

e If the property is held for one year or less (usually not the case), all 
depreciation taken, even under the straightline method, is additional 


depreciation. 


_— 
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The following procedure is used to compute recapture on nonresidential real 
property that was acquired before 1981 and for which accelerated depreciation was 
taken after December 31, 1969, under § 1250: 


e Determine the recognized gain from the sale or other disposition of the 


property. 

e Determine the additional depreciation (if any). 

° The lower of the recognized gain or the additional depreciation is ordi- 
nary income. 

e If any recognized gain remains (total recognized gain less recapture), it is 
§ 1231 gain. However, it would be casualty gain if the disposition was by casualty. 


The following example shows the application of the § 1250 computational 
procedure. 


| EXAMPLE 460 | On January 3, 1980, Larry acquired a new building at a cost of $200,000 for use in his 


business. The building had an estimated useful life of 50 years and no estimated salvage 
value. Depreciation has been taken under the 150% declining-balance method through 
December 31, 2008. Pertinent information with respect to depreciation taken follows: 


Undepreciated 


Balance Current 
(Beginning of Depreciation Straight-Line Additional 
Year the Year) Provision Depreciation Depreciation 
1980-2007 $200,000 $116,090 $112,000 $4,090 
2008 83,910 3,070 4,000 (930) 
Total 1980-2008 $119,160 $116,000 $3,160 


On January 2, 2009, Larry sold the building for $180,000. Compute the amount of his 
§ 1250 ordinary income and § 1231 gain. 


e Larry’s recognized gain from the sale is $99,160. This is the difference 
between the $180,000 amount realized and the $80,840 adjusted basis 
($200,000 cost — $119,160 depreciation taken). 

e Additional depreciation is $3,160. 

® The amount of ordinary income is $3,160. Since the additional depreciation 
of $3,160 is less than the recognized gain of $99,160, the entire gain is not 
recaptured. 

e The remaining $96,000 ($99, 160 — $3,160) gain is § 1231 gain. = 


EXAMPLE 16 0 


Blue Corporation is the lessor of an office building. Blue spent $250,000 on leasehold 
improvements to the building during 2003. The improvements were placed in service on 
May 10, 2003, qualified for § 168(k) additional depreciation, and had a 39-year MACRS life. 


Undepreciated 


Balance Current 
(Beginning of Depreciation Straight-Line Additional 
Year the Year) Provision Depreciation Depreciation 
2003 $250,000 $127,006 $ 4,013 $122,993 
2004-2008 122,994 16,025 32,050 (16,025) 
2009 106,969 935 1,870 (935) 
Total 2003-2009 $143,966 $37,933 $106,033 . 


On April 20, 2009, the improvements were sold for $220,000. Compute the amount of 
Blue’s § 1250 ordinary gain and § 1231 gain on the improvements. 


® Blue’s recognized gain from the sale is $113,966. This is the difference 
between the $220,000 amount realized and the $106,034 adjusted basis 
($250,000 cost — $143,966 depreciation taken). 
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e Additional depreciation is $106,033. 


e The amount of ordinary income due to § 1250 recapture is $106,033. Since 
the additional depreciation of $106,033 is less than the $113,966 recognized 
gain, the entire gain is not recaptured. 


° The remaining $7,933 ($113,966 — $106,033) gain is § 1231 gain. 


COMPUTING RECAPTURE ON RESIDENTIAL RENTAL HOUSING 


Section 1250 recapture sometimes applies to the sale or other disposition of residen- 
tial rental housing. Property qualifies as residential rental housing only if at least 80 per- 
cent of gross rent income is rent income from dwelling units.’ The rules are the 
same as for other § 1250 property, except that only the post-1975 additional depreci- 
ation may be recaptured on property acquired before 1987. If any of the recognized 
gain is not absorbed by the recapture rules pertaining to the post-1975 period, the 
remaining gain is § 1231 gain. 


Assume the same facts as in Example 13, except the building is residential rental housing. PEXAMELE 5 


* Post-1975 ordinary income is $3,160 (post-1975 additional depreciation of 
$3,160). 
e The remaining $96,000 ($99,160 — $3,160) gain is § 1231 gain. = 


Under § 1250, when straight-line depreciation is used, there is no § 1250 recap- 
ture potential unless the property is disposed of in the first year of use. Generally, 
however, the § 1250 recapture rules do not apply to depreciable real property unless 
the property is disposed of in the first year of use. 


EXAMPLE 16 


Sanjay acquires a residential rental building on January 1, 2008, for $300,000. He 
receives an offer of $450,000 for the building in 2009 and sells it on December 23, 2009. 


e Sanjay takes $20,909 {($300,000 x .03485) + [$300,000 x .03636 x (11.5/12)] = 
$20,909} of total depreciation for 2008 and 2009, and the adjusted basis of 
the property is $279,091 ($300,000 — $20,909). 

® Sanjay’s recognized gain is $170,909 ($450,000 — $279,091). 

e Allofthe gain is § 1231 gain. = 


SECTION 1250 RECAPTURE SITUATIONS 


The § 1250 recapture rules apply to the following property for which accelerated 
depreciation was used: 


e Additional first-year depreciation [§168(k)] exceeding straight-line depre- 
ciation taken on leasehold improvements to nonresidential property. 

e Residential rental real estate acquired before 1987. 

e Nonresidential real estate acquired before 1981. 

° Real property used predominantly outside the United States. 

° Certain government-financed or low-income housing.® 


Concept Summary 17.2 compares and contrasts the § 1245 and § 1250 deprecia- 
tion recapture rules. 


UNRECAPTURED § 1250 GAIN (REAL ESTATE 25% GAIN) 


This section will explain what gain is eligible for the 25 percent tax rate on unrecaptured 
§ 1250 gain. This gain is used in the alternative tax computation for net capital gain dis- 
cussed in Chapter 16. Unrecaptured § 1250 gain (25% gain) is some or all of the § 1231 
gain that is treated as long-term capital gain and relates to a sale of depreciable real 


estate. 


7§ 168(€)(2)(A). Note that ere may be residential, nonrental housing (e.g.,a bunk- ’Described in § 1250(a)(1)(B). 
house on a cattle ranch). Such property is commonly regarded as “nonresidential 
real estate.” The rules for such property were discussed in the previous section. 
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CONCEPT ee 


an 4 Sat hees of § 1245 and § 1250 Depreciation Re 


Property affected 


Depreciation 


All depiobable Savors! sropery: but alee 
nonresidential real property acquired after | 
December 31, 1980, and before January 1, 


1987, for which accelerated cost recoverywas 


used. Also includes miscellaneous items such 
as § 179 expense and § 197 amortization of 
intangibles such as goodwill, patents, and 
copyrights. 


Potentially all depreciation taken. If the selling 


ect uike 3), 1975, pes tee January , 1987 

~onwhich accelerated depreciation was taken. 

Additional first-year depreciation [81 68(k)] 
exceeding straight-line depreciation taken on — 
leasehold improvements to nonresidential 
property. 

Additional depreciation (the excess or 


A 


recaptured price is greater than or equal to the original accelerated cost recovery over straight-line 
cost, all depreciation is recaptured. If the cost recovery or the excess of accelerated 
selling price is between the adjusted basis depreciation over straight-line depreciation). 
and the original cost, only some depreciation 
is recaptured. 
Limit on recapture Lower of depreciation taken or gain Lower of additional depreciation or gain 
recognized. recognized. 
Treatment of gain Usually § 1231 gain. Usually § 1231 gain. 
exceeding 
recapture gain 
Treatment of loss No depreciation recapture; loss is usually No depreciation recapture; loss is usually 


§ 1231 loss. : § 1231 loss. 


The maximum amount of this 25% gain is the depreciation taken on real prop- 
erty sold at a recognized gain. That maximum amount is reduced in one or more of 
the following ways: 


© The recognized gain from disposition is less than the depreciation taken. The 
25% gain is reduced to the recognized gain amount. Refer to Example 13. 
The depreciation taken was $119,160, but the recognized gain was only 
$99,160. Consequently, allof the recognized gain is potential 25 % § 1231 gain. 

° There is § 1250 depreciation recapture because there is additional first- 
year depreciation [§168(k)] exceeding straight-line depreciation taken 
on leasehold improvements to nonresidential property. The § 1250 recap- 
ture reduces the 25% gain. Refer to Example 14. Of the $113,966 gain, 
$106,033 was recaptured by § 1250 as ordinary gain, leaving $7,933 of 
potential 25% § 1231 gain. 

° There is § 1250 depreciation recapture because the property is residential 
real estate acquired before 1987 on which accelerated depreciation was 
taken. The § 1250 recapture reduces the 25% gain. Refer to Example 15. 
Of the $99,160 recognized gain, $3,160 was recaptured by § 1250 as ordi- 
nary income, leaving $96,000 of the potential 25% § 1231 gain. 

° There is § 1245 depreciation recapture because the property is nonresi- 
dential real estate acquired in 1981-1986 on which accelerated deprecia- 
tion was taken. No 25% § 1231 gain will be left because § 1245 will 
recapture all of the depreciation or the recognized gain, whichever is less. 
Refer to Example 12. Depreciation of $100,000 was taken, but all of it was 
recaptured as ordinary income by § 1245. Thus, there is no remaining 
potential 25% § 123] gain. The entire $20,000 § 1231 gain in Example 12 
is potential 0%/15% gain. 
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° Section 1231 loss from disposition of other § 1231 assets held long term 
reduces the gain from real estate. 

* Section 1231 lookback losses convert some or all of the potential 25% 
§ 1231 gain to ordinary income. 


Special 25% Gain Netting Rules 


Where there is a § 1231 gain from real estate and that gain includes both potential 
25% gain and potential 0%/15% gain, any § 1231 loss from disposition of other 
§ 1231 assets first offsets the 0% /15 % portion of the § 1231 gain and then offsets the 
25% portion of the § 1231 gain. Also, any § 1231 lookback loss first recharacterizes the 
25% portion of the § 1231 gain and then recharacterizes the 0%/15% portion of 
the § 1231 gain as ordinary income. 


Net § 1231 Gain Limitation 


The amount of unrecaptured § 1250 gain may not exceed the net § 1231 gain that is 
eligible to be treated as long-term capital gain. The unrecaptured § 1250 gain is the 
lesser of the unrecaptured § 1250 gain or the net § 1231 gain that is treated as capital 
gain. Thus, if there is a net § 1231 gain, but it is all converted to ordinary income by 
the five-year § 1231 lookback loss provision, there is no surviving § 1231 gain or 
unrecaptured § 1250 gain. 

Refer to Example 6. There was $200 of § 1231 gain from the building fire that 
would also be potential 25% gain if at least $200 of depreciation was taken. The 
net § 1231 gain was $1,100 including the $200 building gain. (The $500 loss from 
Asset C would offset the potential 0%/15% § 1231 gain and not the potential 
25% gain, so all of the potential 25% gain of $200 is in the $1,100 net § 1231 
gain.) However, the $700 of § 1231 lookback losses would first absorb the $200 
building gain, so the $400 of § 1231 gain that is treated as long-term capital gain 
includes no 25% gain. 


Section 1250 Property for Purposes of the Unrecaptured § 1250 Gain 


Section 1250 property includes any real property (other than § 1245 property) that 
is or has been depreciable. Land is not § 1250 property because it is not depreciable. 
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Bill is a single taxpayer with 2009 taxable income of $84,000 composed of: Pee eM Tee 


e $64,000 ordinary taxable income, 

$3,000 short-term capital loss, 

$15,000 long-term capital gain from sale of stock, and 

$8,000 § 1231 gain that is all unrecaptured § 1250 gain (the actual unrecap- 
tured gain was $11,000, but net § 1231 gain is only $8,000). 


Bill’s net capital gain is $20,000 ($15,000 long-term capital gain + $8,000 unrecaptured 
§ 1250 gain/net § 1231 gain — $3,000 short-term capital loss). The $3,000 short-term 
capital loss is offset against the $8,000 unrecaptured § 1250 gain, reducing that gain to 
$5,000 (see the discussion in Chapter 16 concerning netting of capital losses). Bill’s 
adjusted net capital gain is $15,000 ($20,000 net capital gain — $5,000 unrecaptured 
§ 1250 gain). Bill’s total tax (using the alternative tax calculation discussed in Chapter 16) 
is $15,688 [$12,188 (tax on ordinary taxable income) + $1,250 ($5,000 unrecaptured 
§ 1250 gain x 25%) + $2,250($15,000 adjusted net capital gain x 15%)]. = 


17.4 CONSIDERATIONS COMMON TO 
—_ §§ 1245 anp 1250 


EXCEPTIONS 


Recapture under §§ 1245 and 1250 does not apply to the following transactions. 


Understand considerations 
common to §§ 1245 and 1250. 
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: Seren Deon Mra aa a > 
Ey eee nee FOR Porecy Bacccee vines Recoane ee 
RECAPTURE GAIN 


Tangible personal property used in a trade or business may be the subject of a § 1031 
like-kind exchange, and the postponed gain is most likely postponed § 1245 gain. How- 
ever, tangible personal property used predominantly within the United States cannot 
be exchanged for tangible personal property used predominantly outside the United 
States. Thus, such an exchange would cause recognized gain, and, as long as the fair 
market value of the property given up does not exceed its original cost, all of the gain is 
§ 1245 depreciation recapture gain. 


GLOBAL 
Tax Issues 


Gifts 


The recapture potential carries over to the donee.” 


BRAM EL Eas Wade gives his daughter, Helen, § 1245 property with an adjusted basis of $1,000. The 
amount of recapture potential is $700. Helen uses the property in her business and 
claims further depreciation of $100 before selling it for $1,900. Helen’s recognized gain 
is $1,000($1,900 amount realized — $900 adjusted basis), of which $800 is recaptured as 
ordinary income ($100 depreciation taken by Helen + $700 recapture potential carried 
over from Wade). The remaining gain of $200 is § 1231 gain. Even if Helen used the 
property for personal purposes, the $700 recapture potential would still be carried 
over. @ 


Death 


Although not a very attractive tax planning approach, death eliminates all recapture 
potential.'° In other words, any recapture potential does not carry over from a dece- 4 
dent to an estate or heir. 


Assume the same facts as in Example 18, except that Helen receives the property as a 
result of Wade's death. The $700 recapture potential from Wade is extinguished. Helen 
has a basis for the property equal to the property's fair market value (assume $1,700) at 
Wade's death. She will have a $300 gain when the property is sold because the selling 
price ($1,900) exceeds the property's adjusted basis of $1,600 ($1,700 original basis to 
Helen — $100 depreciation) by $300. Because of § 1245, $100 is ordinary income. The 
remaining gain of $200 is § 1231 gain. = 


Charitable Transfers 


The recapture potential reduces the amount of the charitable contribution deduc- 
tion under § 170."! 


Kanisha donates to her church § 1245 property with a fair market value of $10,000 and 
an adjusted basis of $7,000. Assume that the amount of recapture potential is $2,000 
(the amount of recapture that would occur if the property were sold). Her charitable 
contribution deduction (subject to the limitations discussed in Chapter 10) is $8,000 
($10,000 fair market value — $2,000 recapture potential). = 


*S§ 1245(b)(1) and 1250(d)(1) and Reg. §§ 1.1245-4(a)(1) and 1.1250- '§ 170(e)(1)(A) and Reg. § 1.170A-4(b)(1). In certain circumstances, § 1231 


3(a)(1). gain also reduces the amount of the charitable contribution. See 
MSS 1945(b)(2) and 1250(d)(2). § 170(e)(1)(B). 
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Certain Nontaxable Transactions 


In certain pe oragions, the transferor’s adjusted basis of property carries over to the 
transferee. ~ The recapture potential also carries over to the transferee.'® Included 
in this category are transfers of property pursuant to the following: 


e Nontaxable incorporations under § 351. 

* Certain liquidations of subsidiary companies under § 332. 
e Nontaxable contributions to a partnership under § 721. 

e Nontaxable reorganizations. 


Gain may be recognized in these transactions if boot is received. If gain is recog- 
nized, it is treated as ordinary income to the extent of the recapture potential or rec- 
ognized gain, whichever is lower.'* 


Like-Kind Exchanges (§ 1031) and Involuntary Conversions (§ 1033) 


Realized gain will be recognized to the extent of boot received under § 1031. Real- 
ized gain also will be recognized to the extent the proceeds from an involuntary con- 
version are not reinvested in similar property under § 1033. Such recognized gain is 
subject to recapture as ordinary income under §§ 1245 and 1250. The remaining 
recapture potential, if any, carries over to the property received in the exchange. 
Realized losses are not recognized in like-kind exchanges, but are recognized in 
involuntary conversions (see Chapter 15). 


Anita exchanges § 1245 property with an adjusted basis of $300 for § 1245 property 


with a fair market value of $6,000. The exchange qualifies as a like-kind exchange 
under § 1031. Anita also receives $1,000 cash (boot). Her realized gain is $6,700 ($7,000 

amount realized — $300 adjusted basis of property). Assuming the recapture potential 

is $7,500, Anita recognizes § 1245 gain of $1,000 because she received boot of $1,000. 

The remaining recapture potential of $6,500 carries over to the like-kind property 

received. @ 


OTHER APPLICATIONS 


Sections 1245 and 1250 apply notwithstanding any other provisions in the Code.'” 
That is, the recapture rules under these Sections override all other Sections. Special 
applications include installment sales and property dividends. 


Installment Sales 

Recapture gain is recognized in the year of the sale regardless of whether gain is oth- 
erwise recognized under the installment method.'° All gain is ordinary income until 
the recapture potential is fully absorbed. Nonrecapture (§ 1231) gain is recognized 
under the installment method as cash is received. 


Seth sells § 1245 property for $20,000, to be paid in 10 annual installments of $2,000 
each plus interest at 10%. Seth realizes a $6,000 gain from the sale, of which $4,000 is 
attributable to depreciation taken. If Seth uses the installment method, he recognizes 
the entire $4,000 of recapture gain as ordinary income in the year of the sale. The 
$2,000 of nonrecapture (§ 1231) gain will be recognized at the rate of $200 per year for 


10 years. @ 

1988 1945(b)(3) and 1250(d)(3) and Reg. §§ 1.1245-4(c) and 1.1250-8(c). 8g 1245(d) and 1250(i). 

Reg. §§ 1.1245—-2(a)(4) and ~2(c)(2) and 1.1250-2(d)(1) and (3) and —3(c)(3). '6§ 453(i). The installment method of reporting gains on the sale of property 
48§ 1245(b)(3) and 1250(d)(3) and Reg. §§ 1.1245-4(c) and 1.1250-3(c). is discussed in Chapter 18. 


Some of these special corporate problems are discussed in Chapter 20. Part- 
nership contributions are also discussed in Chapter 20. 
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Gain is also recognized on installment sales in the year of the sale in an amount 
equal to the § 179 (immediate expensing) deduction taken with respect to the prop- 
erty sold. 


Property Dividends | 
A corporation generally recognizes gain if it distributes appreciated property as a 
dividend. Recapture under §§ 1245 and 1250 applies to the extent of the lower of 
the recapture peeves! or the excess of the property’s fair market value over the 
adjusted basis.’ 


PEMAM PER 23 | Emerald Corporation distributes § 1245 property as a dividend to its shareholders. The 


amount of the recapture potential is $300, and the excess of the property's fair market 
value over the adjusted basis is $800. Emerald recognizes $300 of ordinary income and 
$500 of § 1231 gain. = 


Concept Summary 17.3 integrates the depreciation recapture rules with the 
§ 1231 netting process. It is an expanded version of Concept Summary 17.1. 


17.5 SPECIAL RECAPTURE PROVISIONS 


L0.6 SPECIAL RECAPTURE FOR CORPORATIONS 


Apply the special recapture 


provisions for related parties Corporations selling Haye ne real estate may have ordinary income in addition 
and IDC and be aware of the to that required by § 1250.°~ See the discussion of this topic in Chapter 20. 
special recapture provision for 


peeves. GAIN FROM SALE OF DEPRECIABLE PROPERTY 
BETWEEN CERTAIN RELATED PARTIES 


When the sale or exchange of property, which in the hands of the transferee is 
depreciable property (principally machinery, equipment, and buildings, but not 
land), is between certain related parties, any gain recognized is ordinary income.’® 
This provision applies to both direct and indirect sales or exchanges. A related 
party is defined as an individual and his or her controlled corporation or partner- 
ship or a taxpayer and any trust in which the taxpayer (or the taxpayer’s spouse) 
is a beneficiary. 


EXAMPLE 24 


Isabella sells a personal use automobile (therefore nondepreciable) to her controlled 
corporation. The automobile, which was purchased two years ago, originally cost 
$5,000 and is sold for $7,000. The automobile is to be used in the corporation's busi- 
ness. If the related-party provision did not exist, Isabella would realize a $2,000 long- 
term capital gain. The income tax consequences would be favorable because Isabella's 
controlled corporation is entitled to depreciate the automobile based upon the pur- 
chase price of $7,000. Under the related-party provision, Isabella’s $2,000 gain is ordi- 
nary income. @ 


INTANGIBLE DRILLING COSTS 


Taxpayers may elect to either expense or capitalize intangible drilling and development 
costs for oil, gas, or geothermal properties.” Intangible drilling and development costs 
(IDC) include operator (one who holds a working or operating interest in any tract or 
parcel of land) expenditures for wages, fuel, repairs, hauling, and supplies. These 
expenditures must be incident to and necessary for the drilling of wells and 


7g 311(b) and Reg. $§ 1.1245-I(c) and -6(b) and 1.1250-1(a)(4), -\(by(4),°§ 129. 
and -1(c)(2). 9§ 263(c). 
8§ 991(a)(1). 


PR REL S tee Bot 
ace Cant oC se 


Gain offset by - 
lookback losses 
is ordinary gain 


preparation of wells for production. In most instances, taxpayers elect to expense 


IDC to maximize tax deductions during drilling. 
Intangible drilling and development costs are subject to § 1254 recapture when 


the property is disposed of. The gain on the disposition of the property is subject to 


recapture as ordinary income. 


17.6 REPORTING PROCEDURES 


Noncapital gains and losses are reported on Form 4797, Sales of Business Property. 
Before filling out Form 4797, however, Form 4684, Casualties and Thefts, Part B, 
must be completed to determine whether any casualties will enter into the § 1231 
computation procedure. Recall that recognized gains from § 1231 asset casualties 


LO.7 


Describe and apply the 
reporting procedures for 
§§ 1231, 1245, and 1250. 
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DEPRECIATION RECAPTURE IN One Teena 


The rules for dispositions of depreciated property are more complex in the United . 
States than in any other country. Most countries treat the gain or loss from the disposi- 
tion of business depreciable assets as ordinary income or loss. Consequently, although 
the U.S. rules are more complex, they can be more beneficial than those of other coun- 
tries because at least some gains from the disposition of depreciable business property 
may be taxed at the lower capital gain rates. 


GLOBAL 
Tax Issues 


may be recaptured by § 1245 or § 1250. These gains will not appear on Form 4684. 
The § 1231 gains and nonpersonal use long-term capital gains are netted against 
§ 1231 losses and nonpersonal use long-term capital losses on Form 4684 to deter- 
mine if there is a net gain to transfer to Form 4797, Part I. 

Because the 2009 tax forms were unavailable at this writing, 2008 tax forms are 3 
used in the remainder of the discussion. 

Form 4797 is divided into four parts, summarized as follows: 


>A 


Part Function 


| To report regular § 1231 gains and losses [including 
recognized gains and losses from certain involuntary 
conversions (condemnations)]. 


Il To report ordinary gains and losses. 


lil To determine the portion of the gain that is subject to 
recapture (e.g., §§ 1245 and 1250 gain). 


IV Computation of recapture amounts under §§ 179 and 280F 
when business use of depreciable property drops to 50% 
or less. 


Generally, the best approach to completing Form 4797 is to start with Part HII. Once 
the recapture amount has been determined, it is transferred to Part II. The balance 
of any gain remaining after the recapture has been accounted for is transferred from 
Part II] to Part I. Also transferred to Part I is any net gain from certain casualties and 
thefts as reported on Form 4684, Part B (refer to above and Chapter 15). If the net- 
ting process in Form 4797, Part I, results in a gain, it is reduced by the nonrecaptured 
net § 1231 losses from prior years (line 8 of Part I). Any remaining gain is shifted to 
Schedule D, Capital Gains and Losses, of Form 1040. If the netting process in Part I 
of Form 4797 results in a loss, it goes to Part II to be treated as an ordinary loss. 

The complex rules for the alternative tax on net capital gain for individuals, 
estates, and trusts affect the reporting of gains and losses from the disposition of 
business and rental assets. S corporations, partnerships, individuals, estates, and 
trusts that use Form 4797 must provide information sufficient to determine what 
portion of the gain surviving Form 4797, Part I (the gain that goes to Schedule D) is 
28% gain, 25% gain, or 0% /15% gain. 

The process explained below is based upon an analysis of Form 1040, Schedule D, 
and Form 4797 and their instructions. One key point to remember is that all the 
gains and losses that end up being treated as ordinary gains and losses (and, there- 
fore, end up in Part II of Form 4797) are not eligible for any of the special tax rates 
for net capital gain. Another key point is that the gain that goes from Part I of Form 
4797 to Schedule D will go to line 11 of Schedule D (long-term capital gains and 
losses). The entire gain from Form 4797 goes in column 11(f) of Schedule D. 

The 25% gain (if any) from Form 4797 is part of the Schedule D, line 11(f) gain. 
Nothing on the face of Form 4797 or Schedule D identifies this gain. Only when the alterna- 
tive tax on net capital gain is computed is the 25% gain portion of the Form 4797 net 
gain specifically mentioned on line 19. 


ee ie ee 


i" 
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Eo = 
' Also remember that § 1231 assets are assets held more than one year. Therefore, ’ 
‘no gain or loss is reportable on Form 4797, Part I, unless that holding period require- ' 

ment is satisfied. 


For 2008, Troy Williams, a single taxpayer (Social Security number 111-11-1111), has PEXAMPLE 250 | 


~ taxable income of $133,000 including the following recognized gains and losses (a 
2008 example has been used since 2009 forms were unavailable): 


Sale of Depreciable Business Assets Held Long Term 


Asset A (Note 1) $36,500 
Asset B (Note 2) 20,126 
Asset C (Note 3) (880) 
Sale of Depreciable Business Assets Held Short Term 
Asset D (Note 4) ($ 600) 
Capital Assets 

Long-term gain (Note 5) $ 3,000 
Short-term loss (Note 6) (200) 


Note 1. Asset A was acquired on June 23, 2005, for $50,000. It was five-year MACRS 
property, and four years’ cost recovery allowances totaled $38,480. The 
property was sold for $48,020 on August 31, 2008. 

Note 2. Asset B was purchased on May 10, 1998, for $37,000. It was 27.5-year resi- 
dential rental real estate, and straight-line depreciation totaled $14,126. 
Asset B was sold for $43,000 on November 10, 2008. 

Note 3. Asset C was purchased on December 9, 2005, for $16,000. It was five-year 
MACRS property, and four years’ cost recovery totaled $12,314. The prop- 
erty was sold for $2,806 on December 30, 2008. 

Note 4. Asset D was purchased for $7,000 on July 27, 2008. It was five-year MACRS 
property but proved unsuitable to Troy’s business. Troy sold it for $6,400 
on November 3, 2008. 

Note 5. The LTCG resulted from the sale of 100 shares of Orange Corporation stock 
purchased for $10,000 on April 5, 2006. The shares were sold on October 
21, 2008, for $13,223. Expenses of sale were $223. 

Note 6. The STCL resulted from the sale of 50 shares of Blue Corporation stock pur- 
chased for $350 on March 14, 2008. The shares were sold for $170 on 
August 20, 2008. Expenses of sale were $20. 


The sale of asset A at a gain results in the recapture of cost recovery deductions. That 
recapture is shown in Part III of Form 4797. The gain from the sale of asset B is carried 
from line 32 to Part I, line 6, of Form 4797. On line 2, the loss from asset C appears. Part | 
is where the § 1231 netting process takes place. Assume Troy Williams has no nonrecap- 
tured net § 1231 losses from prior years. The net gain on line 7 is transferred to Schedule 
D, line 11. In Part Il of Form 4797, the ordinary gains are accumulated. On line 13, the 
recapture from line 31 (Part Ill) is shown. On line 10, the loss from asset D is shown. The 
net gain on line 18 is ordinary income and is transferred to Form 1040, line 14. 

Schedule D, Part I, line 1, reports the short-term capital loss from the Blue Corpora- 
tion stock. Part Il of Schedule D has the net § 1231 gain transferred from Form 4797 on 
line 11 and the Orange Corporation gain on line 8. The net capital gain is determined 
on line 16, Part III. The capital gain is then carried to line 13 of Form 1040. 

On Form 4797, Part Ill, the $20,126 § 1231 gain from Asset B is made up of $14,126 
(equals depreciation taken) of potential 25% gain and $6,000 of potential 0%/15% 
gain. The $880 § 1231 loss from Form 4797, Part |, line 2, offsets the potential 0%/15% 
portion of the $20,126 § 1231 gain on Form 4797, Part |, line 6. Consequently, of the 
$19,246 § 1231 gain that goes from Form 4797, Part |, line 7, to Schedule D, line 11, 
$14,126 is 25% gain and $5,120 is 0%/15% gain. Schedule D, Part III, line 19, shows an 
unrecaptured § 1250 gain of $13,926. This gain results from the $14,126 aM gain 
being reduced by the $200 short-term capital loss from Schedule D, line 7. Troy’s 2008 
tax liability is $29,745: $25,045 tax on ordinary taxable income of $110,954 ($133,000 
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taxable income — $22,046 net long-term capital gain), $3,482 tax on the 25% gain 
($13,926 x .25), and $1,218 tax on the 0%/15% gain ($8,120 x .15). ™ 


The 2008 tax form solution for Example 25 appears on the following pages. 


ETHICS =«-- er 
resi < To Peto ont) es cae oe 


A staff accountant for a CPA firm is hurriedly finalizing MACRS real oon aod were Gad of in Apri 2008. se 
depreciation and gain computations for a 2009 calendar year Rather than compute depreciation for the year isposi- 
client's disposition of various business buildings. If the cli- tion, the staff accountant uses the beginning-of- the-year 
ent’s return is not finished quickly, a filing extension will be adjusted basis for the buildings to compute the disposition 
necessary, and the staff accountant will be blamed for it. All gain or loss. Could this approach make any difference on the 
of the buildings were acquired three years ago, are 39-year client’s return? (Assume the client is an individual taxpayer.) 


TAX PLANNING: 
17.7 Timinc oF § 1231 Gain, 


L0.8 Although §§ 1245 and 1250 recapture much of the gain from the CERO of busi- 
ness property, sometimes § 1231 gain is still substantial. For instance, land held as a 
business asset will generate either § 1231 gain or § 1231 loss. If the taxpayer already 


Identify tax planning 
opportunities associated with 


§§ 1231, 1245, and 1250. has a capital loss for the year, the sale of land at a gain should be postponed so that 
the net § 1231 gain is not netted against the capital loss. The capital loss deduction 
will therefore be maximized for the current tax year, and the capital loss carryfor- 
ward (if any) may be offset against the gain when the land is sold. If the taxpayer al- 
ready has a § 1231 loss, § 1231 gains might be postponed to maximize the ordinary 
loss deduction this year. However, the carryforward of unrecaptured § 1231 losses 
will make the § 1231 gain next year an ordinary gain. 


SEXAMPLE 26 = 


Mark has a $2,000 net STCL for 2009. He could sell business land held 27 months for a 
$3,000 § 1231 gain. He will have no other capital gains and losses or § 1231 gains and 
losses in 2009 or 2010. He has no nonrecaptured § 1231 losses from prior years. Mark is in 
the 28% tax bracket in 2009 and will be in the 25% bracket in 2010. If he sells the land in 
2009, he will have a $1,000 net LTCG ($3,000 § 1231 gain — $2,000 STCL) and will pay a tax 
of $150 ($1,000 x 15%). If Mark sells the land in 2010, he will have a 2009 tax savings of 
$560 ($2,000 capital loss deduction x 28% tax rate on ordinary income). In 2010, he will 
pay tax of $450 ($3,000 x 15%). By postponing the sale by a year, Mark gets the use of 
$710 ($560 + $150) of tax savings until he has to pay $450 in 2010, for a net savings of $260 
between the two years without considering the time value of money and other factors. = 


Beth has a $15,000 § 1231 loss in 2009. She could sell business equipment held 
30 months for a $20,000 § 1231 gain and a $12,000 § 1245 gain. Beth is in the 28% tax 
bracket in 2009 and will be in the 25% bracket in 2010. She has no nonrecaptured 
§ 1231 losses from prior years. If she sells the equipment in 2009, she will have a $5,000 
net § 1231 gain and $12,000 of ordinary gain. Her tax would be $4,110 [($5,000 § 1231 
gain x 15%) + ($12,000 ordinary gain x 28%)]. 

If Beth postpones the equipment sale until 2010, she would have a 2009 ordinary 
loss of $15,000 and tax savings of $4,200 ($15,000 x 28%). In 2010, she would have 
$5,000 of § 1231 gain (the 2009 § 1231 loss carries over and recaptures $15,000 of the 
2010 § 1231 gain as ordinary income) and $27,000 of ordinary gain. Her tax would be 
$7,500 [($5,000 § 1231 gain x 15%) + ($27,000 ordinary gain x 25%)]. By postponing 
the sale of the § 1231 property until 2010, Beth gets the use of $8,310 ($4,200 + $4, 110) 
of tax savings until she has to pay $7,500 in 2010, for a net savings of $810 between the 
two years without considering the time value of money and other factors. m 
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Form 4797 Sales of Business Property OMB No. 1545-0184 


(Also Involuntary Conversions and Recapture Amounts 2008 
Departinenkat tte esstiny Under Sections 179 and 280F(b)(2)) 
é ; ' Attachment 
Internal Revenue Service _(99 > Attach to your tax return. > See separate instructions. Sequence No. 27 


Name(s) shown on return Identifying number 


Troy Williams 111-11-1111 


Enter the gross proceeds from sales or exchanges reported to you for 2008 on Form(s) 1099-B or 1099-S (or 

substitute statement) that you are including on line 2, 10, or 20 (see instructions) Pye aes 

lag ~Sales or Exchanges of Property Used in a Trade or Business and Involuntary Conversions From Other 
Than Casualty or Theft—Most Property Held More Than 1 Year (see instructions) 


(f) Cost or other 
basis, plus 


1 


(e) Depreciation 
(c) Date sold (d) Gross allowed or 

(mo., day, yr.) sales price ailowable since improvements and 
acquisition expense of sale 


Asset_C 12/09/05 | _ 12/30/08 2,806 12,314 76,000 880 
ees bea | pe en eee see 
NESS PD Se ed RUS) a es es 
(Sei Fa Ua ad Vek i ee 


(g) Gain or (loss) 
Subtract (f) from the 
sum of (d) and (e) 


9 (a) Description 


(b) Date acquired 
of property 


(mo., day, yr.) 


Gain, if any, from Form 4684, line 45 . eno REIS te m3 
Section 1231 gain from installment sales from Form 6252, line 26 or 37. 
Section 1231 gain or (loss) from like-kind exchanges from Form 8824 

Gain, if any, from line 32, from other than casualty or theft. ees BAC bee Sat ee an em StES, ye 20,126 
Combine lines 2 through 6. Enter the gain or (loss) here and on the appropriate line as follows:. . . . . . . 7 19,246 


Partnerships (except electing large partnerships) and S corporations. Report the gain or (loss) following the 
instructions for Form 1065, Schedule K, line 10, or Form 1120S, Schedule K, line 9. Skip lines 8, 9, 11, and 12 below. 
Individuals, partners, S corporation shareholders, and all others. If line 7 is zero or a loss, enter the amount from 
line 7 on line 11 below and skip lines 8 and 9. If line 7 is a gain and you did not have any prior year section 1231 
losses, or they were recaptured in an earlier year, enter the gain from line 7 as a long-term capital gain on the 
Schedule D filed with your return and skip lines 8, 9, 11, and 12 below. 


NO oo fh WO 


8 Nonrecaptured net section 1231 losses from prior years (see instructions) . 


9 Subtract line 8 from line 7. If zero or less, enter -O-. If line 9 is zero, enter the gain from line 7 on line 12 below. If line 
9 is more than zero, enter the amount from line 8 on line 12 below and enter the gain from line 9 as a long-term 
capital gain on the Schedule D filed with your return (see instructions 

Part Il Ordinary Gains and Losses (see instructions) 
10 Ordinary gains and losses not included on lines 11 through 16 (include property held 1 year or less): 


Asset D 07/27/08 11/03/08 6,400 


7,000 600 


( ) 


36,500 


TAM LOSSANY ATONIING Sve we et te Gee ne 

12 Gain, if any, from line 7 or amount from line 8, if applicable 

13 Gain, if any, from line 31 gee radeat< Citas hey Seeks oli 

14 Net gain or (loss) from Form 4684, lines 37 and44a_. . . 

15 Ordinary gain from installment sales from Form 6252, line 25 or 3 

16 Ordinary gain or (loss) from like-kind exchanges from Form 8824. 

17 Combine lines 10 through 16 

18 For all except individual returns, enter the amount from line 17 on the appropriate line of your return and skip lines a 
and b below. For individual returns, complete lines a and b below: 

@ |f the loss on line 11 includes a loss from Form 4684, line 41, column (b)(ii), enter that part of the loss here. Enter the part 

of the loss from income-producing property on Schedule A (Form 1040), line 28, and the part of the loss from property 
used as an employee on Schedule A (Form 1040), line 23. Identify as from “Form 4797, line 18a.” See instructions . . 18a 


b Redetermine the gain or (loss) on line 17 excluding the loss, if any, on line 18a. Enter here and on Form 1040, line 14 | 18b | 35,900 
Cat. No. 130861 Form 4797 (2008) 


For Paperwork Reduction Act Notice, see separate instructions. 
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Form 4797 (2008) Page 2 
Gain From Disposition of Property Under Sections 1245, 1250, 1252, 1254, and 1255 
(see instructions 


(b) Date acquired (c) Date sold (mo., 


19 (a) Description of section 1245, 1250, 1252, 1254, or 1255 property: (mo., day, yr.) day, yr.) 
A_ Asset A 06/23/05 08/31/08 
B_ Asset B 05/10/98 11/10/08 
Cc 
D 


Property A Property B Property C Property D 


48,020 43,000 
50,000 37,000 
38,480 14,126 


These columns relate to the properties on lines 19A through 19D. > 
20 Gross sales price (Note: See line 1 before completing. ) . 
21 ~~ Cost or other basis plus expense of sale . 
22 Depreciation (or depletion) allowed or allowable. 
23 Adjusted basis. Subtract line 22 from line 21. 


24 =Total gain. Subtract line 23 from line 20 . 
25 ~——siIf section 1245 property: 

a Depreciation allowed or allowable from line 22 . 

b_ Enter the smaller of line 24 or 25a pees 
26 If section 1250 property: /f straight line depreciation was used, 

enter -0- on line 26g, except for a corporation subject to section 291. 

a Additional depreciation after 1975 (see instructions) 

b Applicable percentage multiplied by the smaller of line 

24 or line 26a (see instructions) ; 

C Subtract line 26a from line 24. If residential rental property 
or line 24 is not more than line 26a, skip lines 26d and 26e 
Additional depreciation after 1969 and before 1976. 
Enter the smaller of line 26c or 26d . 

Section 291 amount (corporations only) . 
Add lines 26b, 26e, and 26f. 


oy eet ey feos 


27 If section 1252 property: Skip this section if you did not 
dispose of farmland or if this form is being completed for a 
partnership (other than an electing large partnership). 

a_ Soil, water, and land clearing expenses . 
b Line 27a multiplied by applicable percentage (see instructions) 
c Enter the smaller of line 24 or 27b 

28 ~—=sIf section 1254 property: 


a Intangible drilling and development costs, expenditures 
for development of mines and other natural deposits, 
and mining exploration costs (See instructions) . 
b Enter the smaller of line 24 or 28a 
29 _~—s If section 1255 property: 


a Applicable percentage of payments excluded from 
income under section 126 (see instructions) . ; 
b Enter the smaller of line 24 or 29a (see instructions) . 
Summary of Part Ill Gains. Complete property columns A through D through line 29b before going to line 30. 


Nh 
NJ 
o 


J 


N | 
J 


30 =Total gains for all properties. Add property columns A through D, line 24 SINE. 3 

31 Add property columns A through D, lines 25b, 26g, 27c, 28b, and 29b. Enter here and on line 13 — 
32 Subtract line 31 from line 30. Enter the portion from casualty or theft on Form 4684, line 39. Enter the portion from 
other than casualty or theft on Form 4797, line6 . . . 
Recapture Amounts Under Sections 1 
(see instructions) 


se 
79 and 280F(b)(2) When Business Use Drops to 50% or Less 
(a) Section 
179 
33°, sie Seat) 
P34" S oe 2 id 
35.) over and teal 


(b) Section 
280F (b)(2) 


33 Section 179 expense deduction or depreciation allowable in prior years. 


34 Recomputed depreciation (see instructions). . . . . . . .. ...,..~. 
35 Recapture amount. Subtract line 34 from line 33. See the instructions for where to report 


Form 4797 (2008) 


te i 
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OMB No. 1545-0074 


2008 


Attachment 
Sequence No. 12 


Your social security number 


SCHEDULE D 
(Form 1040) 


Department of the Treasury 
Internal Revenue Service _ (99) 


Name(s) shown on return 


Capital Gains and Losses 
> Attach to Form 1040 or Form 1040NR. > See Instructions for Schedule D (Form 1040). 
> Use Schedule D-1 to list additional transactions for lines 1 and 8. 


Troy Williams 
Short-Term Capital Gains and Losses—Assets Held One Year or Less 


(a) Description of property (b) Date (c) Date sold a Sales price = (e) Cost or other basis; () Gain or (loss) 
acquired ee page D-7 of (see page D-7 of 
(Example: 100 sh. XYZ Co.) (Mo., day, yr) (Mo., day, yr.) eS ineictons the instructions Subtract (e) from (d) 


1 
Blue Corp. (50 shares) 03/14/08 | 08/20/08 (200) 


2 Enter your short-term totals, if any, from Schedule D-1, rae 
line 2. 


3 Total short-term phic price samnorate: Add fies 1 ale 9 in ie 
rel UTAN CC) he Os, See ee ay eee ne 170 | 


4 Short-term gain from Form 6252 and short-term gain or (loss) from Forms 4684, 6781, and 8824 

5 Net short-term sea or ee from partnerships, S Enaiioty estates, and trusts from 
Schedule(s) K- 

6 Short-term ott loss carryover. ‘Enter “the arfietini ‘if any, fron’ line 8 of your Capital Lees 
Carryover Worksheet on page D-7 of the instructions . 


— 


7 Net short-term capital gain or (loss). Combine lines 1 through 6 in column (f). . . . (200) 
Part Il Long-Term Capital Gains and Losses—Assets Held More Than One Year 
are b) Date (d) Sales price e) Cost or other basis A 
(a) Description of property (b) D hae Date a D-7 of D-7 of (f) Gain or (loss) 
(Example: 100 sh. XYZ Co.) Aeneid eee paiietes ve (peaietiona Subtract (e) from (d) 


8 : 
Orange Corp. (100 shares) 04/05/06 10/21/08 ih Fe 223 10,223 | 3,000 


9 Enter your long-term totals, if any, from Schedule D-1, EA 
line 9 . 


10 Total long-term sales price amounts. rade lines 8 ana 9 in ed 13.223 oo 
eolumni(d)) 9. 6. ee ree I, : 


11. Gain from Form 4797, Part ; tong: ehh gain from Forms 2439 and 6252; and long-term gain or 


19,246 
(loss) from Forms 4684, 6781, and 8824 . 


12 Net long-term gain or (loss) from partnerships, S eoroenions recs i eel for 


14 Long-term capital loss carryover. Enter the amount, if any, from Ine 13 2 your Capital Wes 
Carryover Worksheet on page D-7 of the instructions . 
15 Net long-term capital gain or oe Combine lines 8 through 141 in eournn (0. Then Go to 


22,246: 
Part Ill on the back . : ; E 
For Paperwork Reduction Act Notice, see Form 7040 or pon 1040NR inewictone. Cat. No. 11338H Schedule D (Form 1040) 2008 


— 


Schedule(s) K-1 Al 
13 Capital gain distributions. See page D-2 of the instructions . . eS 
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Schedule D (Form 1040) 2008 


lami Summary 


16 Combine lines 7 and 15 and enter the result. 


If line 16 is: 

e A gain, enter the amount from line 16 on Form 1040, line 13, or Form 1040NR, line 14. Then 
go to line 17 below. 

e A loss, skip lines 17 through 20 below. Then go to line 21. Also be sure to complete line 22. 

© Zero, skip lines 17 through 21 below and enter -0- on Form 1040, line 13, or Form 1040NR, 
line 14. Then go to line 22. 


17. Are lines 15 and 16 both gains? 
L] Yes. Go to line 18. 
L] No. Skip lines 18 through 21, and go to line 22. 


18 Enter the amount, if any, from line 7 of the 28% Rate Gain Worksheet on page D-8 of the 
PISCUCHONSE ee eT Gee oe sey Re OE SS Roy a ne eer 


19 Enter the amount, if any, from line 18 of the Unrecaptured Section 1250 Gain Worksheet on 
Bade. D-0 Of the totus MN eet ate alieisg + ss >} ee Re ene me 


20 Are lines 18 and 19 both zero or blank? 
L] Yes. Complete Form 1040 through line 43, or Form 1040NR through line 40. Then complete 
the Qualified Dividends and Capital Gain Tax Worksheet on page 38 of the Instructions for 
Form 1040 (or in the Instructions for Form 1040NR). Do not complete lines 21 and 22 below. 
L] No. Complete Form 1040 through line 43, or Form 1040NR through line 40. Then complete the 
Schedule D Tax Worksheet on page D-10 of the instructions. Do not complete lines 21 and 
22 below. 


21 ~=‘iIf line 16 is a loss, enter here and on Form 1040, line 13, or Form 1040NR, line 14, the smaller 


of: 
@ The loss on line 16 or : 
e ($3,000), or if married filing separately, ($1,500) 


Note. When figuring which amount is smaller, treat both amounts as positive numbers. 


22 Do you have qualified dividends on Form 1040, line 9b, or Form 1040NR, line 10b? 
L] Yes. Complete Form 1040 through line 43, or Form 1040NR through line 40. Then complete 
the Qualified Dividends and Capital Gain Tax Worksheet on page 38 of the Instructions for 
Form 1040 (or in the Instructions for Form 1040NR). 


L] No. Complete the rest of Form 1040 or Form 1040NR. 


Schedule D (Form 1040) 2008 
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.8 TIMING 


Since recapture is usually not triggered until the property is sold or disposed of, it 
may be possible to plan for recapture in low-bracket or loss years. If a taxpayer has 
net operating loss (NOL) carryovers that are about to expire, the recognition of 
ordinary income from recapture may be advisable to absorb the loss carryovers. 


Ahmad has a $15,000 NOL carryover that will expire this year. He owns a machine that PRM EE a8 


he plans to sell in the early part of next year. The expected gain of $17,000 from the 
sale of the machine will be recaptured as ordinary income under § 1245. Ahmad sells 
the machine before the end of this year and offsets $15,000 of the ordinary income 
against the NOL carryover. = 


17.9 POSTPONING AND SHIFTING RECAPTURE 


aoe cee! ERR EES AAI OED PIED LOLOL I BEART 


REPRE MSI ADORE ETRE ABTS IO 


soemrcr uN SEITE 


It is also possible to postpone recapture or to shift the burden of recapture to others. 
For example, recapture is avoided upon the disposition of a § 1231 asset if the taxpayer 
replaces the property by entering into a like-kind exchange. In this instance, recapture 
potential is merely carried over to the newly acquired property (refer to Example 21). 
Recapture can be shifted to others through the gratuitous transfer of § 1245 or § 1250 
property to family members. A subsequent sale of such property by the donee will trigger 
recapture to the donee rather than the donor (refer to Example 18). This procedure 
would be advisable only if the donee is in a lower income tax bracket than the donor. 


17.10 AvorpING RECAPTURE _ 


ees pero ee a ee 


The immediate expensing election (§ 179) is subject to § 1245 recapture. If the elec- 
tion is not made, the § 1245 recapture potential will accumulate more slowly (refer 
to Chapter 8). Since using the immediate expense deduction complicates deprecia- 
tion and book accounting for the affected asset, not taking the deduction may make 
sense even though the time value of money might indicate it should be taken. 


REFOCUS ON THE BIG PICTURE 


DEPRECIATION 
RECAPTURE 


Normally, a taxpayer’s objective is to maximize expenses. Applying this logic, 
Dr. Payne should deduct the combined § 179 limited expensing and § 168 cost re- 
covery amount of $165,994. Under the § 1245 depreciation recapture rules, how- 
ever, larger § 179 limited expensing deductions and § 168 cost recovery deductions 
normally result in a larger amount of § 1245 depreciation recapture. Note, however, 
that this will not occur if the asset is held for its full statutory life. In this case, the 
potential § 1245 depreciation recapture will be the same since the asset’s basis will 
be reduced to $0. Even if the asset is not held for its full statutory life, time value of 
money considerations would support maximizing deductions today rather than fo- 
cusing on generating less depreciation recapture in the future. a, at 

Thus, it appears that Dr. Payne should stick with his original decision to maximize 


current-year deductions. 
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KEY TERMS 


Additional depreciation, 17-15 


Intangible drilling and development 


costs (IDC), 17-22 


Long-term nonpersonal use capital 
assets, 17-6 


Related party, 17-22 


Section 1231 gains and losses, 17-4 Section 1250 property, 17-14 
Section 1231 lookback, 17-9 ~ Section 1250 recapture, 17-14 
Section 1231 property, 17-5 Unrecaptured § 1250 gain, 17-17 
Section 1245 property, 17-13 

Section 1245 recapture, 17-12 


DISCUSSION QUESTIONS 


ISSUEID 


10. 


IIT, 


A 


13. 


L0.1, 2 Alex, a farmer, sells three assets during the year: the unharvested crops on his 
200 acres of farmland, the 200 acres of farmland, and a harvesting machine. How does 
Alex determine the tax status of these assets? 


LO.2 A taxpayer elects to treat the cutting of timber held for use in her business as a sale 
or exchange. The timber had been held for the long-term holding period. How is the 
§ 1231 gain measured? 


L0.1, 2 Sharon has purchased and resold many parcels of real estate in the last 20 years. 
During an audit by the IRS, she is told that her gains and losses from these transactions 
should not have been treated as § 1231 gains and losses. What is the reasoning of the IRS? 


LO.2 Felix raised a prize-winning sow that he had purchased as a piglet. How long does Felix 
have to hold the pig before it becomes a § 1231 asset if Felix is in the business of raising pigs? 


LO.1, 2 Ahmad, a farmer, is thinking about raising ostriches. Ostrich meat is very high in 
protein, low in calories, and low in fat. Ahmad would like to know what tax issues he 
would face if he decides to raise ostriches in addition to the cattle he is currently raising. 


L0.1, 2 Aretha has a loss of $4,000 on a § 1231 asset and a gain of $16,000 on sale of 
vacant land. Under what circumstances could the gain from the sale of the land directly 
offset the loss? 


LO.1, 2 Harold’s business building was destroyed by fire, but was not insured. His 
adjusted basis for the building was substantial, but was less than he had paid for the 
building in 2005. The building was Harold’s only asset damaged by the fire. How should 
Harold handle this situation? 


L0.1, 2 Sabath began a sole proprietorship in 2001. He sold § 1231 assets at a loss in 2007 
and 2008. He had not sold any § 1231 assets before 2007. In 2009, he could sell a § 1231 
asset at a gain and would like to have the gain taxed as a long-term capital gain. What 
issues must Sabath deal with? 


L0.2 As a result of a casualty event, Tricia disposed of tangible personal property (a 
§ 1231 asset) at a realized and recognized gain. At the time of the casualty, the property 
was worth substantially less than Tricia had paid for it and had an adjusted basis of zero. 
This was her only business casualty, and she has no § 1231 lookback loss. Is the resulting 
gain a casualty gain taxed as a long-term capital gain, a gain taxed as an ordinary gain, or 
a casualty gain taxed as a § 1231 gain? 


L0.2 An individual taxpayer had a net § 1231 loss in 2006 and a net § 1231 gain in 2007, 
2008, and 2009. What factors will influence whether any of the 2009 net § 1231 gain will 
be treated as long-term capital gain? 


L0.2 Review Examples 4 and 6 in the text. In both examples, the taxpayer’s AGI is 
$129,400 even though in Example 6 there is $700 of nonrecaptured § 1231 loss from 
2008. Explain why the two AGI amounts are the same. 


LO.3 A taxpayer owns depreciable business equipment held for the long-term holding 
period. What would have to be true for the equipment to generate a § 1231 loss when it is sold? 


L0.3 A depreciable business machine has been owned for four years and is no longer 
useful to the taxpayer. What would have to be true for the disposition of the machine to 
generate at least some § 1231 gain? 
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L0.1, 2, 3 Sylvia owns two items of business equipment. They were both purchased in 
2005 for $100,000, both have a seven-year recovery period, and both have an adjusted 
basis of $37,490. Sylvia is considering selling these assets in 2009. One of them is worth 
$40,000, and the other is worth $23,000. Since both items were used in her business, 
Sylvia simply assumes that the loss on one will be offset against the gain from the other 
and the net gain or loss will increase or reduce her business income. Is she correct? 


L0.1, 3 If depreciable equipment used in a business is sold at a recognized gain on July 
10, 2009, and it was purchased on August 21, 2008, does § 1245 depreciation recapture 
apply to the asset? 


L0.3 A professional football player’s contract is sold at a gain after it has been held for 
two years. What issues should the team consider in determining the nature of this gain? 


10.3 A farmer’s silo is destroyed by a tornado, but is insured for its replacement cost. 
Consequently, the farmer has a $40,000 gain after receiving the insurance proceeds. The 
silo is not replaced because the farmer spends the insurance proceeds on additional 
cattle. What is the nature of the gain if the silo originally cost $100,000 three years ago 
and had an adjusted basis of $60,000 at the time of its destruction? 


L0.3 What depreciable real estate is subject to § 1245 depreciation recapture if it is sold 
at a gain? 


L0.4 Why does depreciable real property acquired after 1986 generally escape § 1250 
depreciation recapture, but, if sold at a gain, result in potential 25% long-term capital 


gain? 


LO.4 Nonresidential real estate was acquired in 2007. What is the maximum amount of 
unrecaptured § 1250 gain from the disposition of the real estate if the building is sold for 
a loss and the land is sold for a gain? 


LO.4 An individual taxpayer has $25,000 of § 1231 gain from the disposition of 
nonresidential real estate. Straight-line depreciation of $43,000 was deducted on the real 
estate. The taxpayer also has a § 1231 loss of $56,000 from the sale of equipment. How 
much of the § 1231 gain is taxed as unrecaptured § 1250 gain? 


L0.3, 5 Meredith receives tangible personal property as a gift. The property was depreciated 
by the donor, and Meredith will also depreciate it. At the date of the gift, the property was 
worth more than the donor’s adjusted basis. What is the impact of these facts on Meredith 
when she sells the property at a gain several years after she acquired it? 


L0.3, 5 Thomas receives tangible personal property as an inheritance. The property was 
depreciated by the deceased, and Thomas will also depreciate it. At the date of the 
deceased’s death, the property was worth more than the deceased’s adjusted basis. What 
is the impact of these facts on Thomas when he sells the property at a gain several years 
after he acquired it? 


LO.3, 5 Dino contributes to charity some tangible personal property that he had used in 
his business and depreciated. At the date of the donation, the property has a fair market 
value greater than its adjusted basis, but less than the original cost. What is the impact of 
these facts on Dino’s charitable contribution? 


L0.3, 5 Desiree contributes to her wholly owned corporation some tangible personal 
property that she had used in her sole proprietorship business and depreciated. At the 
date of the contribution, the property has a fair market value greater than its adjusted 
basis. What is the impact of these facts on the corporation? 


L0.3, 5 A corporation distributes a truck it has owned for three years to its sole 
shareholder. The shareholder will use the truck for personal use activity. The truck’s fair 
market value at the time of the distribution is greater than its adjusted basis, but less than 
its original cost. Does the corporation recognize a gain? If so, what is the character of the 


gain? 

L0.6 A corporation distributes a truck it has owned for three years to its sole shareholder. 
The shareholder will use the truck for business activity. The truck’s fair market value at the 
time of the distribution is greater than its adjusted basis, but less than its original cost. Does 
the corporation recognize a gain? If so, what is the character of the gain? 
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LO.7 Refer to Form 4797 near the end of this chapter. Where would a § 1231 loss be 
entered on the form? 


LO.7 Refer to Form 4797 near the end of this chapter. Where would a § 1231 gain on the 
disposition of business land be entered on the form? 


LO.7 Refer to Form 4797 near the end of this chapter. Where would a § 1231 lookback 
loss be entered on the form? 


COMMUNICATIONS 


DECISION MAKING 


31. 
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L0.1, 2 SueJen purchased timber on a 100-acre tract of land in South Dakota in March 

2006 for $100,000. On January 1, 2008, the timber had a fair market value of $130,000. 

Because of careless cutting in November 2008, when the fair market value was $145,000, 

the wood was sold on January 30, 2009, for $132,000. 

a. What gain (loss) was recognized in 2007, 2008, and 2009 if SueJen elects to treat the 
cutting as a sale? 

. What was the nature of the gains (losses) in (a)? 

c. Does the answer change if the timber was sold in December 2008? Whye 

d. If the timber was worth only $48,000 on January 1, 2008, was cut in November when 
worth $21,000, and was sold in December for $49,000, how would the answers to (a) 
and (b) change? 


LO.2 Bob owns a farming sole proprietorship. During the year, Bob sold a milk cow that 
he had owned for 15 months and a workhorse that he had owned for 66 months. The cow 
had an adjusted basis of $28,000 and was sold for $25,000. The horse had an adjusted 
basis of $750 and was sold for $4,000. Bob also has a $200 long-term capital gain from the 
sale of corporate stock. He has $167,000 of other AGI (not associated with the items 
above) for the year. He has $5,000 nonrecaptured § 1231 losses from the previous five 
years. What is the nature of the gains or losses from the disposition of the farm animals, 
and what is Bob’s AGI for the year? 


L0.2 A painting that Kwan Lee held for investment was destroyed in a flood. The painting 
was insured, and Kwan had a $55,000 gain from this casualty. He also had a $17,000 loss 
from an uninsured antique vase that was destroyed by the flood. The vase was also held for 
investment. Kwan had no other property transactions during the year and has no 
nonrecaptured § 1231 losses from prior years. Both the painting and the vase had been 
held more than one year when the flood occurred. Compute Kwan’s net gain or loss and 
identify how it would be treated. Also, write a letter to Kwan explaining the nature of the 
gain or loss. Kwan’s address is 2367 Meridian Road, Hannibal Point, MO 34901. 


L0.2 Vicki has the following net § 1231 results for each of the years shown. What would 
be the nature of the net gains in 2008 and 2009? 


Tax Year Net § 1231 Loss Net § 1231 Gain 


2004 $18,000 
2005 33,000 
2006 32,000 
2007 $42,000 
2008 30,000 
2009 41,000 


L0.2, 8 Yoshida owns two parcels of business land (§ 1231 assets). One parcel can be sold 
at a loss of $50,000, and the other parcel can be sold at a gain of $70,000. Yoshida has no 
nonrecaptured § 1231 losses from prior years. The parcels could be sold at any time 
because potential purchasers are abundant. Yoshida has a $25,000 short-term capital loss 
carryover from a prior tax year and no capital assets that could be sold to generate long- 
term capital gains. Both the land parcels have been held more than one year. What 
should Yoshida do based upon these facts? (Assume tax rates are constant and ignore the 
present value of future cash flow.) 


LO.1, 2, 3 Gray Industries (a sole proprietorship) sold three § 1231 assets during 2009. 
Data on these property dispositions are as follows: 


af. 
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Asset Cost Acquired Depreciation Sold for Sold on 
Rack $100,000 10/10/05 $70,000 $75,000 10/10/09 
Forklift 35,000 10/16/06 23,000 5,000 10/10/09 
Bin 87,000 03/12/08 34,000 60,000 - 10/10/09 


a. Determine the amount and the character of the recognized gain or loss from the dis- 
position of each asset. 

b. Assuming Gray has no nonrecaptured net § 1231 losses from prior years, how much 
of the 2009 recognized gains is treated as capital gains? 


LO.2, 3 Green Industries (a sole proprietorship) sold three § 1231 assets during 2009. 
Data on these property dispositions are as follows: 


Asset Cost Acquired Depreciation Sold for Sold on 
Rack $100,000 10/10/05 $100,000 $135,000 10/10/09 
Forklift 35,000 10/16/06 23,000 5,000 10/10/09 
Bin 87,000 03/12/08 34,000 60,000 10/10/09 


a. Determine the amount and the character of the recognized gain or loss from the dis- 
position of each asset. 

b. Assuming Green has $5,000 nonrecaptured net § 1231 losses from the five prior 
years, how much of the 2009 recognized gains is treated as capital gains? 


L0.2, 3 Magenta Industries (a sole proprietorship) sold three § 1231 assets during 2009. 
Data on these property dispositions are as follows: 


Asset Cost Acquired Depreciation Sold for Sold on 
Rack $110,000 10/10/06 $60,000 $55,000 10/10/09 
Forklift 45,000 10/16/05 23,000 15,000 10/10/09 
Bin 97,000 03/12/08 34,000 60,000 10/10/09 


a. Determine the amount and the character of the recognized gain or loss from the dis- 
position of each asset. 

b. Assuming Magenta has $2,000 nonrecaptured net § 1231 losses from prior years, 
how much of the 2009 recognized gains is treated as capital gains? 


LO0.2, 3 On December 1, 2007, Gray Manufacturing Company (a corporation) purchased 
another company’s assets, including a patent. The patent was used in Gray’s manufacturing 
operations; $40,500 was allocated to the patent, and it was amortized at the rate of $225 per 
month. On July 30, 2009, Gray sold the patent for $70,000. Twenty months of amortization 
had been taken on the patent. What are the amount and nature of the gain Gray 
recognizes on the disposition of the patent? Write a letter to Gray discussing the treatment 
of the gain. Gray’s address is 6734 Grover Street, Back Bay Harbor, ME 23890. The letter 
should be addressed to Siddim Sadatha, Controller. 


L0.2, 4 On June 1, 2005, Sparrow Enterprises (not a corporation) acquired a rental 

house for $500,000 (with $100,000 being allocated to the land). The house was 27.5-year 

real property, and the straight-line cost recovery method was used. The property was sold 

on June 21, 2009, for $385,000. at 

a. Compute the cost recovery and adjusted basis for the house using Table 8.6 from 
Chapter 8. , é he 

b. What are the amount and nature of Sparrow’s gain or loss from disposition of the 
house? What amount, if any, of the gain is unrecaptured § 1250 gain? 


L0.2, 3, 4 On May 2, 1986, Moad acquired 19-year nonresidential rental real estate for 
$450,000. Of the cost, $100,000 was allocated to the land and $350,000 to the building. 
On January 20, 2009, the building, which then had an adjusted basis of $0, was sold for 


$345,000 and the land for $500,000. 
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a. Determine the amount and character of the recognized gain from the sale of the 
building. 

b. Determine the amount and character of the recognized gain from the sale of the 
land. 


L0.2, 3, 4 Dave is the sole proprietor of a trampoline shop. During 2009, the following 
transactions occurred: 


° Unimproved land adjacent to the store was condemned by the city on February 1. The 
condemnation proceeds were $25,000. The land, acquired in 1984, had an allocable 
basis of $40,000. Dave has additional parking across the street and plans to use the con- 
demnation proceeds to build his inventory. 

© Atruck used to deliver trampolines was sold on January 2 for $3,500. The truck was pur- 
chased on January 2, 2005, for $6,000. On the date of sale, the adjusted basis was 
$2,509. at, 

e Dave sold an antique rowing machine at an auction. Net proceeds were $3,900. The 
rowing machine was purchased as used equipment 17 years ago for $5,200 and is fully 
depreciated. 

® Dave sold an apartment building for $200,000 on September 1. The rental property 
was purchased on September 1, 2006, for $150,000 and was being depreciated over a 
27.5-year life using the straight-line method. At the date of sale, the adjusted basis was 
$124,783. 

e Dave’s personal yacht was stolen on September 5. The yacht had been purchased in 
August at a cost of $25,000. The fair market value immediately preceding the theft was 
$20,000. Dave was insured for 50% of the original cost, and he received $12,500 on 
December 1. 

® Dave sold a Buick on May 1 for $9,600. The vehicle had been used exclusively for per- 
sonal purposes. It was purchased on September 1, 2005, for $20,800. 

e Dave’s trampoline stretching machine (owned two years) was stolen on May 5, but the 

business’s insurance company will not pay any of the machine’s value because Dave 

failed to pay the insurance premium. The machine had a fair market value of $8,000 
and an adjusted basis of $6,000 at the time of theft. 

Dave had AGI of $402,000 from sources other than those described above. 

© Dave has no nonrecaptured § 1231 lookback losses. 


a. For each transaction, what are the amount and nature of recognized gain or loss? 
b. What is Dave’s 2009 AGI? 


L0.2, 4 On January 1, 2000, Cora Hassant acquired depreciable real property for $50,000. 
She used straight-line depreciation to compute the asset’s cost recovery. The asset was sold 
for $89,000 on January 3, 2009, when its adjusted basis was $38,000. 

a. Whatare the amount and nature of the gain if the real property was residential? 

b. Cora is curious about how the recapture rules differ for residential rental real estate 
acquired in 1986 and for residential rental real estate acquired in 1987 and there- 
after. Write a letter to Cora explaining the differences. Her address is 2345 Westridge 
Street #23, Homer, MT 67342. 


L0.2, 3, 5, 8 Joanne is in the 35% tax bracket and owns depreciable business equipment 
that she purchased several years ago for $135,000. She has taken $100,000 of 
depreciation on the equipment, and it is worth $85,000, Joanne’s niece, Susan, is starting 
a new business and is short of cash. Susan has asked Joanne to gift the equipment to her 
so that Susan can use it in her business. Joanne no longer needs the equipment. Identify 
the alternatives available to Joanne if she wishes to help Susan and the tax effects of those 
alternatives. (Assume all alternatives involve the business equipment in one way or 
another, and ignore the gift tax.) 


L0.2, 3,5 Harriet received tangible personal property with a fair market value of $45,000 
as a gift in 2007. The donor had purchased the property for $67,000 and taken $67,000 of 
depreciation. Harriet used the property in her business. Harriet sells the property for 
$13,000 in 2009. What are the tax status of the property and the nature of the recognized 
gain when she sells the property? 


L0.2, 3, 5 Trent receives tangible personal property as an inheritance. The property was 
depreciated by the deceased (Trent’s father), and Trent will also depreciate it. At the 
date of the deceased’s death, the property was worth $432,000. The deceased had 
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purchased it for $800,000 and taken $623,000 of depreciation on the property. Trent 
takes $123,000 of depreciation on the property before selling it for $382,000 in 2009. 


What are the tax status of the property and the nature of the recognized gain when Trent 
sells the property? 


L0.5 David contributes to charity some tangible personal property that he had used in 
his business and depreciated. At the date of the donation, the property has a fair market 
value of $233,000 and an adjusted basis of zero; it was originally acquired for $400,000. 
What is the amount of David’s charitable contribution? 


10.2, 3, 5 Dedriea contributes to her wholly owned corporation some tangible personal 
property that she had used in her sole proprietorship business and depreciated. She had 
acquired the property for $566,000 and taken $431,000 of depreciation on it before 
contributing it to the corporation. At the date of the contribution, the property had a fair 
market value of $289,000. The corporation took $100,000 of depreciation on the property and 
then sold it for $88,000 in 2009. What are the tax status of the property to the corporation and 
the nature of the recognized gain or loss when the corporation sells the property? 


L0.2, 3, 6 Magenta Corporation purchased depreciable tangible personal property for 
$100,000 in 2006 and immediately expensed the entire cost under § 179. In 2009, when 
the property was worth $40,000, Magenta distributed it as a dividend to the corporation’s 
sole shareholder. What was the tax status of this property for Magenta, and what is the 
nature of the recognized gain or loss from the distribution of the property? 


LO.3, 4 Albert, a single taxpayer, has 2009 ordinary taxable income of $335,000 before 
considering the following items: $45,000 gain from disposition of depreciable real 
property (straight-line depreciation taken on the building was $67,000), $14,000 loss on 
disposition of depreciable business equipment, and $32,000 gain from disposition of a 
stock investment. All of the assets disposed of had been held for more than 12 months. 
Albert has a § 1231 lookback loss of $23,000. What are Albert’s taxable income and his tax 
on taxable income? 


L0.4, 7 Jeremiah is the tenant of a shopping center. In 2003, he installed $450,000 of 
capitalized leasehold improvements in his store at the mall. He took $316,508 of 
depreciation on the leasehold improvements before selling them for $420,000 to the 
lessee who took over his lease in 2008. Straight-line depreciation on the leasehold 
improvements up to the point of sale would have been $67,253. Jeremiah’s depreciation 
was so much larger than straight-line depreciation because he took § 168(k) depreciation 
in 2003. What is Jeremiah’s recognized gain, what is the nature of that gain, and how is 
the transaction reported on a 2008 Form 4797? 


L0.7 Ernie has a 2008 net long-term capital loss of $45,000 on his Form 1040 Schedule D, 
line 16, and a 2008 net § 1231 loss of $37,000 on Form 4797. Where is the last place the 
$37,000 would be entered on the 2008 Form 4797, and what is Ernie’s AGI from these 
transactions? 

LO.7 Ethel has a 2008 net short-term capital loss of $45,000 on her Form 1040 Schedule 
D, line 7, and a 2008 net § 1231 gain of $37,000 on Form 4797, line 9. What is the nature 
of Ethel’s net capital gain or loss, and what will be entered on line 16 of her 2008 Form 


1040 Schedule D? 


L0.7 Isa § 1245 gain that is reported on Form 4797, Part II, line 18(b), included on Form 
1040 Schedule D? Is it included in AGI? 


L0.3, 8 Jay sold three items of business equipment for a total of $300,000. None of the 
equipment was appraised to determine its value. Jay’s cost and adjusted basis for the 


assets are as follows: 


Dn 


Adjusted 
Asset Cost Basis 
Skidder $230,000 $ 40,000 
Driller 120,000 60,000 
Platform 620,000 —0- 
Total $970,000 $100,000 
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Jay has been unable to establish the fair market values of the three assets. All he can deter- 
mine is that combined they were worth $300,000 to the buyer in this arm’s length transac- 
tion. How should Jay allocate the sales price and figure the gain or loss on the sale of the 
three assets? 


CUMULATIVE PROBLEMS 


56. Justin Stone was an employee of DataCare Services, Inc. His salary was $147,000 through 
November 10, 2008, when he was laid off. He received $26,000 of unemployment 
TaxCut compensation from November 11, 2008, through December 31, 2008. FICA withholdings 


were as follows: Social Security of $6,324 ($102,000 x 6.2%) and Medicare of $2,132 
($147,000 x 1.45%). Justin lives at 112 Green Road, Sandusky, ID 45623. His Social 
Security number is 111—-11-1111. Justin owned an apartment building until November 22, 
2008, when he sold it for $200,000. For 2008, he had rent revenue of $43,000. He incurred 
and paid expenses as follows: $4,568 of repairs, $22,000 of mortgage interest, and $1,000 
of miscellaneous expenses. He had purchased the building on January 2, 2002, for 
$125,000. The building generated an operating profit each year that Justin owned it. 
Other information follows: 


© On November 22, 2008, Justin sold for $14,000 equipment that had been used for 
repairing various items in the apartments. The equipment was purchased for $25,000 
on July 10, 2001, and was fully depreciated prior to 2008. 

® Justin has $3,000 of unrecaptured § 1231 losses from prior years. 

® Justin is age 38, single, divorced, and has custody of his nine-year-old son, Flint. Justin 
provides more than 50% of Flint’s support. Flint’s Social Security number is 123—45— 
6789. 

® Justin had $5,000 interest income from Blue Corporation bonds. 

® Justin had $3,000 interest income from a State Bank certificate of deposit. 

® Justin had a $2,000 0%/15% long-term capital gain distribution from the Brown Stock 
Investment Fund. 

e Justin had the following itemized deductions: $5,600 real estate taxes on his home; 
$8,900 mortgage interest on his home; $760 charitable contributions (all in cash, prop- 
erly documented, and no single contribution exceeded $25); $7,300 state income tax 
withholding during 2008; $2,000 state estimated income tax payments during 2008; 
$2,600 sales taxes paid. 

® Justin does not wish to donate to the Presidential Election Campaign Fund. 

® He had $25,000 of Federal income tax withholding during 2008 and made total Fed- 
eral estimated income tax payments of $40,000 during 2008. 


Compute Justin’s 2008 net tax payable or refund due. If you use tax forms for your com- 
putations, you will need Form 1040 and Schedules A, B, D, and E. You will also need Form 
4797, but ignore Form 6251. Suggested software: TaxCut. 


57. Glen and Diane Okumura are married, file a joint return, and live at 39 Kaloa Street, 
Honolulu, HI 56790. Glen’s Social Security number is 111-11-1111 and Diane’s is 


12345-6789. The Okumuras have two dependent children, Amy (age 15) and John 
(age 9). Amy’s Social Security number is 123—45—6788, and John’s Social Security number 
is 123-45-6787. Glen works for the Hawaii Public Works Department, and Diane works 
in a retail dress shop. The Okumuras had the following transactions during 2009: 

a. Glen earned $97,000 in wages and had Federal income tax withholding of $13,000. 

b. Diane earned $68,000 in wages from the dress shop and had Federal income tax 
withholding of $11,000. 

c. The Okumuras sold a small apartment building for $199,980 on November 15, 2009. 
The building was acquired in October 2003 for $300,000; cost recovery was $86,820. 

d. The Okumuras received $3,000 in qualified dividends on various domestic corpora- 
tion stocks that they own. 

e. The Okumuras sold stock on November 5 for a $7,000 long-term capital gain and 
other stock on December 10 at a $2,000 short-term capital loss. 

f. The Okumuras had the following itemized deductions: $11,000 unreimbursed medi- 
cal expenses; $10,500 personal use real property taxes; $7,000 qualified residence 
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interest, $1,500 of Glen’s unreimbursed employee business expenses; $535 of 
Investment-related expenses; $2,700 of state income taxes paid; and $1,061 of sales 
taxes from the sales tax table. 


g. The Okumuras spent $3,000 on qualifying child care expenses during the year. 


Compute the Okumuras’ 2009 net tax payable or refund due. Also write a letter to the 
Okumuras describing how the sale of the apartment building affects their return. 


RESEARCH PROBLEMS 


Note: Solutions to Research Problems can be prepared by using the Checkpoint® 
Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. Sidney owns a professional football franchise. He has received an offer 
of $80 million for the franchise, all the football equipment, the rights to concession 
receipts, the rights to a stadium lease, and the rights to all the player contracts he owns. 
Most of the players have been with the team for quite a long time and have contracts that 
were signed several years ago. The contracts have been substantially depreciated. Sidney is 
concerned about potential § 1245 recapture when the contracts are sold. He has heard 
about “previously unrecaptured depreciation with respect to initial contracts” and would 
like to know more about it. Find a definition for that phrase and write an explanation of it. 


Research Problem 2. Walter is both a real estate developer and the owner and manager of 
residential rental real estate. Walter is retiring and is going to sell both the land he is 
holding for future development and the rental properties he owns. Straight-line 
depreciation was used to depreciate the rental real estate. The rental properties will be sold 
at a substantial loss, and the development property will be sold at a substantial gain. What is 
the nature of these gains and losses? 


Partial list of research aids: 
§§ 1221 and 1231. 
Zane R. Tollis, 65 TCM 1951, T.C.Memo. 1993-63. 


Research Problem 3. An individual cash basis taxpayer sells rental real estate on the 
installment basis. The gain from the disposition is $45,000: $30,000 potential 25% gain and 
$15,000 potential 0%/15% gain. In what sequence are these gains recognized as gain is 
recognized on the installment sale? 


Research Problem 4. In 2005, a taxpayer made leasehold improvements that were eligible for 
a 15-year MACRS life. Straight-line depreciation was taken on the improvements. Will these 
improvements be subject to either § 1245 or § 1250 depreciation recapture if they are 
eventually disposed of at a recognized gain? 


Use the tax resources of the Internet to address the following questions. Do not restrict 
your search to the World Wide Web, but include a review of newsgroups and general 
reference materials, practitioner sites and resources, primary sources of the tax law, 
chat rooms and discussion groups, and other opportunities. 


Research Problem 5. Summarize tax planning strategies related to each of the following 
topics that are presented on the Internet by tax advisers looking for clients: 
a. A strategy for maximizing gains that are eligible for the 0%/15% alternative tax rate 
rather than the 25% rate. . 
b. A strategy for maximizing gains that are eligible for the 0%/15% alternative tax rate 


rather than the 28% rate. 


Research Problem 6. Determine whether Australia has an equivalent to § 1231 treatment for 
gains from the disposition of business depreciable assets. 


Research Problem 7. Find a state web site that has tax forms and instructions for that state. 
Let’s call that state “X.” Find a discussion in those sources that reveals whether state X 
taxes gains from the sale of real estate that is located in state Y when the taxpayer is an 
individual and is a full-time resident of state X. 


{2} THOMSON REUTERS 
Checkpoint® Student Edition 
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Accounting Periods, 
Accounting Methods, and 
Deferred Compensation 


CHAPTER Part 6 provides a more comprehensive 
1 8 Accounting Periods and Methods ae 
examination of the accounting periods and 
CHAPTER accounting methods that were introduced in 
19 Deterred Compensation Part 2. A discussion of special accounting methods 
is also included. Part 6 concludes with an analysis 
of the tax consequences of deferred compensation 


transactions. 


Accounting Periods 


and Methods 


LEARNING OBJECTIVES 


After completing Chapter 18, you should be able to: 


L0.1 
Understand the relevance of the 
accounting period concept, the 
different types of accounting periods, 
and the limitations on their use. 


L0.2 

Apply the cash method, accrual 
method, and hybrid method of 
accounting. 


L0.3 


Utilize the procedure for changing 
accounting methods. 


L0.4 

Determine when the installment 
method of accounting can be utilized 
and apply the related calculation 
techniques. 


LO.5 


Understand the alternative methods 
of accounting for long-term contracts 
(the completed contract method and 
the percentage of completion 
method) including the limitations on 
the use of the completed contract 
method. 


L0.6 


Know when accounting for 
inventories must occur, recognize the 
types of costs that must be included in 
inventories, and apply the LIFO 
method. 


LO.7 

Identify tax planning opportunities 
related to accounting periods and 
accounting methods. 
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| FRAMEWORK: | Income (broadly conceived) 
T ; F ee | apn Less: Exclusions 
ax ormula | Gross income 
for Individuals | __ tess: Deductions for adjusted gross income 
ae 


ne Business income or or (loss). Attach Schedule Co or r C-EZ aD hey ies 


This framework for individual 
taxation is based on the 
Income Tax Formula in 


Adjusted gross income 
Figure 3.1. The portions TOF: f 
of the formula that are Less: The greater of total itemized deductions or the standard deduction 


boldfaced are covered in Personal and dependency exemptions 
this chapter. Below those Taxable income 
portions are shown the Tax on taxable income (see Tax Tables or Tax Rate Schedules) 


Soe CLO OG Weis Less: Tax credits (including income taxes withheld and prepaid) 
the results are reported. 
Tax due (or refund) 


THE BIG PICTURE 


ACCOUNTING Belinda, Pearl, Inc. (a C corporation), and Tweety, Inc. (an S corporation), are going 
to form a partnership (Silver Partnership). The ownership interests and tax years of — 
PERIOD the partners are as follows: . 
Partner Partnership Interest Tax Year Ends 4 
Belinda 25% December 31 @ 
Pearl, Inc. 35% November 30 : » 
Tweety, Inc. 40% June 30 : 


The partnership will begin business on April 1, 2009. The partners have several 
issues they would like for you to address. 


° A potential conflict exists among the partners regarding when the tax year : 
should end for Silver. Belinda and Pearl would like a year-end close to fe 
their own year-ends while Tweety would like to have a June 30 year-end. Is +. 
this a decision that Tweety can make since it owns more of the partnership 
than either of the other two partners. Is this a decision that Belinda and 
Pearl can make since collectively they own more of the partnership than 
Tweety? 

® Since Silver will begin business on April 1, 2009, will the first tax year be a = 
“short” tax year or a “long” tax year? Will annualization of the net income 
of the partnership be required? 

* How will the partners know when their share of Silver’s net income or net 
loss should be reported on their respective income tax returns? 
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and expense are recognized as well as the basic issue of whether the items 
are includible in taxable income. Earlier chapters discussed the types of 
income subject to tax (gross income and exclusions) and allowable deductions (the 
whether issue). This chapter focuses on the related issue of the periods in which 
income and deductions are reported (the when issue). Generally, a taxpayer’s 
income and deductions must be assigned to particular 12-month periods—calendar 
years or fiscal years. 

Income and deductions are placed within particular years through the use of tax 
accounting methods. The basic accounting methods are the cash method, accrual 
method, and hybrid method. Other special purpose methods, such as the install- 
ment method and the methods used for long-term construction contracts, are avail- 
able for specific circumstances or types of transactions. 

Over the long run, the accounting period used by a taxpayer will not affect the ag- 
gregate amount of reported taxable income. However, taxable income for any par- 
ticular year may vary significantly due to the use of a particular reporting period. 
Also, through the choice of accounting methods or accounting periods, it is possible 
to postpone the recognition of taxable income and to enjoy the benefits from defer- 
ring the related tax. This chapter discusses the taxpayer’s alternatives for accounting 
periods and accounting methods. 


I ax practitioners must deal with the issue of when particular items of income 


18.1 ACCOUNTING PERIODS 


IN GENERAL 


A taxpayer who keeps adequate books and records may be permitted to elect a fiscal 
year, a 12-month period ending on the /ast day of a month other than December, for 
the accounting period. Otherwise, a calendar year must be used.” Frequently, corpora- 
tions can satisfy the record-keeping requirements and elect to use a fiscal year.’ Of- 
ten the fiscal year conforms to a natural business year (e.g., a summer resort’s fiscal 
year may end on September 30, after the close of the season). Individuals seldom 
use a fiscal year because they do not maintain the necessary books and records and 
because complications can arise as a result of changes in the tax law (e.g., often the 
transition rules and effective dates differ for fiscal year taxpayers). 

Generally, a taxable year may not exceed 12 calendar months. However, if certain 
requirements are met, a taxpayer may elect to use an annual period that varies from 
52 to 53 weeks." In that case, the year-end must be on the same day of the week (e.g., 
the Tuesday falling closest to October 31 or the last Tuesday in October). The day of 
the week selected for ending the year will depend upon business considerations. For 
example, a retail business that is not open on Sundays may end its tax year on a Sun- 
day so that it can take an inventory without interrupting business operations. 


LO.1 


Understand the relevance of the 
accounting period concept, the 


different types of accounting 
periods, and the limitations on 
their use. 


Wade is in the business of selling farm supplies. His natural business year terminates at 
the end of October with the completion of harvesting. At the end of the fiscal year, 
Wade must take an inventory, which is most easily accomplished on a Tuesday. There- 
fore, Wade could adopt a 52-53 week tax year ending on the Tuesday closest to 
October 31. If Wade selects this method, the year-end date may fall in the follow- 
ing month if that Tuesday is closer to October 31. The tax year ending in 2009 will 
contain 53 weeks beginning on Wednesday, October 29, 2008, and ending on Tuesday, 
November 3, 2009. The tax year ending in 2010 will have 52 weeks beginning on 
Wednesday, November 4, 2009, and ending on Tuesday, November 2, 2010. @ 


‘See Chapters 4, 5, and 6. ee 1.441-1(e)(2). 
°§ 441(c) and Reg. § 1.441-1(b)(1)(ii). § 441(f). 
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TAXin 
the-NEWS 


SPECIFIC PROVISIONS FOR PARTNERSHIPS, S CORPORATIONS, 
AND PERSONAL SERVICE CORPORATIONS 


Partnerships and § Corporations 


When a partner’s tax year and the partnership’s tax year differ, the partner will enjoy 
a deferral of income. This results because the partner reports his or her share of the 
partnership’s income and deductions for the partnership’s tax year ending within or 
with the partner’s tax year.” For example, if the tax year of the partnership ends on 
January 31, a calendar year partner will not report partnership profits for the first 11 
months of the partnership tax year until the following year. Therefore, partnerships 
are subject to special tax year requirements. 

In general, the partnership tax year must be the same as the tax year of the major- 
ity interest partners. The majority interest partners are the partners who own a 
greater-than-50 percent interest in the partnership capital and profits. If there are 
no majority interest partners, the partnership must adopt the same tax year as its 
principal partners. A principal partner is a partner with a 5 percent or more interest in 
the partnership capital or profits.° 


SR EXAMPEE 2 4 The RST Partnership is owned equally by Rose Corporation, Silver Corporation, and 


Tom. The partners have the following tax years. 


Partner's Tax Year Ending 


Rose June 30 
Silver June 30 
Tom December 31 


The partnership’s tax year must end on June 30. If Silver Corporation’s as well as Tom’s 
year ended on December 31, the partnership would be required to adopt a calendar 
year. @ 


If the principal partners do not all have the same tax year and no majority of part- 
ners have the same tax year, the partnership must use a year that results in the least 
aggregate deferral of income.’ Under the least aggregate deferral method, the different 
tax years of the principal partners are tested to determine which produces the least 
aggregate deferral. This is calculated by first multiplying the combined percentages 
of the principal partners with the same tax year by the months of deferral for the test 
year. Once this is done for each set of principal partners with the same tax year, the 
resulting products are summed to produce the aggregate deferral. After calculating 


"Reg. § 1.706-I(a). "Reg. § 1.706-1(b)(3). 
°§§ 706(b)(1)(B) and 706(b)(3). 


rete @Ge 
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the aggregate deferral for each of the test years, the test year with the smallest sum- 
mation (the least aggregate deferral) is the tax year for the partnership. 


The DE Partnership is owned equally by Diane and Emily. Diane’s fiscal year ends on PSCAMELE 30 | 


March 31, and Emily's fiscal year ends on August 31. The partnership must use the part- 
ner's fiscal year that will result in the least aggregate deferral of income. Therefore, 
the fiscal years ending March 31 and August 31 must both be tested. 


Test for Fiscal Year Ending March 31 


Months of 
Partner Year Ends Profit % Deferral Product 
eee Soe eee eee ee hoe OT UE ee eee OMe 
Diane 3-31 50 0 0 
Emily 8-31 50 5 2.5 
Aggregate deferral months 25 


Thus, with a year ending March 31, Emily would be able to defer her half of the income 
for five months. That is, Emily's share of the partnership income for the fiscal year end- 
ing March 31, 2010, would not be included in her income until August 31, 2010. 


Test for Fiscal Year Ending August 31 


Months of 
Partner Year Ends Profit % Deferral Product 
Diane 3-31 50 7 che 
Emily 8-31 50 0 Lor 
Aggregate deferral months 35 


Thus, with a year ending August 31, Diane would be able to defer her half of the 
income for seven months. That is, Diane’s share of the partnership income for the fiscal 
year ending August 31, 2010, would not be included in her income until March 31, 
2011. 

The year ending March 31 must be used because it results in the least aggregate 
deferral of income. # 


Generally, S corporations must adopt a calendar year.” However, partnerships 
and S corporations may elect an otherwise impermissible year under any of the following 
conditions: 


e Abusiness purpose for the year can be demonstrated.” 

e The partnership’s or S corporation’s year results in a deferral of not more 
than three months’ income, and the entity agrees to make required tax 
payments.’? 

e The entity retains the same year as was used for the fiscal year ending in 
1987, provided the entity agrees to make required tax payments. 


Business Purpose 

The only business purpose for a fiscal year that the IRS has BOO WE eRe is the need 
to conform the tax year to the natural business year of a business. Generally, only 
seasonal businesses have a natural business year. For example, the natural business 
year for a department store may end on January 31, after Christmas returns have 
been processed and clearance sales have been completed. 


°§§ 1378(a) and (b). 
°$§ 706(b)(1)(C) and 1378(b)(2). 


108 444, 
"Rey,Rul. 87-57, 1987-2 C.B. 117. 


a: 
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Required Tax Payments 


Under the required payments system, tax payments are due from a fiscal year part- 
nership or S corporation by April 15 of each tax year.'* The amount due is com- 
puted by applying the highest individual tax rate plus 1 percentage point to an 
estimate of the deferral period income. The deferral period runs from the close of 
the fiscal year to the end of the calendar year. Estimated income for this period is 
based on the average monthly earnings for the previous fiscal year. The amount due 
is reduced by the amount of required tax payments for the previous year.'° 


eR KAM PRL ES Mis eg Brown, Inc., an S corporation, elected a fiscal year ending September 30. Bob is the only 


shareholder. For the fiscal year ending September 30, 2009, Brown earned $100,000. 
The required tax payment for the previous year was $5,000. The corporation must pay 
$4,000 by April 15, 2010, calculated as follows: 


($100,000 x 3/12 x 36%*) — $5,000 = $4,000 


*Maximum § 1 rate of 35% +1%. @ 4 


Et Who BEntFITS FROM THE CHANGE IN TAX YEAR? 


— @& Equity 


A public accounting sole practitioner has reached a breaking 
point. All of his clients use the calendar year to report 
income. Many of the clients are S corporations and partner- 
ships. His workload the first four months of the year is so 
heavy that it is putting the quality of his work at risk. He is 


ships to switch to a fiscal year ending September 30. The 
accountant believes that he can convince the shareholders 
and partners to make the change. Although the shareholders 
and partners would be subject to the “required tax pay- 
ments” rules, the accountant will sell the plan by promising 


considering asking some of his S corporations and partner- better service. Evaluate the plan proposed by the accountant. 


Personal Service Corporations 


A personal service corporation (PSC) is a corporation whose shareholder-employees 
provide personal services (e.g., medical, dental, legal, accounting, engineering, 
actuarial, consulting, or performing arts). Generally, a PSC must use a calendar 
year.'* However, a PSC can elect a fiscal year under any of the following conditions: 


e A business purpose for the year can be demonstrated. 

e The PSC year results in a deferral of not more than three months’ 
income, the corporation pays the shareholder-employee’s salary during 
the portion of the calendar year after the close of the fiscal year, and 
the salary for that period is at least proportionate to the shareholder- 
employee’s salary received for the preceding fiscal year.'” 

° The PSC retains the same year it used for the fiscal year ending in 1987, 
provided it satisfies the latter two requirements in the preceding option. 


ESR WR ERS See Nancy's corporation paid Nancy a salary of $120,000 during its fiscal year ending Sep- 


tember 30, 2009. The corporation cannot satisfy the business purpose test for a fiscal 
year. The corporation can continue to use its fiscal year without any negative tax 
effects, provided Nancy receives at least $30,000 [(3 months/12 months) x $120,000] as 
salary during the period October 1 through December 31, 2009. = 


®S8§ 444(c) and 7519. No payment is required if the calculated amount is $500 
or less. 


8§ '7519(b). 


48 441(i). 
8S 444 and 280H. 
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If the salary test is not satisfied, the PSC can retain the fiscal year, but the corpora- 
tion’s deduction for salary for the fiscal year is limited to the following: 


A + A(F/N) 


where A=Amount paid after the close of the fiscal year. 
F=Number of months in the fiscal year minus number of months from 
the end of the fiscal year to the end of the ongoing calendar year. 
N= Number of months from the end of the fiscal year to the end of 
the ongoing calendar year. 


Assume the corporation in the previous example paid Nancy $10,000 of salary during PES AMEL ECR Oc | 


the period October 1 through December 31, 2009. The deduction for Nancy’s salary for 
the corporation’s fiscal year ending September 30, 2010, is thus limited to $40,000 cal- 
culated as follows: 


pe 
$10,000 + $10,000 (7) = $10,000 + $30,000 = $40,000 a 


MAKING THE ELECTION 


A taxpayer elects to use a calendar or fiscal year by the timely filing of his or her ini- 
tial tax return. For all subsequent years, the taxpayer must use this same period 
unless approval for change is obtained from the IRS.'® 


CHANGES IN THE ACCOUNTING PERIOD 


A taxpayer must obtain consent from the IRS before changing the tax year.’’ This 
power to approve or not to approve a change is significant in that it permits the IRS 
to issue authoritative administrative guidelines that must be met by taxpayers who 
wish to change their accounting period. An application for permission to change tax 
years must be made on Form 1128, Application for Change in Accounting Period. 
The application must be filed on or before the fifteenth day of the second calendar 
month following the close of the short period that results from the change in 
accounting period.'® 


Beginning in 2009, Gold Corporation, a calendar year taxpayer, would like to switch to SRAM REE Ge 


a fiscal year ending March 31. The corporation must file Form 1128 by May 15, 2009. = 


IRS Requirements 


The IRS will not grant permission for the change unless the taxpayer can establish a 
substantial business purpose for the request. One substantial business purpose is to 
change to a tax year that coincides with the natural business year (the completion of 
an annual business cycle). The IRS applies an objective gross receipts test to deter- 
mine if the entity has a natural business year. At least 25 percent of the entity’s gross 
receipts for the 12-month period must be pales in the final two months of the 
12-month period for three consecutive years. 


'8Reg. § 1.442-1(b)(1). In Example 7, the first period after the change in 
accounting period (January 1, 2009 through March 31, 2009) is less than a 
12-month period and is referred to as a short period. 

!Rey.Proc. 87-32, 1987-1 C.B. 131, and Rev.Rul. 87-57, 1987-2 C.B. 117. 


Reg. §§ 1.441-1(b)(3) and 1.441-1(b)(4). 
78 449. Under certain conditions, corporations are allowed to change tax 
years without obtaining IRS approval. See Reg. § 1.442-1(c)(1). 
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EXAMPLE 8 A Virginia Beach motel had gross receipts as follows: 


ee ee ee ee eS 


2007 2008 2009 

July-August receipts $ 300,000 $250,000 $ 325,000 
September 1—August 31 

receipts 1,000,000 900,000 1,250,000 
Receipts for final 2 

months divided by 

receipts for 12 

months 30.0% 27.8% 26.0% 


Since it satisfies the natural business year test, the motel will be allowed to use a fiscal 
year ending August 31. @ 


The IRS usually establishes certain conditions that the taxpayer must accept if 
the approval for change is to be granted. In particular, if the taxpayer has a net oper- 
ating loss (NOL) for the short period, the IRS requires that the loss be carried 
forward; the loss cannot be carried back to prior years.”° As you may recall (refer to 
Chapter 7), NOLs are ordinarily carried back for 2 years and forward for 20 years. 


; EXAMEEE GOS e| Parrot Corporation changed from a calendar year to a fiscal year ending September 30. q 


The short-period return for the nine months ending September 30, 2009, reflected a 
$60,000 NOL. The corporation had taxable income for 2007 and 2008. As a condition : 
for granting approval, the IRS requires Parrot to carry the loss forward rather than car- 
rying the loss back to the two preceding years (the usual order for applying an NOL). @ 


TAXABLE PERIODS OF LESS THAN ONE YEAR 


A short taxable year (or short period) is a period of less than 12 calendar months. A 
taxpayer may have a short year for (1) the first income tax return, (2) the final 
income tax return, or (3) a change in the tax year. If the short period results from a 
change in the taxpayer’s annual accounting period, the taxable income for the pe- 
riod must be annualized. Due to the progressive tax rate structure, taxpayers could 
reap benefits from a short-period return if some adjustments were not required. 
Thus, the taxpayer is required to do the following: 


1. Annualize the short-period income. 


12 


Number of months 
in the short period 


Annualized income = Short-period income x 


2. Compute the tax on the annualized income. 

3. Convert the tax on the annualized income to a short-period tax. 

Number of months 

in the short period 
12 


Pp EXAMPLE W000 4 Gray Corporation obtained permission to change from a calendar year to a fiscal year 


ending September 30, beginning in 2009. For the short period January 1 through Sep- 
tember 30, 2009, the corporation’s taxable income was $48,000. The relevant tax rates 
and the resultant short-period tax are as follows: 


Short-period income = Tax on annualized income x 


——— — — —sSsSSSSSSSSSsSSSsssSsSs— 


Amount of Taxable Income Tax Rates 

$1-$50,000 15% of taxable income 

$50,001-$75,000 $7,500 plus 25% of 
taxable income in 
excess of $50,000 


Rev Proc. 2002-39, 2002-1 C.B. 1046. 
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Calculation of Short-Period Tax 


Annualized income 
($48,000 x 12/5) = $64,000 
Tax on annualized income 
$7,500 + .25($64,000 — $50,000) = 
$7,500 + $3,500 = $11,000 
Short-period tax = ($11,000 x 9/;2) = $8,250 
Annualizing the income increased the tax by $1,050: 


Tax with annualizing $ 8,250 
Tax without annualizing (.15 x $48,000) (7,200) 
$ 1,050 


Rather than annualize the short-period income, the taxpayer can (1) elect to cal- 
culate the tax for a 12-month period beginning on the first day of the short period 
and (2) convert the tax in (1) to a short-period tax as follows:7! 

Taxable income for short period 


Taxable income for the 12-month period ceca TU Se ON OTE 


Assume Gray Corporation’s taxable income for the calendar year 2009 was $60,000. The Sx eM PLE | 


tax on the full 12 months of income would have been $10,000 [$7,500 + .25 ($60,000 — 
$50,000)]. The short-period tax would be $8,000 [($48,000/$60,000) x $10,000]. Thus, if 
the corporation utilized this option, the tax for the short period would be $8,000 (rather 
than $8,250, as calculated in Example 10). = 


For individuals, annualizing requires some special adjustments:”” 


e Deductions must be itemized for the short period (the standard deduc- 
tion is not allowed). 
e Personal and dependency exemptions must be prorated. 


Fortunately, individuals rarely change tax years. 


MITIGATION OF THE ANNUAL ACCOUNTING PERIOD CONCEPT 


Several provisions in the Code are designed to give the taxpayer relief from the 
seemingly harsh results that may be produced by the combined effects of an arbi- 
trary accounting period and a progressive rate structure. For example, under the 
NOL carryback and carryover rules, a loss in one year can be carried back and offset 
against taxable income for the preceding two years. Unused NOLs are then carried 
over for 20 years.”° In addition, the Code provides special relief provisions for casu- 
alty losses pursuant to a disaster and for the reporting of insurance proceeds from 


destruction of crops.** 


Farm Relief 

Farmers and fishermen are often subject to wide fluctuations in income between 
years, some of which are due to the weather. Congress has provided these taxpayers 
a special method of computing their tax on income from farming or fishing. In the 
high-income years, these taxpayers can elect to compute their tax on income ok 
farming or fishing as though it were earned equally in the three previous years. 
Thus, the tax on the farming or fishing income for the year is the sum of the 


*48§ 165(i) and 451(d). Refer to Chapter 7. 


2 1) and (2). 
saee nh )iand *5§ 1301. The tax is calculated on Schedule J. 


228 443(b)(3), § 443(c), and Reg. § 1.443-1(b). 
°3§ 172. Refer to Chapter 7. 
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additional tax that would have been due in the three previous years if one-third of 
the income had been earned in each of those years. This averaging system enables 
the taxpayer to avoid the higher marginal tax rates associated with a large amount of 
income received in one year. 

The income pattern for farmers can also be disrupted by natural disasters that are 
covered by insurance. The disaster may occur and the crop insurance proceeds may be 
received in a year before the income from the crop would have been realized. Under 
these circumstances, § 451(d) permits the farmer to defer reporting the income until 
the year following the disaster. Section 451(e) provides similar relief when livestock 
must be sold on account of drought or other weather-related conditions. 


Restoration of Amounts Received under a Claim of. Right 


The court-made claim of right doctrine applies when the taxpayer receives property as 
income and treats it as his or her own but a dispute arises over the taxpayer’s rights 
to the income.”° According to the doctrine, the taxpayer must include the amount 
as income in the year of receipt. The rationale for the doctrine is that the Federal 
government cannot await the resolution of all disputes before exacting a tax. As a 
corollary to the doctrine, if the taxpayer is later required to repay the funds, gener- 
ally a deduction is allowed in the year of repayment.” 


| EXAMPLE 12 In 2009, Pedro received a $5,000 bonus computed as a percentage of profits. In 2010, 


Pedro’s employer determined that the 2009 profits had been incorrectly computed, 
and Pedro had to refund the $5,000 in 2010. Pedro was required to include the $5,000 
in his 2009 gross income, but he can claim a $5,000 deduction in 2010. = 


In Example 12 the transactions were a wash; that is, the income and deduction 
were the same ($5,000). Suppose, however, that Pedro was in the 35 percent tax 
bracket in 2009 but in the 15 percent bracket in 2010. Without some relief provision, 
the mistake would be costly to Pedro. He paid $1,750 tax in 2009 (.35 x $5,000), but 
the deduction reduced his tax liability in 2010 by only $750 (.15 x $5,000). The Code 
does provide the needed relief in such cases. Under § 1341, when income that has 
been taxed under the claim of right doctrine must later be repaid, in effect, the tax- 
payer gets to apply to the deduction the tax rate of the year that will produce the 
greatest tax benefit. Thus, in Example 12, the repayment in 2010 would reduce 
Pedro’s 2010 tax liability by the higher 2009 rate (.35) applied to the $5,000. How- 
ever, relief is provided only in cases where the tax is significantly different; that is, 
when the deduction for the amount previously included in income exceeds $3,000. 


SPECIAL TAX RELIEF 


A taxpayer who is required to report income in one year, but 
must repay the income in a subsequent year, is granted spe- 
cial tax relief. If the taxpayer is in a lower marginal tax 
bracket in the year the income is repaid than in the year it 
was received, the deduction reduces the tax for the year of 
repayment by using the higher tax rate that applied to the 
income when it was received. 

In contrast, if a taxpayer takes a deduction in one year 
and receives a refund of the amount giving rise to the 


*° North American Consolidated Oil Co. v. Burnet, 3 USTC 9943, 11 AFTR 16, 52 
S.Ct. 613 (USSG, 1932). 


deduction in a subsequent year, the refund is taxed at the 
marginal tax rate in the year of refund. This is true even 
though the taxpayer's marginal tax rate in the year of 
receipt is higher than that in the year of the deduction. 

Should both adjustments to income and adjustments to 
deductions receive the same tax relief? Or should neither sit- 
uation be granted special relief? 


U.S. v. Lewis, 51-1 USTC 49211, 40 AFTR 258, 71 S.Ct. 522 (USSG, 1951). 
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18.2 ACCOUNTING METHODS | 10.2 
 saearseeussutunnteensensassteet-qessrneseenennnsenmbentesaenresnsntennrelnnninesmuasecevmnnnaneiennisesannnaspesnistoqmesnimansaassennestinssnoeiensunensnstenmanssssesautesesemeesen e 

Apply the cash method, accrual 
PERMISSIBLE METHODS | method, and hybrid method of 
Section 446 requires the taxpayer to compute taxable income using the method of — | 2<©ounting. 


accounting regularly employed in keeping his or her books, provided the method 


clearly reflects income. The Code recognizes the following as generally permissible 
accounting methods: 


e The cash receipts and disbursements method. 
e The accrual method. 
e Ahybrid method (a combination of cash and accrual). 


The Regulations refer to these alternatives as overall methods and add that the term 
method of accounting includes not only the taxpayer’s overall method of accounting 
but also the accounting treatment of any item.”® 

Generally, any of the three methods of accounting may be used if the method is 
consistently employed and clearly reflects income. However, in most cases the tax- 
payer is required to use the accrual method for sales and cost of goods sold if inven- 
tories are an income-producing factor to the business.”? Other situations in which 
the accrual method is required are discussed later. Special methods are also permit- 
ted for installment sales, long-term construction contracts, and farmers. 

A taxpayer who has more than one trade or business may use a different method 
of accounting for each trade or business activity. Furthermore, a taxpayer may use 
one method of accounting to determine income from a trade or business and use 
another method to compute nonbusiness items of income and deductions.” 


Linda operates a grocery store and owns stock and bonds. The sales and cost of goods PERANTEE 122 


sold from the grocery store must be computed by the accrual method because invento- 
ries are material. However, Linda can report her dividends and interest from the stocks 
and bonds under the cash method. 


The Code grants the IRS broad powers to determine whether the taxpayer’s account- 
ing method clearly reflects income. Thus, if the method employed does not clearly ee 
income, the IRS has the power to prescribe the method to be used by the taxpayer.” 


CASH RECEIPTS AND DISBURSEMENTS METHOD—CASH BASIS 


Most individuals and many businesses use the cash basis to report income and 
deductions. The popularity of this method can largely be attributed to its simplicity 
and flexibility. 

Under the cash method, income is not recognized until the taxpayer actually 
receives, or constructively receives, ae ik its equivalent. Cash is constructively 
received if it is available to the taxpayer.” ? Generally, a cash equivalent is anything 
with a fair market value, including a note receivable from a customer. 


EXAMPLE 14 


Don, a dentist, does not accept credit cards. He requires that his patients either pay 
cash at the time the services are performed or give him a note receivable with interest 
at the market rate. Generally, the notes can be sold to the local banks for 95% of their 
face amount. At the end of 2009, Don has $60,000 in notes receivable from patients. 
The notes receivable are a cash equivalent and have a fair market value of $57,000 
($60,000 x 95%). Therefore, Don must include the $57,000 in his gross income for 


2009. @ 
a on 51§ 446(b). 
*8Reg. § 1.446-1(a)(1). x ; : 
; : , .451- . Refer to Chapter 4 for a discussion of constructive 
*Reg. § 1.446-1(a)(4)(i). ahs 1.451-1(a). Refer to Chapter fo) 


5°§ 446(d) and Reg. § 1.446-1(c)(1)(iv)(b). 
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Wuo Wants To BE A PRODUCER? 


For many years, small businesses wanted to be considered of 2004, producers can deduct 6 percent of their production 
service providers rather than producers of products. Service activities income in calculating taxable income for 2008 and 
provider classification meant that the cash method could be 2009 and 9 percent in 2010. Thus, a company that develops 
used. Now, however, classification as a producer can be advertising materials might argue that it is a producer — 
advantageous. As a result of the American Jobs Creation Act rather than a provider of advertising services. 


Deductions are generally permitted in the year of payment. Thus, year-end 
accounts receivable, accounts payable, and accrued income and deductions are not 
included in the determination of taxable income. 

In many cases, a taxpayer using the cash method can choose the year in which a 
deduction is claimed simply by postponing or accelerating the payment of expenses. 
For fixed assets, however, the cash basis taxpayer claims deductions through depreci- 
ation or amortization, the same as an accrual basis taxpayer does. In addition, pre- 
paid expenses must be capitalized and amortized if the life of the asset extends 
substantially beyond the end of the tax year.*’ Most courts have applied the one-year 
rule (one-year rule for prepaid expenses) to determine whether capitalization and am- 
ortization are required. According to this rule, capitalization is required only if the 
asset has a life that extends beyond the tax year following the year of payment.”* 


Restrictions on Use of the Cash Method 


Using the cash method to measure income from a merchandising or manufacturing 
operation would often yield a distorted picture of the results of operations. Income 
for the period would largely be a function of when payments were made for goods or 
materials. Thus, the Regulations prohibit the use of the cash method (and require 
the accrual method) to measure sales and cost of goods sold if inventories are mate- 
rial to the business.”” 

The prohibition on the use of the cash method if inventories are material and the 
rules regarding prepaid expenses (discussed above) are intended to assure that an- 
nual income is clearly reflected. However, certain taxpayers may not use the cash 
method of accounting for Federal income tax purposes regardless of whether inven- 
tories are material. The accrual basis must be used to report the income earned by 
(1) a corporation (other than an S corporation), (2) a partnership with a corporate 
partner, and (3) a tax shelter. This accrual basis requirement has three excep- 
tions: 


e A farming business. 

e A qualified personal service corporation (a corporation performing ser- 
vices in health, law, engineering, architecture, accounting, actuarial 
science, performing arts, or consulting). 

° An entity that is not a tax shelter whose average annual gross receipts for 
the most recent three-year period are $5 million or less. 


As a matter of administrative convenience, the IRS will permit any entity with aver- 
age annual gross receipts of not more than $1 million for the most recent three-year 
period to use the cash method. This applies even if the taxpayer is buying and selling 


“Reg. § 1.461-I(a)(1). year rule. See also Reg. § 1.263(a)—4(f) for the application of the one-year 
*4Zaninovich v. Comm., 80-1 USTC 49342, 45 AFTR2d 80-1442, 616 F.2d 429 rule to prepayments for intangibles. 

(CA-9, 1980), rev'g 69 T.C. 605 (1978); U.S. Freightways Corp. v. Comm., 2001- “Reg. § 1.446-1(a)(4)(i). 

2 USTC 450,731, 88 AFTR2d 2001-6703, 270 F.3d 1137 (CA-7, 2001), rev’g “§§ 448(a) and 448(b). For this purpose, the hybrid method of accounting is 


113 T.C. 329 (1999). Refer to Chapter 6 for further discussion of the one- considered the same as the cash method. 


CHAPTER 18 Accounting Periods and Methods 


YUNTING MetHops AS AN INCENTIVE TO Go FOREIGN | 
‘oreign countries allow a corporation to defer income by using tax accounting 
_ mett ods that are not permitted in the United States. For example, a producer or retailer 
4 may be allowed to use the cash method of accounting even though inventory is pres- 

ent. Under the cash method, the cost of goods sold is deducted in the tax year the 
_ goods are paid for, and income is not recognized until receivables are collected. Thus, if 

a U.S. corporation creates a foreign subsidiary to produce ina country that permits the 

cash method in association with inventory, tax savings occur that would not be avail- 

able in the United States. The corporation obtains additional deductions in the first 
year equal to the ending inventory and additional deferrals equal to the ending 


accounts receivable. The company would continue to benefit until it has no more 
receivables or inventory. 


inventory. Also as a matter of administrative convenience, the IRS will permit certain 
entities whose average annual gross receipts are greater than $1 million but are not 
more than $10 million for the most recent three-year period to use the cash method. 
However, under the $10 million exception, inventory on hand at the end of the tax 
year cannot be deducted until the inventory is sold (i.e., must be capitalized). Not 
eligible for the cash method under the $10 million exception are entities whose 
principal business activity (the activity producing the largest percentage of gross 
receipts) is selling goods, manufacturing, mining, and certain publishing activities. 
Also not eligible are the C corporations, partnerships, and tax shelters discussed 
above that must use the accrual method. The major beneficiaries of the $10 million 
exception are small construction companies and small service businesses that sell 
some goods in conjunction with the services provided.*’ 


Special Rules for Small Farmers 


Although inventories are material to farming operations and the accrual method 
would appear to be required, the IRS long ago created an exception to the general 
rule that allows small farmers to use the cash method of accounting.*® The purpose 
of the exception is to relieve the small farmer from the bookkeeping burden of 
accrual accounting. Generally, this exception applies to unincorporated farms 
and closely held farming corporations with gross receipts for the year of less than 
$25 million.” 

Cash method farmers must nevertheless capitalize their costs of raising trees that 
have a preproduction period of more than two years.*” Thus, an apple farmer gener- 
ally must capitalize the costs of raising the trees until they produce apples in mer- 
chantable quantities. However, to simplify the farmer’s tax accounting, the cash 
method farmer is given an option: the preproduction cost of the trees can be 
expensed if the taxpayer elects to use the alternative depreciation system (refer to 
Chapter 8) for all the farming assets. 

Farmers who produce crops that take more than a year from planting to harvest- 
ing (e.g., pineapples) can elect to use the crop method to report the income. Under 
the crop method, the costs of raising the crop are capitalized as those Pees are 
incurred and then deducted in the year the income from the crop is realized.*! This 
method is analogous to the completed contract method used by contractors (dis- 


cussed later in this chapter). 


Rev Proc. 2001-10, 2001-1 C.B. 272 and Rev.Proc. 2002-28, 2002-1 C.B. § 263A(d). 
815. 

Reg. § 1.471-6(a). 

*°See §§ 447(c) and 464. 


“Reg. §§ 1.614 and 1.162-12(a). 
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GLOBAL 
Tax Issues 


CHANGES In IN THE Tax Rates Leap TO > INCOME SHIFTING 


In 2006, statistical evidence indicated that the German economy was spacing: ‘on 
further analysis of the data, however, it became clear that businesses were taking steps : 
to shift their income from 2007 to 2006. Generally, businesses do not wish to acc lerate > 
their income because their taxes on the income will also be accelerated. In this case, z 
though, German income tax rates were to increase in 2007. For many comeanes the are 
tax savings were worth the earlier-than- panel: seepantelaas of ies income. NS 


‘Source: Ado. from Brian 5 Wesbury, “2 “A Oneven: wonder Germany Is oo Pulling the Rest ue 
of Europe Along. Or Is It?” Newsweek, International Edition, March 12, 2007. 


Generally, a cash basis farmer must capitalize the purchase price of an animal, 
whether it is acquired for sale or for breeding. However, the cost of raising the ani- 
mal can be expensed.** 


ACCRUAL METHOD 
All Events Test for Income 


Under the accrual method, an item is generally included in gross income for the year 
in which it is earned, regardless of when the income is collected. An item of income 
is earned when (1) all the events have occurred to fix the taxpayer’s right to receive 
the income and (2) the amount of income (the amount the taxpayer has a right to 
receive) can be determined with reasonable accuracy.” 


| EXPEC Andre, a calendar year taxpayer who uses the accrual basis of accounting, was to 


receive a bonus equal to 6% of Blue Corporation’s net income for its fiscal year ending 
each June 30. For the fiscal year ending June 30, 2009, Blue Corporation had net 
income of $240,000, and for the six months ending December 31, 2009, the corpora- 
tion’s net income was $150,000. Andre will report $14,400 (.06 x $240,000) for 2009 
because his right to the amount became fixed when Blue Corporation’s year closed. 
However, Andre would not accrue income based on the corporation’s profits for the 
last six months of 2009 since his right to the income does not accrue until the close of 
the corporation's tax year. @ 


_ 
* 
~ 
s 
: 
: 


An accrual basis taxpayer’s amount of income and the tax year the income is rec- 
ognized are based on his or her right to receive the income. Thus, the fair market 
value of a receivable is irrelevant. 


EXAMPLE 16 


Marcey, an accrual basis taxpayer, has provided services to clients and has the right to 
receive $60,000. The clients have signed notes receivable to Marcey that have a fair 
market value of $57,000. Marcey must include $60,000, the amount she has the right to 
receive, in her gross income, rather than the fair market value of the notes of 
$57,000. = 


As discussed in Chapter 4, when an accrual basis taxpayer receives prepaid 
income that will not all be earned by the end of the tax year following the tax year of 


receipt, generally the income that is not earned by the end of the year of receipt 
must be allocated to the following year. 


“Reg. § 1.162-12%a). Reg. § 1.451-I(a). Refer to Chapter 4 for further discussion of the accrual 
basis. 
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Troy sells computers and two-year service contracts on the computers. On November 1, PExawere ay 


2009, Troy sold a 24-month service contract and received $240. He recognizes $20 gross 
income in 2009 ($240 x 2/24) and $220($240 — $20) in 2010. m= 


However, the deferral of prepaid income is not available for prepaid rent and pre- 
paid interest. 

In a situation where the accrual basis taxpayer’s right to income is being contested 
and the income has not yet been collected, generally no income is recognized until 
the dispute has been settled.** Before the settlement, “all of the events have not 
occurred that fix the right to receive the income.” 


All Events and Economic Performance Tests ‘for Deductions 


An all events test applies to accrual basis deductions. A deduction cannot be claimed 
until (1) all the events have occurred to create the taxpayer’s a and (2) the 
amount of the liability can be determined with reasonable accuracy.*” Once these 
requirements are satisfied, the deduction will be permitted only if economic per- 
formance has occurred.*° 

The economic performance test addresses situations in which the taxpayer has ei- 
ther of the following obligations: 


1. To pay for services or property to be provided in the future. 
2. To provide services or property (other than money) in the future. 


When services or property are to be provided to the taxpayer in the future (situa- 
tion 1), economic performance occurs when the property or services are actually 
provided by the other party. 


An accrual basis calendar year taxpayer, JAB, Inc., promoted a boxing match held in the aS alg BS 


company’s arena on December 31, 2009. CLN, Inc., had contracted to clean the arena 
for $5,000, but did not actually perform the work until January 1, 2010. JAB, Inc., did 
not pay the $5,000 until 2011. Although financial accounting rules would require JAB, 
Inc., to accrue the $5,000 cleaning expense in 2009 to match the revenues from the 
fight, the economic performance test was not satisfied until 2010, when CLN, Inc., per- 
formed the service. Thus, JAB, Inc., must deduct the expense in 2010. @ 


If the taxpayer is obligated to provide property or services (situation 2), economic 
performance occurs (and thus the deduction is allowed) in the year the taxpayer 
provides the property or services. 


Copper Corporation, an accrual basis taxpayer, is in the strip mining business. Accord- PexOMeee 1s | 


ing to the contract with the landowner, the company must reclaim the land. The esti- 
mated cost of reclaiming land mined in 2009 was $500,000, but the land was not 
actually reclaimed until 2011. The all events test was satisfied in 2009. The obligation 
existed, and the amount of the liability could be determined with reasonable accuracy. 
However, the economic performance test was not satisfied until 2011. Therefore, the 
deduction is not allowed until 2011.*” m= 


The economic performance test is waived, and thus year-end accruals can be 
deducted, if all the following conditions (recurring item exception) are met: 


e The obligation exists and the amount of the liability can be reasonably 


estimated. ; 
e Economic performance occurs within a reasonable period (but not later 


than 8% months after the close of the taxable year). 


“Burnet v. Sanford & Brooks Co., 2 USTC 4636, 9 AFTR 603, 51 S.Ct. 150 8 461(h). 
(USSG, 1931) “7See § 468 for an elective method for reporting reclamation costs. 


*§ 461(h)(4). 
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PayMEntT Is Not Economic PERFORMANCE 


oS 


In recent pronouncements, the IRS has reiterated the point formance is satisfied when the other party provides the ser- 
that when an accrual basis taxpayer has contracted to vices. If the taxpayer pays for the services before they are 
receive future services whose cost is deductible, the time for provided, the taxpayer has acquired an asset (prepaid 
the deduction is when economic performance is satisfied. expense). The deduction for the cost of the asset is not 
Moreover, economic performance can occur before or after allowed until the services are actually received, unless the 
the taxpayer pays for the services. Generally, economic per- requirements for the recurring item exception are satisfied. 


e The item is recurring in nature and is treated consistently by the taxpayer. 
e Either the accrued item is not material, or accruing it results in a better 
matching of revenues and expenses. 


EXAMPLE 20 97333 Green Corporation often sells goods that are on hand but cannot be shipped for 


another week. Thus, the sales account usually includes revenues for some items that 
have not been shipped at year-end. Green Corporation is obligated to pay shipping 
costs. Although the company’s obligation for shipping costs can be determined with 
reasonable accuracy, economic performance is not satisfied until Green (or its agent) 
actually delivers the goods. However, accruing shipping costs on sold items will better 
match expenses with revenues for the period. Therefore, the company should be 
allowed to accrue the shipping costs on items sold but not shipped at year-end. @ 


The economic performance test as set forth in the Code does not address all 
possible accrued expenses. That is, in some cases, the taxpayer incurs cost even 
though no property or services were received. In these instances, according to the 
Regulations, economic performance generally is not satisfied until the liability is 
paid. The following liabilities are cases in which payment is generally the only means 
of satisfying economic performance:*® 


1. Workers’ compensation. 

Torts. 

. Breach of contract. 

. Violation of law. 

. Rebates and refunds. 

. Awards, prizes, and jackpots. 

Insurance, warranty, and service contracts.*” 
Taxes. 


CO NID OTA OF ND 


See Yellow Corporation sold defective merchandise that injured a customer. Yellow admit- 


ted liability in 2009, but did not pay the claim until January 2010. The customer's tort 
claim cannot be deducted until it is paid. = 


However, items (5) through (8) above are eligible for the aforementioned recur- 
ring item exception. 


“Reg. §§ 1.461—-4(g)(2)-(6) and 1.461-5(c). “This item applies to contracts the taxpayer enters into for his or her own 
protection, rather than the taxpayer’s liability as insurer, warrantor, or ser- 
vice provider. 
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Pelican Corporation filed its 2009 state income tax return in March 2010. At the time PER EMPEE 22 


the return was filed, Pelican was required to pay an additional $5,000. The state taxes 
are eligible for the recurring item exception. Thus, the $5,000 of state income taxes can 
be deducted on the corporation's 2009 Federal tax return. The deduction is allowed 
because all the events had occurred to fix the liability as of the end of 2009, the pay- 
ment was made within 8/2 months after the end of the tax year, the item is recurring in 


nature, and allowing the deduction in 2009 produces a good matching of revenues 
and expenses. @ 


Reserves 


Generally, the all events and economic performance tests will prevent the use of 
reserves (e.g., for product warranty expense) frequently used in financial accounting 
to match expenses with revenues. However, small banks are allowed to use a bad 
debt reserve.”’ Furthermore, an accrual basis taxpayer in a service business is permit- 
ted to not accrue revenue that appears uncollectible based on experience. In effect, 
this approach indirectly allows a reserve.”! 


HYBRID METHOD 


A hybrid method of accounting involves the use of more than one method. For exam- 
ple, a taxpayer who uses the accrual basis to report sales and cost of goods sold but 
uses the cash basis to report other items of income and expense is employing a 
hybrid method. The Code permits the use of a hybrid method provided the tax- 
payer’s income is clearly reflected.** A taxpayer who uses the accrual method for 
business expenses must also use the accrual method for business income (the cash 
method may not be used for income items if the taxpayer’s expenses are accounted 
for under the accrual method). 

It may be preferable for a business that is required to report sales and cost of 
goods sold on the accrual method to report other items of income and expense 
under the cash method. The cash method permits greater flexibility in the timing of 
income and expense recognition. 


CHANGE OF METHOD 


The taxpayer, in effect, makes an election to use a particular accounting method 
when an initial tax return is filed using that method. If a subsequent change in 
method is desired, the taxpayer must obtain the permission of the IRS. The request 
for change is made on Form 3115, Application for Change in Accounting Method. 
Generally, the form must be filed within the taxable year of the desired change.”® 

As previously mentioned, the term accounting method encompasses not only the 
overall accounting method used by the taxpayer (the cash or accrual method) but 
also the treatment of any material item of income or deduction.” Thus, a change in 
the method of deducting property taxes from a cash basis to an accrual basis that 
results in a deduction for taxes in a different year constitutes a change in an account- 
ing method. Another example of an accounting method change is a change involv- 
ing the method or basis used in the valuation of inventories. However, a change in 
treatment resulting from a change in the underlying facts does not constitute a 
change in the taxpayer’s method of accounting.” For example, a change in employ- 
ment contracts so that an employee accrues one day of vacation pay for each month 
of service rather than 12 days of vacation pay for a full year of service is a change in 
the underlying facts and is therefore not an accounting method change. 


L0.3 


Utilize the procedure for 
changing accounting methods. 


*8Rey.Proc. 99-49, 1999-2 C.B. 725. 
“Reg. § 1.446—-I(a)(1). 
Reg. § 1.446—I(e)(2)(ii). 


508 585. 
1g 448(d)(5). 
28 446(c). 
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Correction of an Error 


A change in accounting method should be distinguished from the correction of an 
error. The taxpayer can correct an error (by filing amended returns) without permis- 
sion, and the IRS can simply adjust the taxpayer’s liability if an error is discovered on 
audit of the return. Some examples of errors are incorrect postings, errors in the cal- 
culation of tax liability or tax credits, deductions of business expense items that are 
actually personal, and omissions of income and deductions.”° Unless the taxpayer or 
the IRS corrects the error within the statute of limitations, the taxpayer’s total life- 
time taxable income will be overstated or understated by the amount of the error. 


Change from an Incorrect Method 


An incorrect accounting method is the consistent (year-after-year) use of an incorrect 
rule to report an item of income or expense. The incorrect accounting method gen- 
erally will not affect the taxpayer’s total lifetime income (unlike the error). That is, 
an incorrect method has a self-balancing mechanism. For example, deducting 
freight on inventory in the year the goods are purchased, rather than when the in- 
ventory is sold, is an incorrect accounting method. The total cost of goods sold over 
the life of the business is not affected, but the year-to-year income is incorrect.°” 

If a taxpayer is employing an incorrect method of accounting, permission must 
be obtained from the IRS to change to a correct method. An incorrect method is not 
treated as a mechanical error that can be corrected by merely filing an amended tax 
return. 

The tax return preparer as well as the taxpayer will be subject to penalties if the 
tax return is prepared using an incorrect method of accounting and permission for 
a change to a correct method has not been requested.”® 


bi ok, peepee a 


Net Adjustments Due to Change in Accounting Method 


In the year of a change in accounting method, some items of income and expense 
may have to be adjusted to prevent the change from distorting taxable income. 


PER AMBRE 23 col In 2009, White Corporation, with consent from the IRS, switched from the cash to the 


accrual basis for reporting sales and cost of goods sold. The corporation’s accrual basis 
gross profit for the year was computed as follows: 


Sales $100,000 
Beginning inventory $ 15,000 
Purchases 60,000 
Less: Ending inventory (10,000) 
Cost of goods sold (65,000) 
Gross profit $ 35,000 


At the end of the previous year, White Corporation had accounts receivable of $25,000 
and accounts payable for merchandise of $34,000. The accounts receivable from the 
previous year in the amount of $25,000 were never included in gross income since 
White was on the cash basis and did not recognize the uncollected receivables. In 
the current year, the $25,000 was not included in the accrual basis sales since the sales 
were made in a prior year. Therefore, a $25,000 adjustment to income is required to 
prevent the receivables from being omitted from income. 

The corollary of the failure to recognize a prior year’s receivables is the failure to 
recognize a prior year’s accounts payable. The beginning of the year’s accounts pay- 
able were not included in the current or prior year's purchases. Thus, a deduction for 
the $34,000 was not taken in either year and is therefore included as an adjustment to 
income for the period of change. 


PRES: § 1.446-1(e)(2)(ii)(b). *8§ 446(£). See South-Western Federal Taxation: Corporations, Partnerships, Estates, 
"But see Korn Industries v. U.S., ' 76-1 USTC 99354, 37 AFTR2d 76-1228, 532 and Trusts, Chapter 16. 
F.2d 1352 (Ct.Cls., 1976). 
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An adjustment is also required to reflect the $15,000 beginning inventory that 
White deducted (due to the use of a cash method of accounting) in the previous year. 
In this instance, the cost of goods sold during the year of change was increased by the 
beginning inventory and resulted in a double deduction. 


: The net adjustment due to the change in accounting method is computed as 
ollows: 


Beginning inventory (deducted in prior and current year) $ 15,000 


18-19 


Beginning accounts receivable (omitted from income) 
Beginning accounts payable (omitted from deductions) 
Net increase in taxable income 


Your new client has consistently deducted items that should 
have been included in the cost of the ending inventory. You 
have advised the client that it will be necessary to change 
accounting methods, which requires filing a Form 3115, 
increasing the beginning inventory balance, and creating a 
positive adjustment to income. The ciient will have a net 
operating loss for the year. The client agrees to the change, 


25,000 


(34,000) 
$ 6,000 


CHANGE IN AccounTING METHOD 


but he wants to do it his way: valuing the ending inventory 
for the year correctly without mentioning the change to the 
IRS. The client maintains that the necessary adjustment will be 
accomplished without formally filing a Form 3115 and having 
to deal with spreading the adjustment. Therefore, why 
undergo the additional expense of recomputing the begin- 
ning inventory and filing Form 3115? What should you do? 


Disposition of the Net Adjustment 


Required changes in accounting methods are the result of an IRS examination. The 
IRS usually will examine all years that are open under the statute of limitations. Gen- 
erally, this means that the three preceding years are examined. The IRS will not 
require a change unless the net adjustment is positive. That adjustment generally 
must be included in gross income for the year of the change. Additional tax and in- 
terest on the tax will be due. However, if the adjustment is greater than $3,000, the 
taxpayer can elect to calculate the tax by spreading the adjustment over one or more 
previous years.” The election is beneficial if the taxpayer’s marginal tax rate for 
the prior years is lower than the marginal tax rate for the year of the change. 

To encourage taxpayers to voluntarily change from incorrect methods and to facil- 
itate changes from one correct method to another, the IRS generally allows the tax- 
payer to spread a positive adjustment into future years. One-fourth of the 
adjustment is applied to the year of the change, and one-fourth of the adjustment is 
applied to each of the next three taxable years. A negative adjustment can be 


deducted in the year of the change.” 


White Corporation in Example 23 voluntarily changed from an incorrect method (the 
cash basis was incorrect because inventories were material to the business) to a correct 
method. The company must add $1,500 (4 x $6,000 positive adjustment) to its 2009, 


2010, 2011, and 2012 income. # 


—— Rey,Proc. 99-49, 1999-2 C.B. 725 and Rev.Proc. 2002-19, 2002-1 C.B. 696. 


*§ 481(b). See also Notice 98-31, 1998-1 C.B. 1165. 
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18.3 SPECIAL ACCOUNTING METHODS 


Generally, accrual basis taxpayers recognize income when goods are sold and 
shipped to the customer. Cash basis taxpayers generally recognize income from a 
sale on the collection of cash from the customer. The tax law provides special 
accounting methods for certain installment sales and long-term contracts. These 
special methods were enacted, in part, to assure that the tax will be due when the tax- 
payer is best able to pay the tax. 


INSTALLMENT METHOD 
ee Under the general rule for computing the gain or loss from the sale of property, the 
Determine when the installment taxpayer recognizes the entire amount of gain or loss upon the sale or other disposi- 
method of accounting can be Porc ihe coen . 
utilized and apply the related property. x: 


calculation techniques. 


Ee ee Mark sells property to Fran for $10,000 cash plus Fran‘s note (fair market value and face 


amount of $90,000). Mark’s basis for the property was $15,000. Gain or loss is computed . 
under either the cash or accrual basis as follows: 


Selling price 
Cash down payment $ 10,000 
Note receivable 90,000 
$100,000 
Basis in the property (15,000) 
Realized gain $ 85,000 


In Example 25, the general rule for recognizing gain or loss requires Mark to pay 
a substantial amount of tax on the gain in the year of sale even though he received 
only $10,000 cash. Congress enacted the installment sales provisions to prevent this 
sort of hardship by allowing the taxpayer to spread the gain from installment sales 
over the collection period. The installment method is a very important planning tool 
because of the tax deferral possibilities. 


Eligibility and Calculations 


The installment method applies to gains (but not losses) from the sale of property bya 
taxpayer who will receive at least one payment after the year of sale. For many years, 
practically all gains from the sale of property were eligible for the installment 
method. However, over the years, the Code has been amended to deny the use of the 
installment method for the following:*' ‘ 


e Gains on property held for sale in the ordinary course of business. 
e Depreciation recapture under § 1245 or § 1250. 
e Gains on stocks or securities traded on an established market. 


As an exception to the first item, the installment method may be used to report gains 
from sales of the following:™ 


e Time-share units (e.g., the right to use real property for two weeks each 
year). 

° Residential lots (if the seller is not to make any improvements). 

e Any property used or produced in the trade or business of farming. 


"'$§ 453(b), (i), and (1). 28 453(1)(2). 
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SELLER FINANCING Is PopuLaR IN TROUBLED TIMES 


As financial institutions are applying stringent loan require- receives a down payment and a mortgage for the balance 
ments and real estate investors are anxious to sell, seller fi- on the contract. If the buyer turns out to be unable to pay, 
nancing is becoming more common. In other words, instead the seller regains ownership of the property. Thus, even 
of the financing being done by a financial institution, the under this worst case scenario, the seller is still in a better 
seller of the property finances the transaction. The seller position than if the original sale had not been made. 


The Nonelective Aspect 


As a general rule, eligible sales must be reported by the installment method.®* A spe- 
cial election is required to report the gain by any other method of accounting (see 
the discussion in a subsequent section of this.chapter). 


Computing the Gain for the Period 


The gain reported on each sale is computed by the following formula: 


Total gain ; : : 
—~—————.— x Payments received = Recognized gain 
Contract price 


The taxpayer must compute each variable as follows: 


1. Total gain is the selling price reduced by selling expenses and the 
adjusted basis of the property. The selling price is the total consideration 
received by the seller, including notes receivable from the buyer and the 
seller’s liabilities assumed by the buyer. 

2. Contract priceis the selling price less the seller’s liabilities that are assumed 
by the buyer. Generally, the contract price is the amount, other than in- 
terest, the seller will receive from the purchaser. 

3. Payments received are the collections on the contract price received in the 
tax year. This generally is equal to the cash received less the interest 
income collected for the period. If the buyer pays any of the seller’s 
expenses, the seller regards the amount paid as a payment received. 


The seller is not a dealer, and the facts are as follows: 


Sales price 

Cash down payment $ 1,000 

Seller’s mortgage assumed 3,000 

Notes payable to the seller 13,000 $ 17,000 
Selling expenses (500) 
Seller’s basis (10,000) 
Total gain $ 6,500 


The contract price is $14,000 ($17,000 — $3,000). Assuming the $1,000 is the only pay- 
ment in the year of sale, the recognized gain in that year is computed as follows: 


sarap su = x $1,000 = $464 (gain recognized in year of sale) = 
} contract price 


63g 453(a). 


EXAMPLE 26 
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LP Pxe Ma LE CET | Assume the same facts as in Example 26, except that the seller's basis in the property is 


only $2,000. The total gain, therefore, is $14,500 [$17,000 — ($2,000 + $500)]. Payments 


| EXAMPLE 28 ss ae apartment building for $50,000 cash and a $75,000 note due in two years. 


Olaf's basis in the property was $25,000, and he recaptured $40,000 ordinary income 


“Temp Reg. § 15a.453-1(b)(3)(i). 


If the sum of the seller’s basis and selling expenses is less than the liabilities 
assumed by the buyer, the difference must be added to the contract price and to the 
payments (treated as deemed payments) received in the year of sale.®* This adjustment 
to the contract price is required so that the ratio of total gain to contract price will 
not be greater than one. The adjustment also accelerates the reporting of income 


from the deemed payments. 


in the year of sale are $1,500 and are calculated as follows: 


Down payment 


Excess of mortgage assumed over seller’s basis and 
selling expenses ($3,000 — $2,000 — $500) 


The contract price is $14,500 [$17,000 (selling price) — $3,000 (seller’s mortgage 
assumed) + $500 (excess of mortgage assumed over seller’s basis and selling expenses)]. 


$1,000 


500 
$1,500 


The gain recognized in the year of sale is computed as follows: 


$14,500 total gain 
$14,500 contract price 


In subsequent years, all amounts the seller collects on the note principal ($13,000) will 


be recognized gain ($13,000 x 100%). = 


As previously discussed, gains attributable to ordinary income recapture under 
§§ 1245 and 1250 are ineligible for installment reporting. Therefore, the § 1245 or 
§ 1250 gain realized must be recognized in the year of sale, and the installment 


sale gain is the remaining gain. 


under § 1250. 


Olaf’s realized gain is $100,000 ($125,000 — $25,000), and the $40,000 recapture 
must be recognized in the year of sale. Of the $60,000 remaining § 1231 gain, $24,000 


must be recognized in the year of sale: 


§ 1231 gain $125,000 


x $1,500 = $1,500 


— $25,000 — $40,000 


—_——___—~_____ x Payments received = 
Contract price ee: Lt 


$60,000 


~ $125,000 


The remaining realized gain of $36,000 ($60,000 — $24,000) will be recognized as the 


$75,000 note is collected. = 


Imputed Interest 


If a deferred payment contract for the sale of property with a selling price greater 
than $3,000 does not contain a reasonable interest rate, a reasonable rate is 
imputed.®°° The imputing of interest effectively restates the selling price of the prop- 
erty to equal the sum of the payments at the date of the sale and the discounted pres- 
ent value of the future payments. The difference between the present value of a 
future payment and the payment’s face amount is taxed as interest income, as dis- 
cussed in the following paragraphs. Thus, the imputed interest rules prevent sellers of 
capital assets from increasing the selling price to reflect the equivalent of unstated 
interest on deferred payments and thereby converting ordinary (interest) income 


§§ 483 and 1274. 


$125,000 
x $50,000 = $24,000 


x $50,000 
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into long-term capital gains. In addition, the imputed interest rules are important 


because they affect the timing of income recognition. 


Generally, if the contract does not charge at least the Federal rate, interest will be 
imputed at the Federal rate. The Federal rate is the interest rate the Federal govern- 
ment pays on new borrowing and is published monthly by the IRS. 

As a general rule, the buyer and seller must account for interest on the accrual ba- 
sis with semiannual compounding.” Requiring the use of the accrual basis assures 
that the seller’s interest income and the buyer’s interest expense are reported in the 
same tax year. Under pre-1984 law, the cash basis seller did not report interest 
income until it was actually collected, but an accrual basis buyer could deduct the in- 
terest as it accrued. The following example illustrates the calculation and amortiza- 


tion of imputed interest. 


18-23 


Peggy, a cash basis taxpayer, sold land on January 1, 2009, for $200,000 cash and $6 mil- PEXAMPLE 29 


lion due on December 31, 2010, with 5% interest payable December 31, 2009, and De- 
cember 31, 2010. At the time of the sale, the Federal rate was 8% (compounded 
semiannually). Because Peggy did not charge at least the Federal rate, interest will be 


imputed at 8% (compounded semiannually). 


Present Value 


(at 8%) on 
Date Payment 1/1/2009 
12/31/2009 $ 300,000 $ 277,500 
12/31/2010 6,300,000 5,386,500 
$5,664,000 


Imputed 
Interest 


$ 22,500 
913,500 


$6,600,000 $936,000 


Thus, the selling price will be restated to $5,864,000 ($200,000 + $5,664,000) rather 
than $6,200,000 ($200,000 + $6,000,000), and Peggy will recognize interest income in 


accordance with the following amortization schedule: 


Beginning Interest Income Ending 
Balance (at 8%)* Received Balance 
2009 $5,664,000 $462,182 $ 300,000 $5,826,182 
2010 5,826,182 473,818 6,300,000 —0- 


*Compounded semiannually. 


Congress has created several exceptions regarding the rate at which interest is 
imputed and the method of accounting for the interest income and expense. The 
general rules and exceptions are summarized in Concept Summary 18.1. 


Related-Party Sales of. Nondepreciable Property 


If the Code did not contain special rules, a taxpayer could make an installment sale 
of property to a related party (e.g., a family member) who would obtain a basis in the 
property equal to the purchase price (the fair market value of the property). Then, 
the purchasing family member could immediately sell the property to an unrelated 
party for cash with no recognized gain or loss (the amount realized would equal the 
basis). The related-party purchaser would not pay the installment note to the selling 
family member until a later year or years. The net result would be that the family has 


wg 1274(d)(1). There are three Federal rates: short term (not over three 
years), midterm (over three years but not over nine years), and long term 


(over nine years). 


678§ 1274(a), 1273(a), and 1272(a). 
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J CONCEPT SUMM ARY Y 


. 
ar acl 


the cash, but no taxable gain is recognized until the intrafamily transfer of the cash 
(when the purchasing family member makes payments on the installment note). 

Under special rules designed to combat the scheme described above, the pro- 
ceeds from the subsequent sale (the second sale) by the purchasing family member 
are treated as though they were used to pay the installment note due the selling fam- 
ily member (the first sale). As a result, the recognition of gain from the original sale 
between the related parties is accelerated. 


However, even with these special rules, Congress did not eliminate the benefits of 
all related-party installment sales. 


° Related parties include the first seller’s brothers, sisters, ancestors, lineal — 
descendants, controlled corporations, and partnerships, trusts, and 
estates in which the seller has an interest.°? . 

° There is no pegalseioa if the second disposition occurs more than two 
years after the first sale.”” 


%§ 453(e). second-disposition rules inapplicable when the first sale was between 
§ 453(f)(1), cross-referencing §§ 267(b) and 318(a). Although spouses are spouses. 
related parties, the exemption of gain between spouses (§ 1041) makes the § 453(e)(2). But see § 453(e)(2)(B) for extensions of the two-year period. 


CHAPTER 18 Accounting Periods and Methods 18-25 


Thus, if the taxpayer can sell the property to an unrelated party (not a related 
party) or patient family member, the intrafamily installment sale is still a powerful 
tax planning tool. Other exceptions also can be applied in some circumstances.’! 


Related-Party Sales of Depreciable Property 


The installment method cannot be used to report a gain on the sale of depreciable 
property to a controlled entity. The purpose of this rule is to prevent the seller from 
deferring gain (until collections are received) while the related purchaser is enjoy- 
ing a stepped-up basis for depreciation purposes.” 

The prohibition on the use of the installment method applies to sales between 
the taxpayer and a partnership or corporation in which the taxpayer holds a more- 
than-50 percent interest. Constructive ownership rules are used in applying the own- 
ership test (e.g., the taxpayer is considered to own stock owned by a spouse and cer- 
tain other family members).’* However, if the taxpayer can establish that tax 
avoidance was not a principal purpose of the transaction, the installment method 
can be used to report the gain. 


Alan purchased an apartment building from his controlled corporation, Emerald Cor- PESeMytr 36 | 


poration. Alan was short of cash at the time of the purchase (December 2009), but was 
to collect a large cash payment in January 2010. The agreement required Alan to pay 
the entire arm’s length price in January 2010. Alan had good business reasons for 
acquiring the building. Emerald Corporation should be able to convince the IRS that 
tax avoidance was not a principal purpose for the installment sale because the tax ben- 
efits are not overwhelming. The corporation will report all of the gain in the year fol- 
lowing the year of sale, and the building must be expensed over 27.5 years (the cost 
recovery period). @ 


DISPOSITION OF INSTALLMENT OBLIGATIONS 


Generally, a taxpayer must recognize the deferred profit from an installment sale 
when the obligation is transferred to another party or otherwise relinquished. The 
rationale for accelerating the gain is that the deferral should continue for no longer 
than the taxpayer owns the installment obligation.”* 

The gift or cancellation of an installment note is treated as a taxable disposition 
by the donor. The amount realized from the cancellation is the face amount of the 
note if the parties (obligor and obligee) are related to each other.” 


ERAN ELE 31 


Liz cancels a note issued by Tina (Liz's daughter) that arose in connection with the sale 
of property. At the time of the cancellation, the note had a basis to Liz of $10,000, a 
face amount of $25,000, and a fair market value of $20,000. Presuming the initial sale 
by Liz qualified as an installment sale, the cancellation results in gain of $15,000 


($25,000 — $10,000) to Liz. = 


Certain exceptions to the recognition of gain provisions are provided for transfers 
of installment obligations pursuant to tax-free incorporations under § 351, contribu- 
tions of capital to a partnership, certain corporate liquidations, ae due to the 
taxpayer’s death, and transfers between spouses or incident to divorce.’~ In such sit- 
uations, the deferred profit is merely shifted to the transferee, who is responsible for 
the payment of tax on the subsequent collections of the installment obligations. 


a Coe : ee 75, 

7 7), § 453B(f)(2). 

phe oi pa 7§§ 453B(c), (d), and (g). See Chapter 20 for a discussion of some of these 
eke subjects. 


738§ 1239(b) and (c). 
4§ 453B(a). 
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INTEREST ON DEFERRED TAXES 
With the installment method, the seller earns interest on the receivable. The receiv- 
able includes the deferred gain. Thus, one could argue that the seller is earning 
interest on the deferred taxes. Some commentators reason that the government is, 
in effect, making interest-free loans to taxpayers who report gains by the installment 
method. Following the argument that the amount of the deferred taxes is a loan, the 
taxpayer is required to pay interest on the deferred taxes in some situations. ’” 

The taxpayer is required to pay interest on the deferred taxes only if both of the 
following requirements are met: 


e The installment obligation arises from the sale of property (other than 
farming property) for more than $150,000. 

e Such installment obligations outstanding at the close of the tax year 
exceed $5 million. 


Interest on the deferred taxes is payable only for the portion of the taxes that 
relates to the installment obligations in excess of $5 million. The interest is calculated 
using the underpayment rate in § 6621. 


ELECTING OUT OF THE INSTALLMENT METHOD 


A taxpayer can elect not to use the installment method. The election is made by report- 
ing on a timely filed return the gain computed by the taxpayer’s usual method of 
accounting (cash or accrual).’* However, the Regulations provide that the amount 
realized by a cash basis taxpayer cannot be less than the value of the property sold. 
This rule differs from the usual cash basis accounting rules (discussed earlier),”” 
which measure the amount realized in terms of the fair market value of the property 
received. The net effect of the Regulations is to allow the cash basis taxpayer to 
report his or her gain as an accrual basis taxpayer. The election is frequently applied 
to year-end sales by taxpayers who expect to be in a higher tax bracket in the 
following year. 


ECS ee On December 31, 2009, Kurt sold land to Jodie for $20,000 (fair market value). He had 


owned the land for seven years. The cash was to be paid on January 4, 2010. Kurt is a 
cash basis taxpayer, and his basis in the land is $8,000. Kurt has a large casualty loss 
that, when combined with his other income in 2009, puts him at a marginal tax rate of 
15% in 2009. He expects his tax rate to increase to 35% in 2010. 

The transaction constitutes an installment sale because a payment will be received 
in a tax year after the tax year of disposition. Jodie’s promise to pay Kurt is an install- 
ment obligation, and under the Regulations, the value of the installment obligation is 
equal to the value of the property sold ($20,000). If Kurt elects out of the installment 
method, he would shift $12,000 of gain ($20,000 — $8,000) from the expected higher 
rate in 2010 of 15% to the 0% rate for long-term capital gains in 2009. The expected 
tax savings based on the rate differential may exceed the benefit of the tax deferral 
available with the installment method. 


Revocation of the Election 


Permission of the IRS is required to revoke an election not to use the installment 
method.”” The stickiness of the election is an added peril. 


78 453A. Refer to Chapter 4, Example 6. 
*§ 453(d) and Temp.Reg. § 15a.453—1(d). See also Rev.Rul. 82-227, 1982-2 *°§ 453(d)(3) and Temp.Reg. § 15a.453-1(d)(4). 
C.B. 89. 
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LONG-TERM CONTRACTS 

A long-term contract is a building, installation, construction, or manufacturing con- se 

tract that is entered into but not completed within the same tax year. However, a Understand the alternative 

manufacturing contract is long term only if the contract is to manufacture (1) a Cen eee des 
. . . . . c . e com| e 

unique item not normally carried in finished goods inventory or (2) items that nor- contract method and sal z 

mally require more than 12 calendar months to complete.*! An item is unique if it is percentage of completion 

designed to meet the customer’s particular needs and is not suitable for use by method) including the 

others. A contract to perform services (e.g., auditing or legal services) is not consid- limitations on the use of the 


completed contract method. 


ered a contract for this purpose and thus cannot qualify as a long-term contract. 


Rocky, a calendar year taxpayer, entered into two contracts during the year. SO EXAMPLE 330000 


tract was to construct a building foundation. Work was to begin in October 2009 and 
was to be completed by June 2010. The contract is long term because it will not be 
entered into and completed in the same tax year. The fact that the contract requires 
less than 12 calendar months to complete is not relevant because the contract is not for 
manufacturing. The second contract was for architectural services to be performed 
over two years. These services will not qualify for long-term contract treatment 
because the taxpayer will not build, install, construct, or manufacture a product. & 


Generally, the taxpayer must accumulate all of the direct and indirect costs incurred 
under a contract. This means the production costs must be accumulated and allocated 
to individual contracts. Furthermore, mixed services costs, costs that benefit contracts 
as well as the general administrative operations of the business, must be allocated to 
production. Exhibit 18.1 lists the types of costs that must be accumulated and allocated 


to contracts. The taxpayer must develop reasonable bases for cost allocations.*” 


Falcon, Inc., uses detailed cost accumulation records to assign labor and materials to its PRRAME CE 94 205! 


contracts in progress. The total cost of fringe benefits is allocated to a contract on the 
following basis: 


Labor on the contract 


- x Total cost of fringe benefits 
Total salaries and labor 


Similarly, storage and handling costs for materials are allocated to contracts on the 
following basis: 


Contract materials 


x Storage and handling costs 
Materials purchases 


The cost of the personnel operations, a mixed services cost, is allocated between pro- 
duction and general administration based on the number of employees in each func- 
tion. The personnel cost allocated to production is allocated to individual contracts on 
the basis of the formula used to allocate fringe benefits. m 


The accumulated costs are deducted when the revenue from the contract is rec- 
ognized. Generally, two methods of accounting are used in varying circumstances to 
; ; 83 
determine when the revenue from a contract is recognized: 


e The completed contract method. 
e The percentage of completion method. 


The completed contract method may be used for (1) home construction contracts (con- 
tracts in which at least 80 percent of the estimated costs are for dwelling units in 
buildings with four or fewer units) and (2) certain other real estate construction 


contracts. Other real estate contracts can qualify for the completed contract method 


if the following requirements are satisfied: 


7“ ss Rae en 83g 
51§ 460(f) and Reg. § 1.451—3(b). § 460. 


“Reg. §§ 1.263A-1T(b)(3)(iii)(A)(1) and 1.451-3(d)(9). 
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EXHIBIT 18.1 Contract Costs, Mixed Services Costs, and Current Expense Items for Contracts ios 


Contracts Eligible for 
the Completed Other 


Contract Method Contracts 
eer ee ee es ee Se ee ee A ae 


Contract costs: 


Direct materials (a part of the finished product). Capital Capital 
Indirect materials (consumed in production but not in the finished 
product, e.g., grease and oil for equipment). Capital Capital 
Storage, handling, and insurance on materials. Expense Capital 4 
Direct labor (worked on the product). Capital Capital : 
Indirect labor (worked in the production process but not directly on the 
product, e.g., a construction supervisor). Capital Capital 
Fringe benefits for direct and indirect labor (e.g., vacation, sick pay, 
unemployment, and other insurance). Capital Capital 
Pension costs for direct and indirect labor: 
Current cost. Expense Capital 
Past service costs. Expense Capital 
Depreciation on production facilities: 
For financial statements. Capital Capital 
Tax depreciation in excess of financial statements. Expense Capital 
Depreciation on idle facilities. Expense Expense 
Property taxes, insurance, rent, and maintenance on production facilities. Capital Capital 
Bidding expenses—successful. Expense Capital 
Bidding expenses—unsuccessful. Expense Expense 
Interest to finance real estate construction. Capital Capital 
Interest to finance personal property: 
Production period of one year or less. Expense Expense 
Production period exceeds one year and costs exceed $1 million. Capital Capital 
Production period exceeds two years. Capital Capital 
Mixed services costs: 
Personnel operations. Expense Allocate 
Data processing. Expense Allocate 
Purchasing. Expense Allocate 
Selling, general, and administrative expenses (including an allocated share of 
mixed services). Expense Expense 
Losses. Expense Expense 


a 


° The contract is expected to be completed within the two-year period be- 
ginning on the commencement date of the contract. 

° The contract is performed by a taxpayer whose average annual gross 
receipts for the three taxable years preceding the taxable year in which 
the contract is entered into do not exceed $10 million. 


All other contractors must use the percentage of completion method. 


Completed Contract Method 


Under the completed contract method, no revenue from the contract is recognized 
until the contract is completed and accepted. However, a taxpayer may not delay 
completion of a contract for the principal purpose of deferring tx. 


“Reg. § 1.451-3(b)(2). 
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In some situations, the original contract price may be disputed, or the buyer may 
want additional work to be done on a long-term contract. If the disputed amount is 
substantial (it is not possible to determine whether a profit or loss will ultimately be 
realized on the contract), the Regulations provide that no amount of income or loss 
is recognized until the dispute is resolved. In all other cases, the profit or loss 
(reduced by the amount in dispute) is recognized in the current period on comple- 
tion of the contract. However, additional work may need to be performed with 
respect to the disputed contract. In this case, the difference between the amount in 
dispute and the actual cost of the additional work is recognized in the year the work 
is completed rather than in the year in which the dispute is resolved.” 


Ted, a calendar year taxpayer utilizing the completed contract method of PE EXAMPLE 350 | 


constructed a building for Brad under a long-term contract. The gross contract price 
was $500,000. Ted finished construction in 2009 at a cost of $475,000. When Brad exam- 
ined the building, he insisted that the building be repainted or the contract price be 
reduced. The estimated cost of repainting is $10,000. Since under the terms of the con- 
tract, Ted is assured of a profit of at least $15,000($500,000 — $475,000 — $10,000) even 
if the dispute is ultimately resolved in Brad’s favor, Ted must include $490,000 
($500,000 — $10,000) in gross income and is allowed deductions of $475,000 for 2009. 

In 2010, Ted and Brad resolve the dispute, and Ted repaints certain portions of the 
building at a cost of $6,000. Ted must include $10,000 in 2010 gross income and may 
deduct the $6,000 expense in that year. ™ 


Assume the same facts as in the previous example, except the estimated cost of repaint- PExAMRLE 


ing the building is $50,000. Since the resolution of the dispute completely in Brad’s favor 
would mean a net loss on the contract for Ted ($500,000 — $475,000 — $50,000 = $25,000 
loss), Ted does not recognize any income or loss until the year the dispute is resolved. = 


Frequently, a contractor receives payment at various stages of completion. For 
example, when the contract is 50 percent complete, the contractor may receive 
50 percent of the contract price less a retainage. The taxation of these payments is 
generally governed by Regulation § 1.451—5, “advance payments for goods and long- 
term contracts” (discussed in Chapter 4). Generally, contractors are permitted to 
defer the advance payments until the payments are recognized as income under the 
taxpayer’s method of accounting. 


INTENTIONAL DELAY 


Clear Home Contracting, Inc., uses the completed contract ally do not object to the later completion date because it is 
method to report the income from long-term contracts. The _ difficult to move at the end of the year. Evaluate the policy 
company schedules work so that contracts will be completed adopted by Clear. Should the tax law require the taxpayer to 
shortly after the end of the year, although it would be feasi- complete the contracts as soon as feasible? 

ble to complete them before year-end. The customers gener- 


Percentage of Completion Method 

The percentage of completion method must be used to account for long-term con- 
tracts unless the taxpayer qualifies for one of the two exceptions that permit the 
completed contract method to be used (home construction contracts and certain 
other real estate construction contracts) 86 Under the percentage of completion method, 


30% of the profit from the contract, with the remaining 70% reported by 


“Reg. S§ 1.451-3(d)(2)(ii)—(wii), Racamsel)s the percentage of completion method. 


Certain residential construction contracts that do not qualify for the com- 
pleted contract method may nevertheless use that method to account for 


~ Owns 
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a portion of the gross contract price is included in income during each period as the 
work progresses. The revenue accrued each period (except for the final period) is 
computed as follows:*” 


ax P 


where C=Contract costs incurred during the period. 
T= Estimated total cost of the contract. 
P = Contract price. 


All of the costs allocated to the contract during the period are deductible from the 
accrued revenue.®® The revenue reported in the final period is simply the unreported 
revenue from the contract. Because T in this formula is an estimate that frequently dif- 
fers from total actual costs, which are not known until the contract has been completed, 
the profit on a contract for a particular period may be overstated or understated. 


PoE RAMPLE ST Tan, Inc., entered into a contract that was to take two years to complete, with an esti- 


mated cost of $2,250,000. The contract price was $3,000,000. Costs of the contract for 
2008, the first year, totaled $1,350,000. The gross profit reported by the percentage of 
completion method for 2008 was $450,000 [($1,350,000/$2,250,000 x $3,000,000) — 
$1,350,000]. The contract was completed at the end of 2009 at a total cost of 
$2,700,000. In retrospect, 2008 profit should have been $150,000 [($1,350,000/ q 
$2,700,000 x $3,000,000) — $1,350,000]. Thus, taxes were overpaid for 2008. 


A de minimis rule enables the contractor to delay the recognition of income for a 
particular contract under the percentage of completion method. If less than 10 per- 
cent of the estimated contract costs have been incurred by the end of the taxable 
year, the taxpayer can elect to defer the recognition of income and the related costs 
until the taxable year in which cumulative contract costs are at least 10 percent of 
the estimated contract costs.*” 


Lookback Provisions 


In the year a contract is completed, a lookback provision requires the recalculation of 
annual profits reported on the contract under the percentage of completion 
method. Interest is paid to the taxpayer if taxes were overpaid, and interest is payable 
by the taxpayer if there was an underpayment.” For a corporate taxpayer, the look- 
back interest paid by the taxpayer is deductible, but for an individual taxpayer, it is 
nondeductible personal interest associated with a tax liability. 


PEXAMETE 38° | plat See Assume Tan, Inc., in Example 37, was in the 35% tax bracket in both years and the relevant 


interest rate was 10%. For 2008, the company paid excess taxes of $105,000 [($450,000 — 
$150,000) x .35]. When the contract is completed at the end of 2009, Tan, Inc., should 
receive interest of $10,500 for one year on the tax overpayment ($105,000 x .10). ™ 


18.4 INVENTORIES 


a ee meen 
- 


aeons 


L0.6 Generally, tax accounting and financial accounting for inventories are much the same: 


Know when accounting for ° The use of inventories is necessary to clearly reflect the income of any busi- 
IMMen Ones MUSTOCCUT, ness engaged in the production and sale or purchase and sale of goods.”! 
e The inventories should include all finished goods, goods in process, and 


recognize the types of costs that 
must be included in inventories, 
and apply the LIFO method. raw materials and supplies that will become part of the product 
(including containers). 


= 460(b)(1)(A). "§§ 460(b)(2) and (6). The taxpayer can elect to not apply the lookback 
Reg. § 1.451-3(c\3). method in situations where the cumulative taxable income as of the close of 
*§ 460(b)(5). each prior year is within 10% of the correct income for each prior year. 


"'§ 471(a) and Reg. §§ 1.471-1 and -2. 


CHAPTER 18 Accounting Periods and Methods 18-31 


e Inventory rules must give effect to the best accounting practice of a partic- 
ular trade or business, and the taxpayer’s method should be consistently 
followed from year to year. 


e All items included in inventory should be valued at either (1) cost or (2) the 
lower of cost or market value. 


The following are not acceptable methods or practices in valuing inventories: 


e A deduction for a reserve for anticipated price changes. 

e The use of a constant price or nominal value for a so-called normal quan- 
tity of materials or goods in stock (e.g., the base stock method). 

¢ The inclusion in inventory of stock in transit to which title is not vested in 
the taxpayer. 

e The direct costing approach (excluding fixed indirect production costs 
from inventory). 

e The prime costing approach (excluding all indirect production costs 
from inventory). 


The reason for the similarities between tax and financial accounting for invento- 
ries is that § 471 sets forth what appears to be a two-prong test. Under this provision 
“inventories shall be taken ... on such basis . .. as conforming as nearly as may be to 
the best accounting practice in the trade or business and as most clearly reflecting the 
income.” The best accounting practice is synonymous with generally accepted 
accounting principles (hereafter referred to as GAAP). However, the IRS deter- 
mines whether an inventory method clearly reflects income. 

In Thor Power Tool Co. v. Comm., there was a conflict between the two tests.°? The 
taxpayer’s method of valuing obsolete parts was in conformity with GAAP. The IRS, 
however, successfully argued that the clear reflection of income test was not satisfied 
because the taxpayer’s procedures for valuing its inventories were contrary to the 
Regulations. Under the taxpayer’s method, inventories for parts in excess of esti- 
mated future sales were written off (expensed), although the parts were kept on 
hand and their asking prices were not reduced. [Under Regulation § 1.471-4(b), 
inventories cannot be written down unless the selling prices also are reduced.] 
The taxpayer contended that conformity to GAAP creates a presumption that the 
method clearly reflects income. The Supreme Court disagreed, concluding that the 
clear reflection of income test was paramount. Moreover, it is the opinion of the IRS 
that controls in determining whether the method of inventory clearly reflects 
income. Thus, the best accounting practice test was rendered practically meaning- 
less. It follows that the taxpayer’s method of inventory must strictly conform to the 
Regulations regardless of what GAAP may require. 


DETERMINING INVENTORY COST 


For merchandise purchased, cost is the invoice price less trade discounts plus freight 
and other handling charges.” Cash discounts approximating a fair interest rate can 
be deducted or capitalized at the taxpayer’s option, providing the method used is 


consistently applied. 


Uniform Capitalization (UNI CAP) 

Section 263A provides that for inventory and property produced by the taxpayer, 
“(A) the direct cost of such property, and (B) such property’s share of those indirect 
costs (including taxes) part or all of which are allocable to such property must be 
capitalized. The Committee Reports observe that Congress is attempting to achieve 
a set of capitalization rules that will apply to all types of businesses: contractors, 


79-1 USTC 49139, 43 AFTR2d 79-362, 99 S.Ct. 773 (USSG, 1979). "Reg. § 1.471-3(b). 
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manufacturers, farmers, wholesalers, and retailers.°* Congress has labeled the sys- 
tem the uniform capitalization (UNICAP) rules, and practitioners refer to the rules as a 
super-full absorption costing system. 

To value inventory under the UNICAP rules, a producer must apply the following 
steps: 


° Classify all costs into three categories: (1) production, (2) general admin- 
istrative expense, and (3) mixed services. 

e Allocate mixed services costs to production and general administrative 
expenses.” 

e Allocate the production costs between the cost of goods sold and the end- 
ing inventory. 


Exhibit 18.1 (see the “Other Contracts” column) lists typical items that are 
included in the three classes of costs. The mixed services costs should be allocated to 
production on a rational basis. For example, the costs of operating the personnel 
department may be allocated between production and general administration based 
on the number of applications processed or the number of employees. In lieu of 
allocating each mixed services cost, the taxpayer can elect a simplified method whereby 
the total of all mixed services costs is allocated to production as follows:”° 


qe 


where MSP = Mixed services costs allocated to production. 
TP =Total production costs, other than interest and mixed services. 
TC= Total costs, other than interest; state, local, or foreign income taxes; 
and mixed services costs. 
TMS = Total mixed services costs. 


The usual cost accounting techniques (e.g., average cost per equivalent unit) can be 
used to allocate the costs between the cost of goods sold and the ending inventory. 

Alternatively, the producer can elect to allocate mixed services costs to produc- 
tion on the basis of labor charges only (production labor as a percentage of total 
labor costs). 

The costs included in the inventory of wholesalers and retailers are comparable to 
those of the producer. However, many of these costs are captured in the price these 
taxpayers pay for the goods. The following additional costs must be capitalized by 
these taxpayers: 


° All storage costs for wholesalers. 

e Offsite storage costs for retailers. 

° Purchasing costs (e.g., buyers’ wages or salaries). 

° Handling, processing, assembly, and repackaging. 

The portion of mixed services costs allocable to these functions. 


& 


Mixed services costs must be allocated to offsite storage, purchasing, and packaging 
on the basis of direct labor costs of these departments as a percentage of total pay- 
roll. Thus, the storage, purchasing, and packaging costs allocated to ending inven- 
tory include some mixed services costs. 

The UNICAP rules may result in some costs being capitalized for tax purposes but 
not for financial accounting purposes. For example, a wholesaler’s or a manufac- 
turer’s storage costs are generally expensed for financial reporting purposes, but are 
capitalized for tax purposes. Also, the taxpayer may capitalize straight-line depreciation 


“H. Rep. 99-841, 99th Cong., 2nd Sess., 1986, pp. 302-309. See also Reg. “Producers with mixed services costs of less than $200,000 for the year are 


§ 1.263A-l(a). 


not required to allocate mixed services costs if the simplified method is used 
to allocate their production costs. Reg. § 1.263A-1(b)(12). 
Reg. § 1.263A-1(h)(5). 
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INVEoR A ACOUAEE FROM A FOREIGN SUBSIDIARY 


Generally, a parent corporation and its foreign subsidiaries are treated as separate cor- 
porations. If a foreign subsidiary is producing goods in a country whose tax rates are 
lower than the U.S. tax rates, tax savings can accrue to the group if the foreign subsid- 
iary’s prices to the U.S. parent are as high as permissible. This will increase the income in 
the foreign country, but will reduce taxable income subject to the higher U.S. rates. Sec- 
tion 482 is the IRS's weapon against such income shifting. Under § 482, the prices charged 
on transactions between related parties must be equal to an “arm's length price.” 


of production equipment for financial accounting purposes, but the total tax depre- 
ciation must be capitalized under uniform capitalization. 


The Farmer’s Exemption 


A farmer who is permitted to use the cash method is not required to apply the UNI- 
CAP rules to (1) any animals or (2) any plants with a preproduction period of two 
years or less that the farmer produces. In exchange for this concession, the farmer is 
required to use the alternative depreciation system (see Chapter 8) for property 
used in the farming business.°” 


Lower of Cost or Market 


Except for those taxpayers who use the LIFO method, inventories may be valued at 
the lower of cost or market (replacement cost).?° Taxpayers using LIFO must value in- 
ventory at cost. However, the write-down of damaged or shopworn merchandise and 
goods that are otherwise unsalable at normal prices is not considered to be an appli- 
cation of the lower of cost or market method. Such items should be valued at bona 
fide selling price less direct cost of disposal.” 

In the case of excess inventories (as in Thor Power Tool Co., discussed previously), 
the goods can be written down only to the taxpayer’s offering price. If the offering 
price on the goods is not reduced, the goods must be valued at cost. 


The Cardinal Publishing Company invested $50,000 in printing 10,000 copies of a book. 
Although only 7,000 copies were sold in the first 3 years and none in the next 5 years, 
management is convinced that the book will become a classic in 20 years. Cardinal 
leaves the price the same as it was when the book was first distributed ($15 per copy). 
The remaining 3,000 books must be valued at cost ($15,000). Note that the tax law pro- 
vides an incentive for the taxpayer to destroy or abandon its excess inventory and 
obtain an immediate deduction rather than wait for the event of future sales. @ 


In applying the lower of cost or market method, each en included in the inven- 
tory must be valued at the lower of its cost or market value.!° 


The taxpayer’s ending inventory is valued as follows: 


Lower of Cost 


Item Cost Market or Market 

A $5,000 $ 4,000 $4,000 

B 3,000 2,000 2,000 

G 1,500 6,000 1,500 
$9,500 $12,000 $7,500 


*Reg. § 1.471-2(c). 


97 3). 
pe avond) and (eX?) Reg. § 1.471-A(c). 


Reg. § 1.472-4. 


GLOBAL 
Tax Issue 
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Under the lower of cost or market method, the taxpayer's inventory is valued at $7,500 
rather than $9,500. # 


Inventory Shrinkage 

The difference between the inventory per physical count and according to the com- 
pany’s records is referred to as inventory shrinkage. Inventory shrinkage is the result of 
accidents, theft, and errors in recording. Many companies take physical inventories at 
times other than the last day of the tax year and adjust their inventory per books to agree 
with the physical count. The inventory of the last day of the tax year, which is used to 
compute cost of goods sold, is based on the perpetual records. Such companies often 
adjust the ending inventory for the estimated shrinkage that has occurred between the 
date of the physical inventory and the last day of the tax year. The adjustment is often 
based on the historical relationship between inventory shrinkage and sales.'°" 


Determining Cost—Specific Identification, FIFO, and LIFO 


In some cases, it is feasible to determine the cost of the particular item sold. For 
example, an automobile dealer can easily determine the specific cost of each auto- 
mobile that has been sold. However, in most businesses it is necessary to resort to a . 
flow of goods assumption such as first in, first out (FIFO), last in, first out (LIFO), or an ; 
average cost method. A taxpayer may use any of these methods, provided the method 
selected is consistently applied from year to year. 

During a period of rising prices, LIFO will generally produce a lower ending in- 
ventory valuation and will result in a greater cost of goods sold than would be 
obtained under the FIFO method. The following example illustrates how LIFO and 
FIFO affect the computation of the cost of goods sold. 


| EXAMELE RE On January 1, 2009, the taxpayer opened a retail store to sell refrigerators. At least 10 


refrigerators must be carried in inventory to satisfy customer demands. The initial 
investment in the 10 refrigerators is $5,000. During the year, 10 refrigerators were sold 
at $750 each and were replaced at a cost of $6,000 ($600 each). Gross profit under the 
LIFO and FIFO methods is computed as follows: 


a 


Se eee 
Sales (10 x $750) $ 7,500 $ 7,500 
Beginning inventory $ 5,000 $ 5,000 
Purchases 6,000 6,000 
$11,000 $11,000 

Ending inventory 

10 x $600 (6,000) 

10 x $500 (5,000) 
Cost of goods sold (5,000) (6,000) 
Gross profit $ 2,500 $ 1,500 


Dollar-Value LIFO 

In the previous example, the taxpayer was buying and selling a single product, a 
particular model of a refrigerator. The taxpayer employed the specific goods LIFO 
technique. Under the specific goods approach, if the identical items are not on hand 
at the end of the period, the LIFO inventory is depleted, and all of the deferred 
profit must be recaptured. Thus, taxpayers who frequently change the items carried 
in inventory would realize little benefit from LIFO. However, the dollar-value LIFO 
technique avoids the LIFO depletion problem associated with the specific goods 
technique. 


1018 471(b). 
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Under dollar-value LIFO, each inventory item is assigned to a pool. A poolis a collec- 
tion of similar items and is treated as a separate inventory. Determining whether 
items are similar involves considerable judgment. In general, however, the taxpayer 
would prefer broad pools so that when a particular item is sold out, it can be 
replaced by increases in other items in the same pool. Generally, all products manu- 
factured at a particular plant can be treated as a pool.'® A department store may 
have a separate pool for each department. An automobile dealer may have separate 
pools for new cars, lightweight trucks, heavy-duty trucks, and car and truck parts. 

At the end of the period, the ending inventory must be valued at the current-year 
prices and then at the LIFO base period (the year LIFO was adopted). The ratio of 
the ending inventory at current prices to the ending inventory at base period prices 
is the LIFO index. If the total current inventory at base period prices is greater than 
the base period inventory at base period prices, a LIFO layer must be added. The 
LIFO index is applied to the LIFO layer to convert it to current prices. 


Black Company adopted LIFO effective January 1, 2009. The base LIFO inventory (from EAA CHC | 


December 31, 2008) was $1,000,000. On December 31, 2009, the inventory was 
$1,320,000 at end-of-2009 prices and $1,200,000 at end-of-2008(the base period) prices. 
Thus, Black added a 2009 layer of $200,000 ($1,200,000 — $1,000,000) at base period 
prices. The layer must be converted to 2009 prices as follows: 


LIFO index = $1,320,000/$1,200, 000 = 1.10 
2009 layer x LIFO index = $200,000 x 1.10 = $220,000 


Therefore, the 2009 ending inventory is $1,000,000 + $220,000 = $1,220,000. 

The inventory on December 31, 2010, is $1,325,000 using 2010 prices and $1,250,000 
using base period prices. Thus, the LIFO index for 2010 is $1,325,000/$1,250,000 = 1.06. 
The LIFO inventory is $1,273,000, computed as follows: 


BLACK COMPANY 
LIFO Inventory 

December 31, 2010 

a el ale part ae tc i EEA eae a aan aera 
Base 

Period Cost LIFO Index LIFO Layers 
SO PET HL dete aretohel 5 a LU ee ee Dene nee RIE Ene ae a EEO 
Base inventory $1,000,000 1.00 $1,000,000 
2009 layer 200,000 1.10 220,000 
2010 layer 50,000 1.06 53,000 
$1,250,000 $1,273,000 


A 


See, generally, Reg. § 1.472-8. 
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The Securities and Exchangé Commission (SEC) recently filed 
criminal charges against corporate officers for their alleged 
deceptive reporting of the company’s earnings. The com- 
pany had in the past deferred a substantial amount of 
income from tax through the use of the LIFO inventory 


ETHICS 


pe Equity 


Blanch Corporation has been using the dollar-value LIFO in- 
ventory method for 20 years. The company maintains one in- 
ventory pool that includes raw materials, goods in process, 
and finished goods. The LIFO deferral is several million dol- 
lars. At the end of the current year, the corporation’s inven- 
tory of finished goods was almost depleted because the 
company’s major competitor had to recall a substantial por- 
tion of its products. Blanch’s management is aware that if 
the inventory is not replenished, the corporation will be 
required to recognize income that has been deferred for the 
past 20 years. The controller has suggested that the com- 
pany buy sufficient raw materials to substitute for the 
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LIFO as A Source OF EarNINGs 


method. To give earnings a boost, the company allowed the 
inventory to be depleted, thus bringing the LIFO deferral 
into current income. Contrary to SEC regulations, manage- 
ment failed to disclose that the depletion of the LIFO layers 
substantially enhanced the reported earnings for the year. 


PRESERVING THE LIFO RESERVE 


the end of the year the raw materials required for the next 
18 months, when ordinarily the company has only a three- 
month supply on hand. The controller argues that the cost 
of carrying the additional inventory is much less than the 
additional taxes that will be due if the inventories are 
allowed to decrease. 

The operations manager has suggested that the company 
buy the raw materials before the end of the year and have 
the supplier store the materials. Furthermore, the supplier 
would act as Blanch’s agent to sell the excess materials. This 
would minimize the actual investment in inventory. Do you 
think the corporation should follow either proposal? 


4 
q 
E 


depleted finished goods. This will require having on hand at 


THE LIFO ELECTION 


A taxpayer may adopt LIFO by merely using the method in the tax return for the 
year of the change and by attaching Form 970 (Application to Use LIFO Inventory 
Method) to the tax return. Thus, a taxpayer does not have to request approval for 
the change. Once the election is made, it cannot be revoked. However, a prospective 
change from LIFO to any other inventory method can be made only if the consent 
of the IRS is obtained.'°° 

The beginning inventory valuation for the first year LIFO is used is computed by 
the costing method employed in the preceding year. Thus, the beginning LIFO in- 
ventory is generally the same as the closing inventory for the preceding year. How- 
ever, since lower of cost or market cannot be used in conjunction with LIFO, 
previous write-downs to market for items included in the beginning inventory must 
be restored to income. The amount the inventories are written up is an adjustment 
due to a change in accounting method.'°* However, the usual rules for disposition 
of the adjustments under Revenue Procedure 99-49 are not applicable.!°° The tax- 
payer is allowed to spread the adjustment ratably over the year of the change and 
the two succeeding years. 


Reg. §§ 1.472-3(a) and 1.472-5 and Rev.Proc. 84-74, 1984-2 C.B. 736 at Reg. § 1.472-2(c). In Rev.Rul. 76-282, 1976-2 CB. 137, the IRS required 
749. the restoration of write-downs for damaged and shopworn goods when the 
taxpayer switched to LIFO. 
151 999-2 C.B. 725. 
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In 2008, Paul used the lower of cost or market FIFO inventory method. The FIFO cost of LSxAMPLE 9 


his ending inventory was $30,000, and the market value of the inventory was $24,000. 
Therefore, the ending inventory for 2008 was $24,000. Paul switched to LIFO in 2009 
and was required to write up the beginning inventory to $30,000. Paul must add 
$2,000($6,000 ~ 3) to his income for each of the years 2009, 2010, and 2011. = 


Congress added this provision to the Code to overrule the previous IRS policy of 
requiring the taxpayer to include the entire adjustment in income for the year pre- 
ceding the change to LIFO.!° 

Once the LIFO election is made for tax purposes, the taxpayer’s financial reports 
to owners and creditors must also be prepared on the basis of LIFO.!°’ The confor- 
mity of financial reports to tax reporting is specifically required by the Code and is 
strictly enforced by the IRS. However, the Regulations permit the taxpayer to make a 
footnote disclosure of the net income computed by another method of inventory val- 
uation (e.g., FIFO).'°8 


SPECIAL INVENTORY METHODS RELATING TO FARMING 
AND RANCHING 


Farmers who do not use the cash method and therefore account for inventories may 
elect to use the farm price method or the unit-livestock-price method rather than one of 
the inventory methods discussed above. Under the farm price method, the inventory 
is valued at its market price less disposition costs (e.g., transportation and selling 
expenses).'°° If the taxpayer uses the unit-livestock-price method, the animals are 
valued at a standard cost, which is based on the average cost of raising an animal with 
the characteristics of the animals included in the ending inventory.''° The farmer 
can also elect to use the lower of cost or market inventory method. 


TAX PLANNING: 
18.5 TAXABLE YEAR 


SAE PE SEA I IRAN ANS ERAN IE OORT 


Under the general rules for tax years, partnerships and S corporations frequently LO.7 

will be required to use a calendar year. However, if the partnership orS corporation dently eax planning 
can demonstrate a business purpose for a fiscal year, the IRS will allow the entity to opportunities related to 
use the requested year. The advantage to a fiscal year is that the calendar year part- accounting periods and 


ners and S corporation shareholders may be able to defer from tax the income accounting methods. 
earned from the close of the fiscal year until the end of the calendar year. Tax advis- 
ers for these entities should apply the IRS’s gross receipts test described in Revenue 
Procedure 87-32 to determine if permission for the fiscal year will be granted.'!! 


18.6 CasH METHOD OF ACCOUNTING _ 


pat Na nS SEE EEE MERI SSNS AER a in ieneerrs 


The cash method of accounting gives the taxpayer considerable control over the rec- 
ognition of expenses and some control over the recognition of income. This method 
can be used by proprietorships, partnerships, and small corporations (gross receipts 
of $5 million or less) that provide services (inventories are not material to the service 
business). Farmers (except certain farming corporations) can also use the cash 


method. 


Reg. § 1.471-6(d). 
Reg. § 1.471-6(e). See also IRS Pub, 225 (Farmers Tax Guide), p. 7. 
See also Rey.Proc. 2002-38, 2002-1 C.B. 1037. 


1068 472(d), overruling the IRS position cited in Footnote 104. 
1078 472(c). 
Reg. § 1.472-2(e). 
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18.7 INSTALLMENT METHOD 


Unlike the cash and accrual methods, the instaliment method often results in an 
interest-free loan (of deferred taxes) from the government. The installment method 
is not available for the sale of inventory. Nevertheless, the installment method is an 
important tax planning technique and should be considered when a sale of eligible 
property is being planned. That is, if the taxpayer can benefit from deferring the 
tax, the terms of sale can be arranged so that the installment method rules apply. If, 
on the other hand, the taxpayer expects to be in a higher tax bracket when the pay- 
ments will be received, he or she can elect not to use the installment method. 


RELATED PARTIES 


Intrafamily installment sales can still be a useful family tax planning tool. If the related 
party holds the property more than two years, a subsequent sale will not accelerate the 
gain from the first disposition. Patience and forethought are rewarded. 

The 6 percent limitation on imputed interest on sales of land between family mem- 
bers (see Concept Summary 18.1) enables the seller to convert ordinary income into 
capital gain or make what is, in effect, a nontaxable gift. If the selling price is raised to 
adjust for the low interest rate charges on an installment sale, the seller has more capi- 
tal gain but less ordinary income than would be realized from a sale to an unrelated 
party. If the selling price is not raised and the specified interest of 6 percent is charged, 
the seller enables the relative to have the use of the property without having to pay its 
full market value. As an additional benefit, the bargain sale is not a taxable gift. 


DISPOSITION OF INSTALLMENT OBLIGATIONS 


A disposition of an installment obligation is also a serious matter. Gifts of the obliga- 
tions will accelerate income to the seller. The list of taxable and nontaxable disposi- 
tions of installment obligations should not be trusted to memory. In each instance 
where transfers of installment obligations are contemplated, the practitioner should 
conduct research to be sure he or she knows the consequences. 


18.8 COMPLETED CONTRACT METHOD 


SE ESET EN AP ESN PAIS EI PE REEL ET EEE CL NARI MELAS PEERS 


Generally, large contractors must use the percentage of completion method of 
accounting for reporting the income from long-term contracts. Under the percent- 
age of completion method, the taxpayer must recognize profit in each period costs 
are incurred. Profit is reported in proportion to the cost incurred for the period asa 
proportion of the total contract cost. However, small contractors (average annual 
gross receipts do not exceed $10 million) working on contracts that are completed 
within a two-year period can elect to use the completed contract method and defer 
profit until the year in which the contract is completed. 


18.9 INVENTORIES 


SPERM DELETE LIDS PDE TONG AEM EEA nebo 
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LOWER OF COST OR MARKET 


Generally, under tax accounting rules, a deduction cannot be taken for a loss before 
the loss is realized. Inventories with a replacement cost below their original cost are 
the major exception to this rule. The rationale for the lower of cost or market 
method is that when the replacement cost of the goods has decreased, the taxpayer’s 
selling price must likewise be reduced. Under the lower of cost or market method, 
the taxpayer is allowed to anticipate a reduction in the expected selling price of the 
goods by taking a deduction in the period the replacement cost decreases, rather 
than waiting until the goods are actually sold. Thus, the lower of cost or market 
method is a tax deferral technique. 
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LIFO 


While the lower of cost or market method defers tax when replacement costs are 
declining, LIFO defers tax when prices are rising. However, when some goods are 
increasing in value while others are decreasing, the taxpayer cannot use the lower of 
cost or market method for the goods declining in value and LIFO for the goods 
whose replacement costs are rising. That is, LIFO cannot be used in conjunction 
with the lower of cost or market method. Assuming that prices generally are rising, 
the taxpayer generally should elect LIFO. The only major disadvantage to LIFO is 
the financial-tax conformity requirement. However, even this disadvantage can be 
overcome through footnote disclosure of earnings as computed under FIFO. 


REFOCUS ON THE BIG PICTURE 


Selection of a Tax Year 


An entity’s tax form will govern the rules for determining the entity’s tax year. Since 
Silver is a partnership, the Code’s provisions for partnerships are applicable. 

In this case, Tweety’s 40 percent ownership interest in Silver is not sufficient to 
enable it to control the selection of the partnership’s tax year. Likewise, Belinda and 
Pearl’s collective controlling interest will not allow them to control the selection of 
the tax year for the partnership. 

The Code and related Regulations have a very precise set of rules regarding the 
selection of a tax year for a partnership. The partnership applies these rules in the 
following sequence: 


e Majority interest tax year. The tax year of the partners who have a common 
year-end and collectively own a greater-than-50 percent interest in the 
partnership capital and profits. 

e Principal partners’ tax year. The tax year if all the principal partners (5 per- 
cent or greater interest in capital or profits) have the same tax year. 

e Least aggregate deferral tax year. The tax year of the principal partners 
(grouped by a common year-end) that produces the least aggregate 
deferral of income. 


Alternatively, the partnership can select its tax year based on a business purpose 
for the tax year selected. However, this requires the approval of the IRS, which is 
unlikely to be granted. The only business purpose the IRS has acknowledged is the 
need to conform the tax year to the entity’s natural business year. 

Therefore, based on the data provided, it appears that Silver will determine its tax 
year by using the least aggregate deferral method. 


Short Tax Year 

Silver will have a short tax year that begins on April 1, 2009, and ends on the year-end 
determined by the least aggregate deferral method. Silver will not have to annualize 
the income reported on its first income tax return. Note, however, that annualization 
will be required if Silver ever changes its tax year. 


Partner's Reporting of Share of Net Income 


Each of the partners will receive a Schedule K-1 that reports the partner’s share of 
net income. From a timing perspective, the partner will include the Schedule K-1 
items on the partner’s income tax return only if a partnership tax year ends within 
or with the partner’s tax year. 


ACCOUNTING 
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Economic performance test, 18-15 Majority interest partners, 18-4 

Farm price method, 18-37 One-year rule for prepaid expenses, 18-12 
Fiscal year, 18-3 Percentage of completion method, 18-29 
Hybrid method, 18-17 Personal service corporation (PSC), 18-6 
Imputed interest, 18-22 Principal partner, 18-4 

Installment method, 18-20 Short period, 18-8 

Least aggregate deferral method, 18-4 Short taxable year, 18-8 

Long-term contract, 18-27 Uniform capitalization (UNICAP) rules, 
Lower of cost or market (replacement 18-32 

cost), 18-33 Unit-livestock-price method, 18-37 


DISCUSSION QUESTIONS 


DECISION MAKING 


. LO.1 Why would December 31 be an inappropriate year-end for a department store? 


. LO.1 In the case of a profitable partnership whose partners are all individuals, what 


would be the advantage of using a tax year ending January 31 if this was permissible? 


. LO.1 A medical practice was incorporated on January 1, 2009, and expects to earn 


$25,000 per month before deducting the doctor’s salary. The doctor owns 100% of the 
stock. The corporation and the doctor both use the cash method of accounting. The 
corporation does not need to retain any of the earnings in the business; thus, the salary of 
the doctor (a calendar year taxpayer) will equal the corporation’s net income before 
salary expense. If the corporation could choose any tax year it wished and pay the 
doctor’s salary at the time that would be the most tax efficient (but at least once every 
12 months), what tax year should the corporation choose, and when should the salary 
be paid each year? 


. L0.1 Pale Motel, Inc., was a C corporation using a fiscal year ending April 30 for tax 


purposes for all tax years through April 30, 2009. In May 2009, the corporation made an 
S election. What are the implications of the election for Pale’s tax year? 


. LO.1 Fred, a cash basis taxpayer, received a $50,000 bonus from his employer in 2009. 


The bonus was based on the company’s profits for the year 2008. In 2010, the company 
discovered that its 2008 profits were incorrectly computed. As a result, Fred was required 
to repay his employer $10,000 of the bonus. Fred’s marginal tax rate was 35% in 2009 and 
15% in 2010. What special tax relief is available to Fred? 


. L0.1 How are farmers treated differently from other producers in regard to tax 


accounting? 


. LO.2 A cash basis taxpayer owns rental properties. The insurance on the properties is 


renewed each January 1. On December 30, 2009, the taxpayer paid the premium of 
$24,000 for the period January 1, 2010, through December 31, 2010. Can the taxpayer 
deduct the premium of $24,000 in 2009? 


. LO.3 In 2009, the taxpayer became eligible to switch from the accrual to the cash method 


of accounting. At the beginning of the year, accounts receivable totaled $50,000, 
inventory was $100,000, and accounts payable for merchandise totaled $40,000. What is 
the amount of the adjustment due to the change in accounting method? 


. L0.2 Osprey Corporation, an accrual basis taxpayer, had taxable income for 2009. The 


company filed its 2009 state income tax return in August 2010 and paid the $6,000 state 
income tax due for 2009. In December 2009, the company received a notice from the state 
tax commission that an additional $2,000 of income tax was due for 2008 because of an 
error on the return. The company acknowledged the error in December 2009 and paid 
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the additional $2,000 in tax in February 2010. Can the $6,000 and $2,000 in state income 
tax be deducted on Osprey’s 2009 Federal income tax return? 


L0.2 Compare the cash basis and accrual basis of accounting as applied to the following: 
a. Fixed assets. 


b. Prepaid rent income. 
c. Prepaid interest expense. 
d. 


A note received for services performed if the market value and face amount of the 
note differ. 


LO.2 Edgar uses the cash method to report the income from his software consulting 
business. A large publicly held corporation has offered to invest in Edgar’s business as a 
limited partner. What tax accounting complications would be created if Edgar and the 
corporation become partners? 


L0.2 A cash basis taxpayer subscribes to a service that updates a database used in the business. 
In December 2009, the taxpayer paid the $60,000 subscription for the period December 2009 
through November 2010. What is the cash basis taxpayer’s deduction for 2009? 


L0.2 Ruby Motors is an automobile dealer. The company has made a special offer to its 
new car customers for 2009. The dealer will not charge for the first four manufacturer’s 
recommended service visits (i.e., at 3,000, 6,000, 9,000, and 12,000 miles). It is a virtual 
certainty that all customers will exercise their rights to the service. The controller asks 
you whether the company can accrue as an expense in 2009 the normal charge for 
service visits on cars sold in 2009 but not to be serviced until 2010. 


L0.4, 7 Irene has made Sara an offer on the purchase of a capital asset. Irene will pay 
(1) $200,000 cash or (2) $50,000 cash and a 6% installment note for $150,000 guaranteed 
by City Bank of New York. If Sara sells for $200,000 cash, she will invest the after-tax 
proceeds in certificates of deposit yielding 6% interest. Sara’s cost of the asset is $25,000. 
Why would Sara prefer the installment sale? 


LO.4 Arnold gave land to his son, Bruce. Arnold’s basis in the land was $50,000, and its 
fair market value at the date of the gift was $60,000. Bruce borrowed $120,000 that he 
used to improve the property. He sold the property to Della for $270,000. Della paid 
Bruce $60,000 in cash, assumed his $120,000 mortgage, and agreed to pay $90,000 in two 
years. Bruce’s selling expenses were $10,000. Della is going to pay adequate interest. 
What is Bruce’s installment sale gain in the year of sale? 


LO.4 A seller and buyer agree that the sales/purchase price for land is $100,000 down 
and five payments of $50,000 each. In addition, the seller would like the contract to read 
that the total selling price is $322,600 and that the five payments of $50,000 each include 
interest at 4%, which is the current Federal intermediate-term rate. The buyer counters 
that the price should be stated as $310,600, with a 6% stated rate on the five payments of 
$50,000 each. The land is a capital asset to the seller, and the holding period is four years. 
Because the total amount received by the seller and the amount paid by the buyer are the 
same [$100,000 + 5($50,000) = $350,000], why does it matter how the price and interest 
rate are stated in the contract? 


L0.4, 7 On June 1, 2007, Father sold land to Son for $200,000. Father reported the gain 
by the installment method, with the gain to be spread over five years. In May 2009, Son 
received an offer of $300,000 for the land, to be paid over three years. What would be the 
tax consequences of Son’s sale? How could the tax consequences be improved? 


L0.4, 7 In December 2009, Juan Corporation sold land it held as an investment. The 
corporation received $50,000 in 2009 and a note payable (with adequate interest) for 
$150,000 to be paid in 2011. Juan Corporation’s cost of the land was $80,000. The 
corporation has a $90,000 net capital loss carryover that will expire in 2009. Should Juan 
Corporation report the sale in 2009 or use the installment method to report the income 


as payments are received? 

L0.2, 5 What are the similarities between the crop method used for farming and the 
completed contract method used for long-term construction? 

LO.5 Nathan uses the percentage of completion method to report income from his real 


estate construction contracts. A contract was begun in 2009 and completed in 2010. In 
2009, Nathan reported gross income from the partial completion of the contract. In 
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9010, however, costs had risen above the original estimate. The contract was completed 
with the actual profit on the contract being less than the income from the contract 
reported in 2009. What mechanism should be used to correct for the overpayment of tax 
in 2009? 


21. LO.5 Neal uses the percentage of completion method to report his gross income from 
his long-term contracts that were begun in 2009. In 2010, he completes a contract for less 
than the estimate of total costs that was used in the prior year. How will the lookback 
rules affect Neal with respect to his error in estimating total costs? 


92. LO.5 The Eagle Corporation builds yachts. All vessels are practically identical and sell for 
more than $2 million. Production does not begin until the company has a contract to sell 
the vessel. The company has recently changed its production techniques to reduce the 
time for producing a yacht from 15 months to 9 months. What are the tax implications of 
the change? 


23. LO.6 Largo Company is an engineering consulting business that uses the accrual method 


of accounting for its services. Mango Company is a manufacturer of nuts and bolts that 
also uses the accrual method to account for its sales. Each company has a personnel 
department. How should the cost of personnel operations be treated by each of the two 
companies? 


24. LO.6 For over 20 years, Pearl Parts Company has produced parts using brass as the only 


material. This year the company started making some of the component parts from plastic. 
This change substantially reduced production costs. What are the inventory valuation issues 
for Pearl, which has used the dollar-value LIFO inventory method for 10 years? 


25. LO.6 Pearl, Inc., is about to make its first attempt to borrow from a local bank. The 


company uses LIFO for tax purposes, solely to defer taxes, and believes that income 
computed using the FIFO method would better reflect its income. The company also 
uses the double-declining balance method of depreciation for tax, although the straight- 
line method better reflects the actual depreciation. The company would like to present 
its financial position in the most favorable light. Therefore, Pearl’s CEO intends to 
provide the bank with an income statement prepared using the FIFO inventory method 
and straight-line depreciation. What types of problems will presenting the income 
statement to the bank in this fashion cause for Pearl? 


26. LO.6 Blue and Gold are competitors in the automotive supply business. In calculating its 


ending inventory at the end of the tax year, Blue includes an estimate of inventory 
shrinkage, but Gold does not. What could account for this difference? 


PROBLEMS 


. LO.1 Red, White, and Blue are unrelated corporations engaged in real estate 
development. The three corporations formed a joint venture (treated as a partnership) 
to develop a tract of land. Assuming the venture does not have a natural business year, 
what tax year must the joint venture adopt under the following circumstances? 


Tax Year Ending Interest in Joint Venture 
a. Red March 31 60% 
Blue June 30 20% 
White October 31 20% 
b. Red October 31 30% 
White June 30 40% 
Blue January 31 30% 
ee ee 
28. LO.1, 7 The Cardinal Wholesale Company is an S corporation that began business on 


March 1, 2009. Robert, a calendar year taxpayer, owns 100% of the Cardinal stock. He 
has $400,000 taxable income from other sources each year. Robert will work 


approximately 30 hours a week for the corporation. Cardinal sells swimming pool 
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supplies, and its natural business year ends in September. Approximately 80% of 

Cardinal's gross receipts occur in June through September. 

a. What tax year should Cardinal elect, assuming that Robert anticipates the company 
will produce a net profit for all years? 

b. What tax year should Cardinal elect, assuming it will lose $10,000 a month for the 
first 12 months and an average of $5,000 a month for the next 12 months? In the 
third year, the corporation will earn taxable income. 


10.1 Zack conducted his professional practice through Zack, Inc. The corporation uses a 

fiscal year ending September 30 even though the business purpose test for a fiscal year 

cannot be satisfied. For the year ending September 30, 2009, the corporation paid Zack a 

salary of $180,000, and during the period January through September 2009, the 

corporation paid him a salary of $150,000. 

a. How much salary should Zack receive during the period October 1 through Decem- 
ber 31, 2009? 

b. Assume Zack received only $30,000 salary during the period October 1 through De- 
cember 31, 2009. What would be the consequences to Zack, Inc.? 


LO0.1 Mauve Corporation began operations as a farm supplies business and used a fiscal 
year ending September 30. The company gradually went out of the farm supplies 
business and into the mail-order Christmas gifts business. The company has received 


_ permission from the IRS to change to a fiscal year ending January 31, effective for the 


year ending January 31, 2009. For the short period October 1, 2008, through January 31, 
2009, Mauve earned $20,000. Calculate Mauve’s tax liability for the short period October 
1, 2008, through January 31, 2009. 


L0.1 In 2008, Juan entered into a contract to write a book. The publisher advanced Juan 
$30,000, which was to be repaid out of future royalties. If the book was not completed by 
the end of 2009, however, Juan would be required to repay the publisher for the advance. 
Juan did not complete the book in 2009, and in accordance with the agreement, he repaid 
the $30,000 to the publisher in 2010. Juan is a cash basis taxpayer. His marginal tax rate was 
35% in 2008 and 15% in 2010. What are the tax consequences to Juan of the repayment? 


LO.2 Gold, Inc., is an accrual basis taxpayer. In 2009, an employee accidentally spilled 
hazardous chemicals on leased property. The chemicals destroyed trees on neighboring 
property, resulting in $30,000 of damages. In 2009, the owner of the property sued Gold, 
Inc., for the $30,000. Gold’s attorney feels that it is liable and the only issue is whether the 
neighbor will also seek punitive damages that could be as much as three times the actual 
damages. In addition, as a result of the spill, Gold was in violation of its lease and was 
therefore required to pay the landlord $15,000. However, the amount due for the lease 
violation is not payable until the termination of the lease in 2012. None of these costs 
were covered by insurance. Jeff Stuart, the president of Gold, Inc., is generally familiar 
with the accrual basis tax accounting rules and is concerned about when the company 
will be allowed to deduct the amounts the company is required to pay as a result of this 
environmental disaster. Write Mr. Stuart a letter explaining these issues. Gold’s address is 
200 Elm Avenue, San Jose, CA 95192. 


L0.2 Compute the taxpayer’s income or deductions for 2009 using (1) the cash basis and 

(2) the accrual basis for each of the following: 

a. In March 2009, the taxpayer purchased a copying machine for $250,000. The tax- 
payer paid $25,000 in cash and gave a $225,000 interest-bearing note for the balance. 
The copying machine has an MACRS cost recovery period of five years, and the 
§ 179 election was not made. 

b. In December 2009, the taxpayer collected $10,000 for January 2010 rents. In January 
2010, the taxpayer collected $2,000 for December 2009 rents. 

c. In December 2009, the taxpayer paid office equipment insurance premiums of 
$30,000 for January-June 2010. 

d. In June 2009, the taxpayer purchased office furniture for $200,000. The taxpayer 
paid $56,000 in cash and gave a $144,000 interest-bearing note for the balance. The 
office furniture has an MACRS cost recovery period of seven years. The taxpayer 
made the § 179 election. 


LO.2 What accounting method (cash or accrual) would you recommend for the 


following businesses? 
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a. An incorporated retail hardware store with annual gross receipts of $4.5 million. 
. Anincorporated engineering firm with annual gross receipts of $12 million. 
c. A dry wall subcontractor who works on residences and has annual gross receipts of 
$3 million. 
d. An incorporated insurance agency with annual gross receipts of $6 million. 


L0.2, 3 Pink Company, an architectural firm, has a bookkeeper who maintains a cash 
receipts and disbursements journal. At the end of the year, the company hires you to 
convert the cash receipts and disbursements into accrual basis revenues and expenses. 
The total cash receipts are summarized as follows: 


Cash sales $120,000 
Collections on accounts receivable 350,000 
Bank loan 30,000 
Total cash receipts $500,000 


The accounts receivable from customers at the end of the year are $190,000. You 
note that the accounts receivable at the beginning of the year were $150,000. The cash 
sales included $30,000 of prepayments for services to be provided over the next 
36 months (i.e., 12 months of such services relate to 2009). 

a. Compute the company’s accrual basis gross income for 2009. 

b. Would you recommend that Pink use the cash method or the accrual method? 

c. The company does not maintain an allowance for uncollectible accounts. Would you 
recommend that such an allowance be established for tax purposes? 


LO.2 How do the all events and economic performance requirements apply to the 

following transactions by an accrual basis taxpayer? 

a. The company guarantees its products for six months. At the end of 2009, customers 
had made valid claims for $600,000 that were not paid until 2010. Also, the company esti- 
mates that another $400,000 in claims from 2009 sales will be filed and paid in 2010. 

b. The accrual basis taxpayer reported $200,000 in corporate taxable income for 2009. 
The state income tax rate was 6%. The corporation paid $7,000 in estimated state 
income taxes in 2009 and paid $2,000 on 2008 state income taxes when it filed its 2008 
state income tax return in March 2009. The company filed its 2009 state income return 
in March 2010 and paid the remaining $5,000 of its 2009 state income tax liability. 

c. An employee was involved in an accident while making a sales call. The company 
paid the injured victim $15,000 in 2009 and agreed to pay the victim $15,000 a year 
for the next nine years. 


LO.3 Moss Company is a computer consulting firm. The company also sells equipment to 
its clients. The sales of equipment account for approximately 40% of the company’s gross 
receipts. The company has consistently used the cash method to report its income from 
services and the accrual method to report its income from the sale of inventory. In June 
of the current year, Moss’s accountant discovered that as a small business the company 
qualifies to use the cash method for all of its activities. The company is a calendar year 
taxpayer. As of the beginning of the current year, the company had $80,000 of inventory 
on hand and $40,000 of accounts receivable from the sales of equipment and $60,000 of 
receivables from the consulting services. 

a. Compute the adjustment due to the change in accounting method. 

b. Is the adjustment positive or negative? Explain. 

c. When can the adjustment be taken into account in computing taxable income? 


LO.2 Crow Finance Company experiences bad debts of about 3% of its outstanding 
loans. At the end of the year, the company had outstanding receivables of $30 million. 
This balance included $2 million of accrued interest receivable. Crow’s loan loss reserve 
for the year was computed as follows: 


Balance, January 1, 2009 $850,000 
Accounts written off as uncollectible 
Loans made in 2009 (60,000) 
Loans made in prior years (15,000) 
Collections on loans previously written off 25,000 
Adjustment to required balance 100,000 


Balance, December 31, 2009 $900,000 


———— ee 
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a. Determine the effects of the above on Crow’s taxable income for 2009. 

b. Assume that Crow has used the reserve method to compute its taxable income for 
the 10 years the company has been in existence. In 2009, you begin preparing Crow’s 
tax return. What should be done with regard to the reserve? 


L0.2, 3, 6 Jeffrey Boyd, the president of Eagle Furniture Company (average annual gross 
receipts of $4 million), has prepared the company’s financial statements and income tax 
returns for the past 15 years. In July 2010, however, he hired you to prepare the 2009 
corporate income tax return because he has not studied taxes for over 20 years and 
suspects the rules may have changed. Eagle uses the accrual method of accounting. 
Based on an initial examination of Eagle’s trial balance and some account analyses, you 
have determined that the following items may require adjustments: 


° The company uses the FIFO inventory method, as valued at cost. However, all freight 
expenses on incoming merchandise have been expensed for the 15 years the company 
has been in business. 


° The company experiences inventory shrinkage (due to breakage and theft) of about - 


1% of sales each year. The shrinkage is not taken into account until the company takes 
a physical inventory each October, but the corporation’s fiscal year ends January 31. 

® The company has used an allowance for uncollectible accounts, which has a balance of 
$60,000. In the past, the company has been able to accurately predict its actual bad 
debt expense. 

° The company sells a three-year service contract on its appliances. The company 
treats //35 of the contract price as earned each month. At the beginning of the year, 
the company had $120,000 in its account for unearned revenues from the service 
contracts. 

© The company deducts its state income tax in the year paid. Thus, the 2009 state income 
tax expense includes the estimated taxes paid in 2009 and the additional amount paid 
in 2009 on 2008 taxes. 


Write a letter to Mr. Boyd explaining what adjustments will be required and how 
they will be implemented. The address of Eagle Furniture Company is 1000 East 
Maryland Street, Evansville, IL 47722. 


LO.4, 7 Floyd, a cash basis taxpayer, has received an offer to purchase his land. The 
buyer will either pay him $100,000 at closing or pay $50,000 at closing and $52,000 one 
year after the date of closing. If Floyd recognizes the entire gain in the current year, his 
marginal tax rate will be 35% (combined Federal and state rates). However, if he spreads 
the gain over the two years, his marginal tax rate on the gain will be only 25%. Floyd does 
not consider the buyer a credit risk, but he realizes that the deferred payment will, in 
effect, earn only 4% interest ($2,000/$50,000 = 4%). Floyd believes he can earn a 10% 
before-tax rate of return on his after-tax cash. Floyd’s adjusted basis for the land is 
$25,000, the buyer is also a cash basis taxpayer, and the short-term Federal rate is 4%. 
Floyd has asked you to evaluate the two alternatives on an after-tax basis. 


LO.4 Tom, an accrual basis taxpayer, sold his unincorporated heavy equipment business 
for $4 million. Tom received $1 million in the year of sale and a note for $2.5 million to 
be paid in three years, plus interest at 6% per year. The buyer also assumed Tom’s 
$500,000 note secured by the equipment. The business assets are as follows: 


Fair Market 
Assets Value Basis 
Inventory (LIFO) $2,000,000 $1,200,000 
Equipment 1,500,000 Cost 1,800,000 
Less: Depreciation (500,000) 
Goodwill 500,000 lesa’ 


$4,000,000 $2,500,000 _ 
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a. Compute Tom’s recognized gain in the year of sale. 

. Determine the character of the gain recognized in the year of sale. 

c. Assume that Tom did not charge the buyer interest on the note, when the relevant 
Federal rate was 5%. How would that affect the calculation of the recognized gain in 
the year of the sale? (Note that the present value of $1 in three years at 5% interest is 
1.157625.) 


42. L0.4 Kay, who is not a dealer, sold an apartment house to Polly during the current year 
(2009). The closing statement for the sale is as follows: 


Total selling price $ 160,000 
Add: Polly’s share of property taxes (6 months) paid by Kay 2,500 
Less: Kay’s 8% mortgage assumed by Polly $55,000 

Polly’s refundable binder (“earnest money”) paid in 2008 1,000 

Polly's 8% installment note given to Kay 90,000 

Kay’s real estate commissions and attorney's fees 7,500 (153,500) 
Cash paid to Kay at closing $ 9,000 
Cash due from Polly = $9,000 + $7,500 expenses $ 16,500 


During 2009, Kay collected $4,000 in principal on the installment note and $2,000 of in- 
terest. Kay’s basis in the property was $70,000 [$85,000 — $15,000 (depreciation) ], and 
there was $9,000 in potential depreciation recapture under § 1250. The Federal rate is 
6%. 
a. Compute the following: 

1. Total gain. 

2. Contract price. 

3. Payments received in the year of sale. 

4. Recognized gain in the year of sale and the character of such gain. 

(Hint: Think carefully about the manner in which the property taxes are handled 

before you begin your computations.) 
b. Same as (a)(2) and (3), except Kay’s basis in the property was $45,000. 


43. LO.4 On June 30, 2009, Kelly sold property for $250,000 cash and a $750,000 note due on 
September 30, 2010. The note will also pay 6% interest, which is slighty higher than the 


Federal rate. Kelly’s cost of the property was $400,000. She is concerned that Congress 

may increase the tax rate that will apply when the note is collected. Kelly’s after-tax rate of 

return on investments is 7%. 

a. Whatcan Kelly do to avoid the expected higher tax rate? 

b. Assuming Kelly’s marginal combined Federal and state tax rate is 20% in 2009, 
how much would the tax rates need to increase to make the option identified in (a) 
advisable? 


44. L0.4 On December 30, 2008, Maud sold land to her son, Charles, for $50,000 cash and a 
7% installment note for $350,000, payable over 10 years. Maud’s cost of the land was 
$150,000. In October 2010, after Charles had paid $60,000 on the principal of the 
note, he received an offer to sell the land for $500,000 cash. What advice can you 
provide Charles that will minimize the present value of the tax liability for Maud and 
Charles? 


45. L0.4 George sold land to an unrelated party in 2008. His basis in the land was $40,000, 
and the selling price was $100,000—$25,000 payable at closing and $25,000 (plus 10% 
interest) due January 1, 2009, 2010, and 2011. What would be the tax consequences of 
the following? [Treat each part independently and assume (1) George did not elect out 
of the installment method and (2) the installment obligations have values equal to their 
face amounts. | 
a. In 2009, George gave to his daughter the right to collect all future payments on the 

installment obligations. 

b. In 2009, after collecting the payment due on January 1, George transferred the 
installment obligation to his 100%-controlled corporation in exchange for addi- 
tional shares of stock. 

c. On December 31, 2009, George received the payment due on January 1, 2010. On 
December 15, 2010, George died, and the remaining installment obligation was 
transferred to his estate. The estate collected the amount due on January 1, 2011. 
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LO.5 The Dove Construction Company reports its income by the completed contract 
method. At the end of 2009, the company completed a contract to construct a building at 
a total cost of $800,000. The contract price was $1.2 million. However, the customer 
refused to accept the work and would not pay anything on the contract because he 
claimed the roof did not meet specifications. Dove’s engineers estimated it would cost 
$140,000 to bring the roof up to the customer’s standards. In 2010, the dispute was 
settled in the customer’s favor; the roof was improved at a cost of $165,000, and the 
customer accepted the building and paid the $1.2 million. 

a. What would be the effects of the above on Dove’s taxable income for 2009 and 2010? 


b. Same as (a), except Dove had $1.1 million accumulated cost under the contract at 
the end of 2009. 


L0.5 Rust Company is a real estate construction company with average annual gross 
receipts of $4 million. Rust uses the completed contract method, and the contracts 
require 18 months to complete. 

a. Which of the following costs would be allocated to construction in progress by Rust? 
1. The payroll taxes on direct labor. 

2. The current services pension costs for employees whose wages are included in 
direct labor. 

. Accelerated depreciation on equipment used on contracts. 

. Freight charges on materials assigned to contracts. 

The past service costs for employees whose wages are included in direct labor. 

. Bidding expenses for contracts awarded. 

b. Assume that Rust generally builds commercial buildings under contracts with the 
owners and reports the income by the completed contract method. The company is 
considering building a series of similar stores for a retail chain. The gross profit mar- 
gin would be a low percentage, but the company’s gross receipts would triple. Write 
a letter to your client, Rust Company, explaining the tax accounting implications of 
entering into these contracts. Rust’s mailing address is P.O. Box 1000, Harrisonburg, 
VA 22807. 


D OK A 9 


LO.5 On March 31, 2007, Big Boats Company entered into a contract with Vacations 

Unlimited to produce a state-of-the-art cruise ship, to be completed within three years. 

Big Boats estimated the total cost of building the ship at $250 million. The contract price 

was $400 million. The ship was completed on February 15, 2010. 

a. What tax accounting method must Big Boats use for the contract? Why? 

b. Using the financial data provided relating to the contract’s performance, complete 
the following schedule: 


Total 

Total Costs Percentage Current-Year Current-Year 

Incurred to of Contract Revenue Costs 
Date Date Completed Accrued Deductible 
12/31/07 $ 45 million —— ——— a 
12/31/08 90 million —— ees cite 
12/31/09 210 million = es 
12/31/10 260 million N/A ee manent 


NN 


c. Whatare the consequences of the total cost of $260 million exceeding the estimated 
total cost of $250 million? 


L0.5 Ostrich Company makes gasoline storage tanks. Everything produced is under 
contract (that is, the company does not produce until it gets a contract for a product). 
Ostrich makes three basic models. However, the tanks must be adapted to each 
individual customer’s location and needs (e.g., the location of the valves, the quality of 
the materials and insulation). Discuss the following issues relative to Ostrich’s operations: 
a. Anexamining IRS agent contends that each of the company’s contracts is to produce 


a “unique product.” What difference does it make whether the product is unique or 


a “shelf item”? 


COMMUNICATIONS 
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DECISION MAKING 


50. 


51. 


ye, 


b. Producing one of the tanks takes over one year from start to completion, and the 
total cost is in excess of $1 million. What costs must be capitalized for this contract 
that are not subject to capitalization for a contract with a shorter duration and lower 
cost? 

c. What must Ostrich do with the costs of bidding on contracts? 

d. Ostrich frequently makes several cost estimates for a contract, using various estimates 
of materials costs. These costs fluctuate almost daily. Assuming Ostrich must use the 
percentage of completion method to report the income from the contract, what will 
be the consequence if the company uses the highest estimate of a contract's cost and 
the actual cost is closer to the lowest estimated cost? 


L0.5, 7 Swallow Company is a large real estate construction company that reports its 

income by the percentage of completion method. In 2010, the company completed a 

contract at a total cost of $1.9 million. The contract price was $2.4 million. At the end of 

2009, the year the contract was begun, Swallow estimated the total cost of the contract 

would be $2.1 million, and total accumulated costs on the contract at the end of 2009 

were $1.4 million. The relevant tax rate is 34%, and the relevant Federal interest rate is 

7%. Assume that all returns were filed and taxes were paid on March 15 following the 

close of the calendar tax year. 

a. Compute the gross profit on the contract for 2009 and 2010. 

b. Compute the lookback interest due with the 2010 return. 

c. Before bidding on a contract, Swallow generally makes three estimates of total con- 
tract costs: (1) optimistic, (2) pessimistic, and (3) most likely (based on a blending of 
optimistic and pessimistic assumptions). The company has asked you to write a letter 
explaining which of these estimates should be used for percentage of completion 
purposes. In writing your letter, you should consider the fact that Swallow is incorpo- 
rated and has made an S corporation election; therefore, the income and deduc- 
tions flow through to the shareholders who are all individuals in the 35% marginal 
tax bracket. The relevant Federal interest rate is 8%. Swallow’s mailing address is 400 
Front Avenue, Ashland, OR 97520. 


LO.6 Bluebird Company is a furniture retailer whose average annual gross receipts for 
the three preceding years exceeded $10 million. In the current tax year, the company 
purchased merchandise with an invoice price of $12 million, less a 2% discount for early 
payment. However, the company had to borrow on a bank line of credit to take 
advantage of the discount for early payment. Freight on the merchandise totaled 
$360,000. The company has three stores and operates a warehouse where it stores goods. 
The cost of operating the warehouse was $300,000. The $300,000 includes labor, 
depreciation, taxes, and insurance on the building. The cost of the purchasing 
operations totaled $420,000. The jurisdiction where the company operates imposes a tax 
on inventories on hand as of January 1. The inventory tax for this year is $24,000. The 
invoice cost of goods on hand at the end of the year is $3 million. Compute Bluebird’s 
ending inventory using the FIFO method. 


L0.6, 7 Lavender Manufacturing Company began business in the current year. The 
company uses the simplified method to allocate mixed services costs to production. The 
company’s costs and expenses for the year were as follows: 


Direct labor $1,750,000 
Direct materials 2,500,000 
Factory supervision 400,000 
Personnel department 225,000 
Computer operations 120,000 
General administration 150,000 
Marketing 100,000 
State income tax 25,000 

$5,270,000 


a. Determine Lavender’s total production costs for the year. 


b. What suggestions can you offer regarding the allocation of the company’s mixed 
services costs? 


a 


533 


54. 


5. 


56. 


57: 
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LO.6 Silver Creek Ranch, LLC, is a small, family-owned cattle ranch that began 
operations in the current year. The ranch will grow hay that will be fed to its purebred 
cattle. It will take approximately three years to build up the herd and to begin producing 
a positive cash flow. The owners’ other income will equal their deductions, so they will 
not be able to utilize farm losses for the first three years. The owners have asked you to 
discuss the tax accounting issues related to their cattle business. 


L0.3, 6 In 2009, Gail changed from the lower of cost or market FIFO method to the 
LIFO inventory method. The ending inventory for 2008 was computed as follows: 


Lower of Cost 


Item FIFO Cost Replacement Cost or Market 
A $21,000 $15,000 $15,000 
B 50,000 55,000 50,000 
G 30,000 6,000 6,000 
$71,000 


Item C was damaged goods, and the replacement cost used was actually the estimated sell- 
ing price of the goods. The actual cost to replace item C was $32,000. 

a. Whatis the correct beginning inventory for 2009 under the LIFO method? 

b. What immediate tax consequences (if any) will result from the switch to LIFO? 


LO.6 Wren Manufacturing Company’s 2009 Federal income tax return was examined by 

an IRS agent. One of the proposed adjustments was for the $140,000 cost of rebuilding 

some production equipment. Wren deducted the $140,000 as a repair expense, but the 

agent thinks the cost should be capitalized and depreciated as seven-year property. What 

would be the consequences of the agent’s adjustment under the following 

circumstances? 

a. The taxpayer uses the FIFO inventory method, and 25% of goods produced during 
the period were included in the ending inventory. 

b. The taxpayer uses the LIFO inventory method, and no new LIFO layer was added 
during the current year. 


LO.6 Amber Company has used the dollar-value LIFO technique for the past three years. 
The company has only one inventory pool. Its beginning inventory for the current year 
was computed as follows: 


Base Period 
Cost LIFO Index LIFO Layer 
Base period 
inventory $1,400,000 1.00 $1,400,000 
Year 1 layer 350,000 1.04 364,000 
Year 2 layer ___ 400,000 1.07 428,000 
$2,150,000 $2,192,000 


Sn nS EE 


The current-year ending inventory at current prices is $2,205,000, and the LIFO index is 
1.05. Determine the company’s LIFO inventory as of the end of the current year. 


L0.4, 7 Your client, Bob Young, is negotiating a sale of investment real estate for 
$12 million. Bob believes that the buyer would pay cash of $8 million and a note for 
$4 million, or $3 million cash and a note for $9 million. The notes will pay interest at 
slightly above the market rate. Bob realizes that the second option involves more risks of 
collection, but he is willing to accept that risk if the tax benefits of the installment sale are 
substantial. Write a letter to Bob advising him of the tax consequences of choosing the 
lower down payment and larger note option, assuming he has no other installment 
receivables. Bob’s address is 200 Jerdone, Gettysburg, PA 17325. 


ISSUEID 


DECISION MAKING 
COMMUNICATIONS 
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RESEARCH PROBLEMS 


THOMSON REUTERS Note: Solutions to Research Problems can be prepared by using the Checkpoint® 
Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Checkpoint® Student Edition 


Research Problem 1. Your client is not permitted to deduct a year-end accrual for vacation 
pay earned but not paid. This result occurs because the tax law considers this to be 
deferred compensation that is ineligible for the recurring item exception, unless it is paid 
by March 15 of the year following the accrual [see §§ 404(a)(5) and (6)]. Your client has 
asked whether the related accrued Social Security taxes on the vacation pay can be accrued 
under the general recurring item exception because these taxes will be paid by the 
fifteenth day of the ninth month after the close of the tax year. 


Research Problem 2. The taxpayer adopted the LIFO inventory method and uses a rolling 
average method to compute its current-year cost of inventory. Under the rolling average 
method, the current per-unit cost is computed as follows: the beginning inventory at 
beginning cost and the current year’s purchases are summed, and the total is divided by 
the sum of the number of units in the beginning inventory plus the number of units 
purchased. 

An IRS agent has suggested to the client that the rolling average method is probably 
not acceptable. That is, only current-year cost should be used to determine the average 
cost of items. The agent suggested that the issue will be visited in a subsequent audit. What 
advice can you provide your client? 


q 
; 


Research Problem 3. Your client is a small business with average annual gross receipts of $5 
million. The company sells shirts with team emblems. The client surveys customers to 
estimate the demand for different kinds and sizes of shirts. Then the client contracts to 
have the shirts produced by a local print screen operator who buys the shirts and adds the 
emblems. The client would like to know whether the company is subject to the uniform 
capitalization requirements for its inventory. 


Research Problem 4. Your client is a manufacturer. For several years, the company buried 
empty paint cans on its property. The paint was used in the production process. Recently, a 
state environmental agency informed the company that it was required to dig up the paint 
cans and decontaminate the land. The company spent a substantial amount for this 
environmental cleanup in the current year. An IRS agent contends that the cost must be 
added to the basis in the land because the cleanup improved the land. The company’s CFO 
has asked you to determine if any authority exists that would support a current deduction 
for these costs. 


—=- 


Research Problem 5. In 2009, your client, Clear Corporation, changed from the cash to the 
accrual method of accounting for its radio station. The company had a positive § 481 
adjustment of $2.4 million as a result of the change and began amortizing the adjustment 
in 2009. In 2010, Clear received an offer to purchase the assets of the radio station business 
(this would be considered a sale of a trade or business under § 1060). If the offer is 
accepted, Clear plans to purchase a satellite television business. Clear has asked you to 
explain the consequences of the sale of the radio station on the amortization of the § 481 
adjustment. . 


Use the tax resources of the Internet to address the following questions. Do not restrict 
your search to the World Wide Web, but include a review of newsgroups and general 
reference materials, practitioner sites and resources, primary sources of the tax law, 
chat rooms and discussion groups, and other opportunities. 


Oh INTERNET 
bs activity 


Research Problem 6. What tax form is used to compute the lookback interest income or 
expense under the percentage of completion method for long-term contracts? 


Research Problem 7. Has the National Federation of Independent Businesses (NFIB) taken a 
position on whether the LIFO method should be repealed? 


LEARNING OBJECTIVES 


Deferred Compensation 


After completing Chapter 19, you should be able to: | 


LO.1 


Distinguish between qualified 
(defined contribution and defined 
benefit) and nonqualified 
compensation arrangements. 


L0.2 


Identify the qualification 
requirements for qualified plans. 


L0.3 


Discuss the tax consequences of 
qualified plans. 


L0.4 

Calculate the limitations on 
contributions to and benefits from 
qualified plans. 


L0.5 

Understand the qualified plan (Keogh 
plan) available to a self-employed 
person. 


L0.6 


Describe the benefits of the different 
types of Individual Retirement 
Accounts (IRAs). 


L0.7 

Understand the rationale for 
nonqualified deferred compensation 
plans and the related tax treatment. 


L0.8 


Explain the value of restricted 
property plans. 


L0.9 

Differentiate the tax treatment of 
qualified and nonqualified stock 
options. 


LO.10 

identify tax planning opportunities 
available with deferred 
compensation. 
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THE BIG PICTUR 


A TAXPAYER 
WHO SAVES 


‘Adapted from Jonah Freedman, SI.com, 2008. 


E 


Joyce is a junior finance major at State University. The professor in her finance class 

recently completed a lecture on retirement savings that emphasized the need fora 
long-term savings horizon and multiple retirement plans. Near the end of the lec- 
ture, the professor mentioned that she has four different retirement plans. Joyce was 


surprised to hear this because she knows that her father has only a single retirement 

plan that is provided by his employer (an automobile: manufacturer). ye 
Joyce drops in on the professor during office hours. Her goal is to find out more 

about how a person can have multiple retirement plans. - 


sen a career, consider becoming a professional golfer, basketball player, or 

boxer. According to Sports Illustrated,’ more than half of the 50 top-earning 
American athletes in 2008 were basketball players, along with ten baseball players, 
seven football players, three NASCAR drivers, three golfers, and one boxer. The 
average NBA salary is $5 million, and the average professional baseball salary is 
$3.15 million. The $28 million that the Yankees pay Alex Rodriguez is more than the 
entire roster of the Florida Marlins received. But golfer Tiger Woods at nearly 
$128 million topped the list of total earnings followed by another golfer, Phil Mickelson 
at $62 million. In order, the top 10 athletes were as follows (the number in parenthe- 
ses is last year’s rank): 


C ompensation is important in any type of organization. If you have not cho- 


Rank Sport and Name Amount 
1 Golfer Tiger Woods (1) $127,902,706 
2 Golfer Phil Mickelson (3) 62,372,685 
3 Basketball LeBron James (6) 40,455,000 
4 Boxer Floyd Mayweather, Jr. (21) 40,250,000 
5 Basketball Kobe Bryant (5) 35,490,625 
6 Basketball Shaquille O'Neal (4) 35,000,000 
7 Baseball Alex Rodriguez (11) 35,000,000 
8 Basketball Kevin Garnett (7) 31,000,000 
9 Football Peyton Manning (12) 30,500,000 

10 Baseball Derek Jeter (8) 30,000,000 


For comparison, a second lieutenant in the U.S. Army receives approximately 
$45,000 (after factoring in the exclusion benefit for the meal and housing allow- 
ance), and an entry-level accountant earns approximately $55,000. 

Compensation, however, whether in sports or otherwise does not guarantee com- 
mensurate performance. Consider the salaries of five players on the Dallas Mavericks 
basketball team divided by their EFF scores. The EFF score is a complicated formula 
for determining the efficiency of a basketball player. 


vy, 
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ceeds Saket ee ee es 2 eee ee 
Player Salary (2008-2009) + EFFScore = Costto Team per EFF 
Jason Kidd $21,372,000 16.8 $1,272,142 

Dirk Nowitzki 18,077,904 30.8 586,944 

Josh Howard 9,945,000 4.8 2,071,875 
Jason Terry 9,075,000 14.6 621,575 

Jerry Stackhouse 7,000,000 4.2 1,666,666 


In terms of cost versus benefits, Dirk Nowitzki and Jason Terry were the most pro- 
ductive players, while, Josh Howard and Jerry Stackhouse were the least efficient. 
Dirk Nowitzki’s EFF score was the highest of all players on all 30 NBA teams. Chris 
Paul of the New Orleans Hornets had an EFF of 30.33, with a cost to the team per 
EFF of only $150,814. Kobe Bryant of the Los Angeles Lakers had an EFF of 26.86, 
with a cost to the team per EFF of $793,001. Bryant’s salary was $21.3 million. 

Before you decide to give up your future career in accounting, education, or the 
military and jump into major league sports, also consider the tax consequences. A 
professional athlete’s lifetime sports income is compressed into about 10 years. For 
example, tennis star Pete Sampras, a 14time Grand Slam winner, retired in 2003 at 
the age of 32. Andre Agassi, another tennis star, retired in 2006 at age 36. Yet income 
averaging is not allowed for Federal income tax purposes. As a result, the athlete will 
lose a larger portion of lifetime earned income in the form of taxes than someone 
with a comparable amount of earned income over a typical work/life cycle. The ath- 
lete does, however, have a method available for reducing the Federal income tax 
liability in the form of deferred compensation. 

This chapter discusses the various types of deferred compensation arrangements 
available to employees and self-employed individuals. With deferred compensation, 
an employee receives compensation for services in a later period than that in which 
the services were performed—quite often during retirement years. The tax law 
encourages employers to offer deferred compensation plans to their employees to 
supplement the Federal Social Security retirement system. 

Qualified deferred compensation plans receive particularly favorable tax treat- 
ment. The amounts that may be deferred under these plans are limited, so they 
might not be perfect for Tiger Woods or Phil Mickelson. For employers and more 
traditional employees, however, they provide tax advantages that are exceedingly 
helpful. For example, contributors to qualified pension, profit sharing, or stock bo- 
nus plans receive three major tax advantages: 


e Contributions are immediately deductible by the employer. 

e Employees are not taxed until these funds are distributed to them. 

e Income earned by the plan trust, which has received the contributions, is 
not subject to tax until made available to the employees, and thus grows at 


a tax-free rate. 
e Employer contributions to and benefits payable under qualified plans 


generally are not subject to FICA and FUTA taxes. 
Compared to nonqualified plans, though, qualified plans have some disadvan- 
tages including the following: 


e The employer must make contributions for most employees on a nondis- 


criminatory basis. adan 
e There are a number of limits on contributions to defined contribution 


plans and on benefits that may be paid under defined benefit plans. 
° Qualified plans have higher startup and administrative costs. 


A variety of deferred compensation arrangements are being offered to employ- 
ees, including the following: 


® Qualified profit sharing plans. 
e Qualified pension plans. 
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L0.1 


Distinguish between qualified 
(defined contribution and 


defined benefit) and 
nonqualified compensation 
arrangements. 


*Refer to the discussions in Chapters 4 and 5. 


Cash or deferred arrangement plans. 
SIMPLE IRAs and § 401(k) plans. 
Tax-deferred annuities. 

Incentive stock option plans. 

Nonqualified deferred compensation plans. 
Restricted property plans. 

Cafeteria benefit plans. 

Employee stock purchase plans. 


In addition to the various types of deferred compensation, employees may receive 
other valuable fringe benefits, some of which may be tax-free. Examples of such 
benefits include group term life insurance, medical reimbursement plans, company- 
supplied automobiles, education expense reimbursement plans, qualified transpor- 
tation benefits, and group legal services.” 


19.1 QUALIFIED PENSION, PROFIT SHARING, 


To ensure that retired people will not be dependent solely on government pro- 
grams, the Federal government encourages private pension and profit sharing plans. 
Therefore, the Federal tax law provides substantial tax benefits for plans that meet 
certain requirements (qualified plans). The major requirement for qualification is 
that a plan not discriminate in favor of highly compensated employees. 


TYPES OF PLANS 


Qualified plans can be conveniently divided into four groups: pension, profit shar- 
ing, stock bonus, and cash balance plans. 


Pension Plans 


A pension plan is a deferred compensation arrangement that provides for systematic 
payments of definitely determinable retirement benefits to employees who meet the 
requirements set forth in the plan. Employer contributions under a qualified pen- 
sion plan must not depend on profits. A pension plan normally must pay benefits out 
as lifetime annuities to provide retirement income to retired employees. 

There are basically two types of qualified pension plans: defined benefit plans 
and defined contribution plans. 

A defined benefit plan includes a formula that defines the benefits employees are 
to receive.” Benefits are generally measured by and based on such factors as years of 
service and employee compensation. Under such a plan, an employer must make an- 
nual contributions based upon actuarial computations that will be sufficient to fund 
the retirement benefits. If a plan document permits, employees may make contribu- 
tions to the pension fund. A separate account is not maintained for each participant. 
A defined benefit plan provides some sense of security for employees since the bene- 
fits may be expressed in fixed dollar amounts. In a defined benefit plan, the 
employer (not the employee) assumes the market risk because the employer prom- 
ises to pay fixed benefits. Since an expense is not deductible for tax purposes until 
paid, there often will be a book-tax difference because the employer accounts for 
the expense on an accrual basis for accounting purposes. 

A defined contribution pension plan (or money purchase plan) defines the amount 
the employer is required to contribute (e.g., a flat dollar amount, an amount based 
on a special formula, or an amount equal to a certain percentage of compensation). 
A separate account must be maintained for each participant. Benefits are based 
solely on (1) the amount contributed and (2) income from the fund that accrues to 


°§ 414(j). 


When one or several employees have huge salaries com- 
pared to the other employees, the business may not succeed 
in achieving its mission. Matt Bloom, a management profes- 

sor at the University of Notre Dame, says that the bigger the 
pay difference between a Major League Baseball team’s 
stars and scrubs, the worse its record. According to Bloom, 
more parity in performance pay will result in a better base- 
ball team. Big pay differentials sow the seeds of discord 
rather than promoting team unity. 

An interesting measurement of performance for an NBA 
team is its payroll cost per win for the regular season. The 
results for some teams may be surprising. For the 16 teams 
making the playoffs in 2008, the payroll cost per win was as 
follows (the team’s payroll ranking is in parentheses): 
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COMPENSATION AND PERFORMANCE 


Phoenix Suns (9) $1,290,909 
Toronto Raptors (24) 1,512,000 
Atlanta Hawks (28) 1,513,000 
Washington Wizards (15) 1,546,000 
Cleveland Cavaliers (4) 1,755,556 
Philadelphia 76ers (10) 1,770,000 
Denver Nuggets (3) 1,777,778 
Dallas Mavericks (1) 2,058,823 


Ten of the top 15 NBA teams by payroll ranking made 
the playoffs, but so did 6 of the bottom 15 teams. The fifth- 
ranked payroll team, the Boston Celtics, beat the eighth- 
ranked payroll team, the Los Angeles Lakers, in a blowout— 
the score was 131 to 92—to win their seventeenth NBA title. 


Professor Bloom’s theory did not work for basketball in 


mili ae Des 2008, because the highest-paid Celtic player was Kevin Gar- 
Scape 2 sg Sa HEN nett at $24 million. The next highest-paid Celtics, Paul Pierce 

Utah Jazz (26) 1,134,000 ; 

B Celtics (5 1.196.000 and Ray Allen, earned only about two-thirds as much at 
ton eio Set $18.1 million and $17.4 million, respectively. 

New Orleans Hornets (19) 1,178,000 

San Antonio Spurs (12) 1,241,000 Source: Adapted from Gordon Fairclough, “Listen Up, Managers; 

Los Angeles Lakers (8) 1,263,000 Fat Paychecks Don’t Always Guarantee Success,” Wall Street Journal, 

Houston Rockets (11) 1,272,000 March 23, 1999, p. BI. 


the participant’s account.* Consequently, actuarial calculations are not required to 
determine the employer’s annual contribution. Upon retirement, an employee’s 
pension amount depends on the value of his or her account. Although it is not man- 
datory, a plan may require or permit employee contributions to the pension fund. 
Since employers record the expense for both tax and accounting purposes when 
funding an employee’s account, book-tax differences do not often occur. 


The qualified pension plan of Rose Company calls for both the employer and the em- 
ployee to contribute annually to the pension trust an amount equal to 5% of the 
employee’s compensation. Since the employer's rate of contribution is fixed, this pen- 
sion plan is a defined contribution plan. If the plan called for contributions sufficient 
to provide retirement benefits equal to 30% of the employee's average salary for the 
last five years of employment, it would be a defined benefit plan. ™ 


Concept Summary 19.1 compares and contrasts a defined benefit plan and a 
defined contribution plan. 


Profit Sharing Plans 

A profit sharing plan is a deferred compensation arrangement established cf main- 
tained by an employer to provide for employee participation in the company’s prof 
its. Contributions are paid from the employer to a trustee and are commingled in a 
single trust fund. Despite the name, an employer does not have to have current or 
accumulated profits to make a contribution. The contribution formula can be based 


48 414(i). 
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a 4 Defined Benefit Plan and Defined Contribution Plan compared 


Defined Benefit Plan : o Defined Contribution Plan oe 


Includes a pension plan. ~ Includes profit sharing, stock Hoa money pee ae 
target benefit, qualified cash or deferred compensation, 
employee stock ownership plans, and some oolopsl 


plans. 
Determinable benefits based upon years of service and An account for each participant. Ultimate benefits depend 
average compensation. Benefits calculated by a formula. upon contributions and investment performance. 
Maximum annual benefits payable may not exceed the Maximum annual contribution to an account may not ~ 
smaller of (1) $195,000 (in 2009)* or (2) 100% of the exceed the smaller of (1) $49,000** (in 2009) or (2) 100% 
participant's average earnings in the three highest of the participant’s compensation (25% 
years of employment. for a profit sharing plan, money purchase plan, or 
stock bonus plan). 
Employer bears the investment risk and reward. Employee bears the investment risk and faenl 
Forfeitures must reduce subsequent funding costs and Forfeitures may be allocated to the accounts of remaining J 
cannot increase the benefits any participant can receive participants. 
under the plan. 
Subject to minimum funding requirement in order to Exempt from funding requirements. 
avoid penalties. 
Greater administrative and actuarial costs and greater Costs and reporting requirements less burdensome. 
reporting requirements. 
Subject to Pension Benefit Guaranty Corporation (PBGC) Not subject to PBGC plan termination insurance rules. 
plan termination insurance rules. 
More favorable to employees who are older when plan is More favorable to younger employees since, over a longer 
adopted since it is possible to fund higher benefits over a period, higher benefits may result. 


shorter period. 


*This amount is subject to indexing annually in $5,000 increments. 
**This amount is subject to indexing annually in $1,000 increments. 


on compensation, earnings, gross sales, or any other measurement chosen by the 
employer. 

In a profit sharing plan, a separate account is maintained for each participant. 
The plan must provide a definite, predetermined formula for allocating the contri- 
butions made to the trustee among the participants. Likewise, it must include a defi- 
nite, predetermined formula for distributing the accumulated funds after a fixed 
number of years, on the attainment of a stated age, or on the occurrence of certain 
events such as illness, layoff, retirement, or termination of the plan. A company is 
not required to contribute a definite, predetermined amount to the plan every year, 
although substantial and recurring contributions must be made to meet the perma- 
nency requirement. Forfeitures arising under this plan may be used to increase the 
individual accounts of the poe ine participants as long as these increases do not 
result in prohibited discrimination.” Benefits to employees may normally be distrib- 
uted through lump-sum payouts in a profit sharing plan. A § 401(k) cash or deferred 
arrangement plan is the most common type of profit sharing plan. 


Stock Bonus Plans 


A stock bonus plan is another form of deferred compensation. The employer establishes 
and maintains the plan in order to contribute shares of its stock. The contributions 
need not be dependent on the employer’s profits. A stock bonus plan is subject to the 


Reg. §§ 1.401-1(b) and 1.401-4(a)(1)(iii). 
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same requirements as a profit sharing plan for purposes of allocating and distributing 
the stock among the employees.° Also, as with profit sharing plans, benefits are paid 
out of each separate account, and participants bear the investment risks and rewards. 
Any benefits of the plan normally are distributable in the form of stock of the employer 
company, except that distributable fractional shares may be paid in cash. Employee 
stock ownership plans (ESOPs) may be either profit sharing or stock bonus plans. 


Cash Balance Plans 


A cash balance plan is a controversial hybrid form of pension plan that is similar in 
many aspects to a defined benefit plan. These plans are funded by the employer, 
and the employer bears the investment risks and rewards. Thus, the employer bears 
the mortality risk if an employee elects to receive benefits in the form of a lifetime 
annuity and lives beyond normal life expectancy. But like defined contribution 
plans, a cash balance plan accrues benefits to individual accounts. The benefits for 
an employee depend on how much builds up over time in the employee’s account 
and not on a formula based on years of service and preretirement pay. Cash balance 
plans are better for younger, mobile employees, and the companies save money by 
reducing pension payouts for older and longer-service employees. 


ETHICS 
& Eq re ty _ HIGH Pay For RIDING THE BENCH 
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An entry-level accountant earns about $55,000. In the 2007- made the minimum salary over the years riding the bench, 
2008 basketball season, Darrick Martin played in 17 NBA netting more than $10 million. Should Darrick be paid so 
games, scoring a total of 27 points for the Toronto Raptors. much for riding the bench? How about the entry-level 
His salary was $1,219,590, the league minimum for a 10-year accountant who “plays full-time”? 


veteran. Thus, he was paid: $45,170 per point scored. He has 


QUALIFICATION REQUIREMENTS 


To be qualified, and thereby to receive favorable tax treatment, a plan generally must 
satisfy the following requirements: 


e Exclusive benefit requirement. 

e Nondiscrimination requirements. 

e Participation and coverage requirements. 
e Vesting requirements. 

e Distribution requirements. 

e Minimum funding requirements. 


These qualification rules are highly technical and numerous. As a result, the IRS 
maintains a staggered determination letter request process that allows plan sponsors 
to file a plan document with the IRS for approval. A favorable determination letter 
(similar to a letter ruling) indicates that the form of the plan meets the qualification 
requirements and that the form of the plan’s trust meets the requirements for 
exemption. However, the ultimate qualification of the plan depends upon its actual 
administration and operations. Therefore, the operations of the plan should be 
reviewed periodically. Favorable determination letters have an expiration date with 
individually designed plans on a five-year schedule and preapproved plans on a six- 
year schedule. 

The IRS has an Employee Plans Compliance Resolution System (EPCRS) that 
allows sponsors of retirement plans to correct failures to satisfy requirements for a 


Reg. § 1.401-1(b)(1) (iii). 


LO.2 


Identify the qualification 


requirements for qualified 
plans. 
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period of time. By using this system to correct failures, plan sponsors can avoid dis- 
qualification and continue to provide employees with retirement benefits on a tax- 
favored basis. The components of EPCRS include the Self-Correction Program 
(SCP), the Voluntary Correction Program (VCP), and the Audit Closing Agreement 
Program (Audit CAP). 


Nondiscrimination Requirements 


The contributions and benefits under a plan must not discriminate in favor of highly 
compensated employees. A plan is not considered discriminatory merely because 
contributions and benefits are proportional to compensation.’ For example, a pen- 
sion plan that provides for the allocation of employer contributions based upon a 
flat 3 percent of each employee’s compensation would not be discriminatory solely 
because highly paid employees receive greater benefits. 


Participation and Coverage Requirements 


A qualified plan must provide, at a minimum, that all employees in the covered 
group who are 21 years of age are eligible to participate after completing one year of 
service. A year of service is generally defined as the completion of 1,000 hours of 
service within a measuring period of 12 consecutive months. As an alternative, where 
the plan provides that 100 percent of an employee’s accrued benefits will be vested 
upon entering the plan, the employee’s participation may be postponed until the 
later of age 21 or two years from the date of employment. Once the age and service 
requirements are met, an employee must begin participating no later than the earlier 
of the following: 


e The first day of the first plan year beginning after the date on which the 
requirements were satisfied. 
° Six months after the date on which the requirements were satisfied.® 


Ex eM PUR 2 ey Coffee Corporation has a calendar year retirement plan covering its employees. The 


corporation adopts the most restrictive eligibility rules permitted. Wilma, age 21, is 
hired on January 31, 2008, and meets the service requirement over the next 12 months 
(completes at least 1,000 hours by January 31, 2009). Wilma must be included in this 
plan no later than July 31, 2009, because the six-month limitation would be applicable. 
If the company had adopted the two-year participation rule, Wilma must be included 
in the plan no later than July 31, 2010. = 


Since a qualified plan must be primarily for the benefit of employees and be non- 
discriminatory, the plan has to cover a reasonable percentage of the company 
employees. A plan will be qualified only if it satisfies one of the following tests:” 


° The plan benefits a percentage of non-highly compensated employees 
equal to at least 70 percent of the percentage of highly compensated 
employees benefiting under the plan (the ratio percentage test). 

e The plan meets the average benefits test, which is described below. 


If a company has no highly compensated employees, the retirement plan will auto- 
matically satisfy the coverage rules. 

To satisfy the average benefits test, the plan must benefit any employees who qualify 
under a classification set up by the employer and found by the Secretary of the 
Treasury not to be discriminatory in favor of highly compensated employees (the 
classification test). In addition, the average benefit percentage for non-highly com- 
pensated employees must be at least 70 percent of the average benefit percentage 
for highly compensated employees. The average benefit percentage means, with respect 
to any group of employees, the average of the benefit percentages calculated 


*§§ 401(a)(4) and (5). °§ 410(b). 
®§§ 410(a)(1)(A) and (B) and 410(a)(4). 


aap ae 
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separately for each employee in the group. The term benefit percentage means the 
employer-provided contributions (including forfeitures) or benefits of an employee 
under all qualified plans of the employer, expressed as a percentage of that employ- 
ee’s compensation. 

An employee is a highly compensated employee if, at any time during the year or 
the preceding year, the employee satisfies either of the following:'° 


e Wasa 5 percent owner of the company. 

e Received more than $110,000 (in 2009) in annual compensation from the 
employer and was a member of the top-paid group of the employer.'! 
The top-paid group clause is applicable only if the employer elects to have 
it apply. An employee whose compensation is in the top 20 percent of the 
employees is a member of the top-paid group. 


An additional minimum participation test must also be met for some plans. A plan 
must cover at least 40 percent of all employees or, if fewer, at least 50 employees on 
one representative day of the plan year. In determining all employees, nonresident 
aliens, certain union members, and employees not fulfilling the minimum age or 
years-of-service requirement of the plan may be excluded.’ 
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Assume that Rust Corporation's retirement plan automatically meets the 70% test (the EXAMI TEs 


ratio percentage test) because 70% of all non-highly compensated employees benefit. 
The company has 100 employees, but only 38 of these employees are covered by the 
plan. Therefore, this retirement plan does not meet the minimum participation 
requirement. @ 


Vesting Requirements 


The purpose of the vesting requirements is to protect an employee who has worked a 
reasonable period of time for an employer from losing employer contributions 
because of being fired or changing jobs. An employee’s right to accrued benefits 
derived from his or her own contributions to a defined benefit plan must be nonfor- 
feitable from the date of contribution. The accrued benefits derived from employer 
contributions must be nonforfeitable in accordance with one of two alternative mini- 
mum vesting schedules or an even more generous vesting schedule. 

To satisfy the first alternative, a participant must have a nonforfeitable right to 
100 percent of his or her accrued benefits derived from employer contributions 
upon completion of not more than five years of service (five-year or cliff vesting). 
The second alternative is satisfied if a participant has a nonforfeitable right at least 
equal to a percentage of the accrued benefits derived from employer contributions 
as depicted in Table 19.1 ( graded vesting). Of the two alternatives, cliff vesting mini- 
mizes administration expenses for a company and provides more vesting for a long- 
term employee. 


Mitch has six years of service completed as of February 2, 2009, his employment anni- 
versary date. If his defined benefit plan has a five-year (cliff) vesting schedule, 100% of 
Mitch's accrued benefits are vested. If the plan uses the graded vesting rule, Mitch's 


nonforfeitable percentage is 80%. & 


After 2006, defined contribution plans also must satisfy one of the following mini- 
mum vesting schedules: two- to six-year graded vesting as shown in Table 19.2, three- 
year cliff vesting, or an even more generous vesting schedule. 


%§§ 401(a)(4) and 414(q). 
“The $110,000 amount is indexed annually in $5,000 increments. 


EXAMPLE 4 


288 401(a)(26) and 410(b)(3) and (4). 


hae 
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TABLE 19.1 Three- to Seven-Year Vesting 


$e 


Years of Service Nonforfeitable Percentage 
Baca attache A il al Sd I ale ie Pe Sens A ee 


3 20% 
4 40% 
5 60% 
6 
7 


80% 
or more 100% 


TABLE 19.2 Two- to Six-Year Vesting 


Years of Service Nonforfeitable Percentage 


2 20% 
3 40% 
4 60% 
5 80% 
6 or more 100% 


y 
~ 
* 


DEX AMET E So Millie has five years of service completed as of February 2, 2009, her employment anni- 


versary date. If her defined contribution plan uses three-year cliff vesting, Millie must 
be 100% vested. Under a two- to six-year vesting plan, Millie must be 80% vested. 


Distribution Requirements 


Uniform minimum distribution rules exist for all qualified defined benefit and defined 
contribution plans, traditional Individual Retirement Accounts (IRAs) and annu- 
ities, unfunded deferred compensation plans of state and local governments and 
tax-exempt employers, and tax-sheltered custodial accounts and annuities. Distribu- 
tions to a participant must begin by April 1 of the calendar year following the later of 
(1) the calendar year in which the employee attains age 70% or (2) the calendar year 
in which the employee retires. Thus, an employee can delay receiving distributions 
until retirement. However, distributions to a 5 percent owner or a traditional IRA 
holder must begin no later than April | of the calendar year following the year in 
which the 5 percent owner or the IRA holder reaches age 70%.'* A holder of a Roth 
IRA does not have to take a distribution by April 1 of the calendar year following the 
calendar year in which the holder attains age 70. That is, the holder of a Roth IRA 
is not required to begin receiving distributions at any point in time during his or 
her life. 

Minimum annual distributions must be made over the life of the participant or 
the lives of the participant and a designated individual beneficiary. The amount of 
the required minimum distribution for a particular year is determined by dividing 
the account balance as of December 31 of the prior year by the applicable life ex- 
pectancy. The life expectancy of the owner and his or her beneficiary is based upon 
the expected return multiples in the Regulations, using ages attained within the cal- 
endar year the participant reaches age 70%4."4 


8§ 401(a)(9). “Reg. § 1.729. Refer to Chapter 4. 


Compensation does not necessarily come in the form of sal- 
ary, bonuses, or stock options. Athletes such as Tiger Woods, 
David Beckham, and Michael Jordan receive huge sums of 
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THE BILLION DOLLAR Haman PorpolseE? 


Can this Olympics swimming star come close to Tiger 
Woods who may become the first billionaire athlete in 
2010? Michael Phelps will be only 27 when the London 
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taxable monies from endorsements. 

After 23-year-old Michael Phelps won eight swimming 
gold medals in the Beijing Olympics Water Cube in 2008, an 
Australian celebrity agent Max Markson called him a 
“billion dollar man.” Said Markson, “He won't have to get a 
job ever. He can live off this for 50 years.” 


Olympics begin. Stay tuned! 


Source: Adapted from Jim White, “2008 Beijing Olympics: Michael 
Phelps the Machine Targets London 2012,” www.telegraph.co.uk/ 
sports/othersports/olympics. 


Beth reaches age 70¥2 in 2009, and she will also be age 71 in 2009. Her retirement 


account has a balance of $120,000 on December 31, 2008. If Beth is retired, a 5% 
owner, or the holder of a traditional IRA, she must withdraw $7,843 ($120,000 + 15.3) 
for the 2009 calendar year, assuming her multiple is 15.3. This distribution need not be 
made until April 1, 2010, but a second distribution must be made by December 31, 
2010. 


Failure to make a minimum required distribution to a particular participant 
results in a 50 percent nondeductible excise tax on the excess in any taxable year of 
the amount that should have been distributed over the amount that actually was 
distributed. The tax is imposed on the individual required to take the distribu- 
tion (the payee).'° The Secretary of the Treasury is authorized to waive the tax 
for a given taxpayer year if the taxpayer is able to establish that the shortfall is 
due to reasonable error and that reasonable steps are being taken to remedy the 
shortfall. 

If a taxpayer receives an early distribution from a qualified retirement plan, a 
10 percent additional tax is levied on the full amount of any distribution includible 
in gross income.'® For this purpose, the term qualified retirement plan includes a quali- 
fied defined benefit plan or defined contribution plan, a tax-sheltered annuity or 
custodial account, or a traditional IRA. The following distributions, however, are not 
treated as early distributions: 


e Distributions made on or after the date the employee attains age 59//. 

e Distributions made to a beneficiary (or the estate of an employee) on or 
after the death of the employee. 

e Distributions attributable to the employee’s being disabled. 

e Distributions made as part of a scheduled series of substantially equal per- 
iodic payments (made not less frequently than annually) for the life of 
the participant (or the joint lives of the participant and the participant’s 
beneficiary). 

e Distributions made to an employee after separation from service because 
of early retirement under the plan after attaining age 55. This exception 
to early distribution treatment does not apply to a traditional IRA. 

e Distributions used to pay medical expenses to the extent that the 
expenses are deductible under § 213 (determined regardless of whether 
or not the taxpayer itemizes deductions). 


8g 4974(a). § 72(t). See Ltr.Rul. 8837071. 
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TE ee ROE EE ERE SES EO CEN TUE MIEN Sa Sa DRO 
Coverite EXPATRIATE EMPLOYEES 


Can an employer cover individual employed outside the United States ina preiitied: oar 
retirement plan? This question often arises when an employee is transferred from the 
United States to a foreign affiliate of the employer. 

The hurdle to overcome is the exclusive benefit rule in § 401(a): the qualified plan 
must be maintained for the exclusive benefit of the employees of the company that 
sponsors the plan. 

If a company conducts its foreign operations through branches that are part of the 
U.S. entity, the employee can qualify for the plan. Likewise, all employees of all corpo- 
rations that are members of a controlled group of corporations can be covered. A con- 
trolled group would include both a brother-sister group and a parent-subsidiary group. 


GLOBAL 
Tax Issues | 


ees 


e IRA distributions that are used to pay qualified higher education 
expenses of the taxpayer, the spouse, or any child or grandchild of the 
taxpayer or the taxpayer’s spouse. 

e IRA distributions up to $10,000 that are used to pay expenses incurred by 
qualified first-time homebuyers. 


Minimum Funding Requirements 


Minimum funding requirements apply to defined benefit plans, money purchase 
plans, and target benefit plans to regulate the amount that an employer must con- 
tribute to ensure that the plan is properly funded. The amount of contributions 
required for a plan year is the amount needed to fund benefits earned during a plan 
year (e.g., normal costs) plus the portion of other liabilities that are amortized over a 
period of years (e.g., investment losses). A special account called a funding standard 
account is required, and contribution amounts are determined under one of several 
acceptable actuarial cost methods. A tax equal to 10 percent of the aggregate unpaid 
required contribution is imposed on a single-employer plan (5 percent for a multi- 
employer plan). If an accumulated funding deficit is not corrected, a 100 percent 
tax is imposed.’ 


TAX CONSEQUENCES TO THE EMPLOYEE AND EMPLOYER 


L0.3 


’ Discuss the tax consequences of In General 

qualified plans. Although employer contributions to qualified plans are generally deductible imme- 
diately (subject to contribution and deductibility rules), these amounts are not sub- 
ject to taxation until distributed to employees.'® If benefits are paid with respect to 
an employee (to a creditor of the employee, a child of the employee, etc.), the bene- 
fits paid are treated as if paid to the employee. When benefits are distributed to 
employees, or paid with respect to an employee, the employer does not receive 
another deduction. 

The tax benefit to the employee amounts to a substantial tax deferral and may be 
viewed as an interest-free loan from the government to the trust fund. Another 
ee of a qualified plan is that any income earned by the trust is not taxable to 
the trust.'? Employees, in effect, are taxed on such earnings when they receive the 
retirement benefits. 

The taxation of amounts received by employees in periodic or installment pay- 
ments is generally subject to the annuity rules in § 72 (refer to Chapter 4). In any 


"§ 412. 198 501 (a). 
8§ 402(a)(1). 
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situation where employee contributions have been subject to tax previously, they are 
included in the employee’s investment in the contract. Two other alternative options 
generally are available for benefit distributions. A taxpayer may (1) receive the distri- 


bution in a lump-sum payment or (2) roll over the benefits into an IRA or another 
qualified employer retirement plan. 


Lump-Sum Distributions ‘from Qualified Plans 


A lump-sum distribution occurs when an employee receives his or her entire payout 
from a qualified plan in a single payment rather than receiving the amount in install- 
ments. The annuity rules do not apply to a lump-sum distribution. All such payments 
are thrown into one year. Since lump-sum payments have been accumulated over a 
number of years, bunching retirement benefits into one taxable year may impose a 
high tax burden because of progressive rates. To overcome this bunching effect, for 
many years the tax law has provided favorable treatment for certain lump-sum distri- 
butions. Major changes were made in the lump-sum distribution rules by TRA of 
1986. Transitional provisions allow a participant who reached age 50 before January 
1, 1986 (born before 1936), to elect the pre-1987 rules on a limited basis. These pre- 
1987 rules permit a 10-year forward averaging technique and a limited capital gain 
allocation.*” 


Rollover Treatment 


A taxpayer who receives a distribution can avoid current taxation by rolling the dis- 
tribution into another qualified employer retirement plan or into an IRA.”! The tax- 
ation of the distribution is deferred until distributions are made from the recipient’s 
qualified employer retirement plan or IRA. The rollover can be direct with the bal- 
ance in the account going directly from a qualified employer retirement plan to 
another qualified employer retirement plan or an IRA (sometimes called a conver- 
sion). The rollover can be indirect with the proceeds going to the taxpayer who has 
60 days to transfer the proceeds into another qualified employer retirement plan or 
an IRA. One can use an indirect rollover to borrow from an IRA, but the “loan” must 
be fully reinvested in another retirement plan or IRA within the 60-day window. A 
benefit of the direct rollover is that it is not subject to the 20 percent withholding ap- 
plicable to indirect rollovers.7* 


LIMITATIONS ON CONTRIBUTIONS TO AND BENEFITS FROM 
QUALIFIED PLANS 


In General 

The annual limitations on contributions to and benefits from qualified plans appear- 
ing in § 415 must be written into a qualified plan. Section 404 sets the limits on 
deductibility applicable to the employer. The limit on the amount deductible under 
§ 404 may have an impact on the amount the employer is willing to contribute. In 
fact, a defined benefit plan or defined contribution plan is not allowed a deduction 
for the amount that exceeds the § 415 limitations.”° 


Defined Contribution Plans 

Under a defined contribution plan, the annual addition to an employee’s account can- 
not exceed the smaller of $49,000 (in 2009) or 100 percent of the employee’s com- 
pensation.” However, this individual percentage limitation of 100 percent normally 
is not attainable for small plans because the employer’s deduction limit cannot 
exceed 25 percent of eligible compensation for all participants. The $49,000 amount 


is indexed (in $1,000 increments) a 


2g 402(e)(1)(C) of the IRC of 1954. "§ 404(j). 
* res asin 2488 415(c) and (d). 
*§ 3405(c). ™§ 415(d)(4). 


L0.4 


Calculate the limitations on 


contributions to and benefits 
from qualified plans. 
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Defined Benefit Plans 
Under a defined benefit plan, the annual benefit payable to an employee is limited to 
the smaller of $195,000 (in 2009)”° or 100 percent of the employee’s average com- 
pensation for the highest three years of employment. This benefit limit is subject to _ 
a $10,000 de minimis floor. The $195,000 limitation is reduced actuarially if the bene- 
fits begin before the Social Security normal retirement age (currently age 65 and 
10 months) and is increased actuarially if the benefits begin after the Social Security 
normal retirement age. The dollar limit on annual benefits ($195,000) is reduced by 
one-tenth for each year of participation under 10 years by the employee. Further- 
more, the 100 percent of compensation limitation and the $10,000 de minimis floor 
are reduced proportionately for a participant who has less than 10 years of service 
with the employer.”” 


[EXAMPLE 7 (| Adam's average compensation for the highest three years of employment is $87,000. 


The defined benefit plan would not qualify if the plan provides for benefits in excess of 
the smaller of (1) $87,000 or (2) $195,000 for Adam in 2009 (assuming normal retire- 
ment age). # 


PARE EES Peggy has participated for four years in a defined benefit plan and has six years of serv- 


ice with her employer. Her average compensation for the three highest years is 
$60,000. Her four years of participation reduce her dollar limitation to $78,000 
($195,000 x 4/10). Her six years of service reduce her 100% of compensation limitation 
to 60%. Therefore, her limit on annual benefits is $36,000($60,000 x 60%). = 


The amount of compensation that may be taken into account under any plan is 
limited to $245,000 (in 2009).?° Thus, the benefits highly compensated individuals 
receive may be smaller as a percentage of their pay than those received by non- 
highly compensated employees. 


EXAMELSE 2 Swan Corporation has a defined contribution plan with a 10% contribution formula. 


An employee earning less than $245,000 in 2009 would not be affected by this includi- 
ble compensation limitation. However, an employee earning $490,000 in 2009 would 
have only 5% of compensation allocated to his or her account because of the $245,000 
limit on includible compensation. # 


The maximum deduction a corporation is permitted for contributions to pension 
plans may be determined by either of two methods. First, an aggregate cost method 
allows an actuarially determined deduction based on a level amount, or a level per- 
centage, of compensation over the remaining future service of covered participants. 
Second, the employer is permitted to deduct the so-called normal cost plus no more 
than 10 percent of the past service costs. The normal cost represents the estimated 
contribution required associated with work performed by employees in the current 
year. Past service costs are costs relating to the inception of the plan and costs that 
result from changes in the retirement plan. 

The employer’s contribution is deductible in the tax year such amounts are allo- 
cated or credited to the pension trust. However, both cash and accrual basis employ- 
ers may defer the payment of contributions with respect to any tax year until the 
date fixed for filing the taxpayer’s Federal income tax return for that year (including 
extensions) .”” In effect, the corporation is allowed a deduction to the extent it is 
compelled to make such contributions to satisfy the funding requirement. If an 
amount in excess of the allowable amount is contributed in any tax year, the excess 
may be carried forward and deducted in succeeding tax years (to the extent the 


**This amount is indexed annually in $5,000 increments. 88§ 401(a)(17) and 404(1). This amount is indexed in $5,000 increments. 
*§ 415(b). °8§ 404(a)(1) and (6). 
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carryover plus the succeeding year’s contribution does not exceed the deductible 
limitation for that year) .*° 


During 2009, Green Corporation contributes $17,500 to its qualified pension plan. NE EXAMPLE 10000 
mal cost for this year is $7,200, and the amount necessary to pay retirement benefits on 

behalf of employee services before 2009 is $82,000 (past service costs). The corpora- 

tion’s maximum deduction is $15,400. This amount consists of the $7,200 normal cost 

plus 10% ($8,200) of the past service costs. The corporation has a $2,100 [$17,500 (con- 

tribution) — $15,400 (deduction)] contribution carryover. @ 


Assume in the previous example that Green Corporation has normal cost of SRR EXAMPLE 1100 


2010 and contributes $10,000 to the pension trust. The corporation’s maximum deduc- 
tion would be $15,400. Green Corporation may deduct $12,100, composed of this 
year’s contribution ($10,000) plus the $2,100 contribution carryover. ™ 


A 10 percent excise tax is imposed on nondeductible contributions. The tax is lev- 
ied on the employer making the contribution. The tax applies to nondeductible con- 
tributions for the current year and any nondeductible contributions for the 
preceding year that have not been eliminated by the end of the current year (as a 
carryover or by being returned to the employer in the current year).”! 


Profit Sharing and Stock Bonus Plan Limitations 


The maximum deduction permitted to an employer each year for contributions to 
profit sharing and stock bonus plans is 25 percent of the compensation paid or 
accrued with respect to plan participants in the aggregate. The maximum amount of 
compensation for an employee that may be taken into account under a plan for 
deduction calculations or any other purposes is $245,000 (in 2009), and the maxi- 
mum deduction allowed is $49,000 (in 2009). Any nondeductible excess, a so-called 
contribution carryover, may be carried forward indefinitely and deducted in subse- 
quent years. The maximum deduction in any succeeding year is 25 percent of all 
compensation paid or accrued in the aggregate during that taxable year.” 


§ 401(k) Plans 


In General 
A § 401(k) plan allows participants to elect either to receive up to $16,500 (in 2009)** 
in cash (taxed currently) or to have a contribution made on their behalf to a profit 
sharing or stock bonus plan. The plan may also be in the form of a salary-reduction 
agreement between an eligible participant and an employer under which a contribu- 
tion will be made only if the participant elects to reduce his or her compensation or 
to forgo an increase in compensation. 

Any pretax amount elected by the employee as a plan contribution is not includi- 
ble in gross income in the year of deferral and is 100 percent vested. Any employer 
contributions are tax deferred until distributed, as are earnings on contributions in 


the plan. 


EXAMPLE 12 


Sam participates in a § 401(k) plan of his employer. The plan permits the participants to 
choose between a full salary or a reduced salary where the reduction becomes a 
before-tax contribution to a retirement plan. Sam elects to contribute 10% of his an- 
nual compensation of $30,000 to the plan. Income taxes are paid on only $27,000. No 


30 ( > — ments in years after 2006. The amount was $12,000 for 2003; $13,000 for 
: ee joe 2004; $14,000 for 2005; $15,000 for 2006; $15,500 for 2007; and $15,500 for 
31§ 4972. Bas 
*°8§ 404(a)(3)(A) and (a)(7). 
§8§§ 402(¢)(1) and (4). Starting in 2003, this amount was increased in $1,000 
increments until it reached $15,000 in 2006. It is indexed in $500 incre- 
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Ps Fe ee NS ee ES 
GLOBAL REMERON Approach 


A multinational firm may find it dearable to develop a global remuneration strategy. ‘ iS 
According to Bowker Consulting LEC HOLS, a nonglobal remuneration enbiesdt is 


has several disadvantages: 


GLOBAL 
Tax Issues 


e U.S. compensation and benefit programs are “imposed worldwide, 
without regard to local laws, employee expectations, and competitive f 
practices. 

® U.S. compensation and benefit programs are layered on top of local pro- 
grams, resulting in a confusing and often overly generous total remunera- 
tion package. ; 

@ Perceived “U.S.” philosophy and principles that might sa important 
global application if properly communicated may be rejected in favor of 
local programs that do not reflect overall business objectives, performance 
standards, and corporate values. 

® An “us against them” attitude may develop between the corporation a 


and local employees, preventing constructive dialogue in creating : 
and implementing an appropriate rewards structure for a particular { 
country. _ 


Source: Adapted from www.bowkerconsulting.com/services. 


income taxes are paid on the $3,000—or on any earnings—until it is distributed from 
the plan to Sam. The main benefit of a § 401(k) plan is that Sam can shift a portion of 
his income to a later taxable year. @ 


The maximum annual elective contribution to a § 401(k) plan is $16,500 (in 
2009), but that amount is reduced dollar-for-dollar by other salary-reduction contri- 
butions to tax-sheltered annuities, simplified employee pension plans, and § 401(k) 
plans. Elective contributions in excess of the maximum limitation are taxable in the 
year of deferral. These amounts may be refunded from the plan tax-free before April 
15 of the following year. Excess amounts not timely distributed will be double-taxed 
because they will be taxable in the year of distribution, even though they were 
included in income in the year of deferral. Annual elective contributions are also 
limited by complicated nondiscrimination requirements designed to encourage par- 
ticipation by non-highly compensated employees and by the general defined contri- 
bution plan limitations. 

A person who has attained age 50 by the end of the tax year can make catch-up 
contributions of $1,000 for 2002, $2,000 for 2003, $3,000 for 2004, $4,000 for 2005, 
and $5,000 for 2006 and thereafter.** 


EXAMPLE 1: 


Heather is age 57 in 2009. Heather is able to make additional catch-up elective defer- 
rals of $1,000 for 2002 (beyond the $11,000 limit), $2,000 for 2003 (beyond the 
$12,000 limit), $3,000 for 2004 (beyond the $13,000 limit), $4,000 for 2005 (beyond 
the $14,000 limit), $5,000 for 2006 (beyond the $15,000 limit), $5,000 for 2007 (beyond 
the $15,500 limit), $5,000 for 2008 (beyond the $15,500 limit), and $5,500 for 2009 
(beyond the $16,500 limit). = 


“The $5,000 amount is indexed in $500 increments in 2007 and thereafter. 
For 2007 and 2008, the amount remained at $5,000. For 2009, the amount 
increases to $5,500. 


The good news for employees who have not taken advantage _ 


_ of their employer's § 401(k) pension plan is that sponsors can 
now automatically sign up employees in defined contribution 
§ 401(k) plans without written authorization and increase the 
amount of salary that employees may defer. The participants 
have 90 days to opt out of the pension plan and receive a 
refund. Companies that do not provide timely notice to employ- 
ees regarding their automatic enrollment in § 401(k) plans may 


. Automatic Sian-Up FOR § 401(k) PLANs INCREASES Comma. oe 
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The bad news is that the added costs can be prohibitive 


_ for employers. There are estimates that automatic enroll- _ 


ment can increase a company’s § 401(k) costs by 20 to 30 per- 
cent. For a large company, boosting participation from _ 
72 percent to 90 percent could require the company to pro- 
vide additional matching funds of $17.6 millionayear. __ 


Fee 
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Source: Adapted from Russ Banham, “Serving Employees, at a Price,” ae 


be fined $1,100 per day by the U.S. Department of Labor. CFO, July/August 2008, pp. 77-78. 


A 10 percent excise tax is imposed on the employer for excess elective deferral 
contributions not withdrawn from the plan within 2% months after the close of the 
plan year. The plan may lose its qualified status if these excess contributions (and 
any related income) are not withdrawn by the end of the plan year following the 
plan year in which the excess contributions were made.*” 


Carmen, age 36, is an employee of a manufacturing corporation. She defers $18,500 in a ES ee 


§ 401(k) plan in 2009. The $2,000 excess over the $16,500 limit, along with the appropri- 
ate earnings, must be returned to Carmen by April 15, 2010. This $2,000 excess amount 
plus related income is taxable to her in 2009 and will be taxed again upon distribution (if 
made after April 15, 2010). There will be a 10% tax on Carmen’s employer on any excess 
contributions not returned within 2/2 months after the close of the plan year. ™ 


For self-employed individuals, matching contributions are not treated as elective 
contributions under a cash or deferred election.*® Beginning in 2008, there is a 
qualified automatic enrollment arrangement (QAEA), whereby companies may 
automatically enroll employees in a § 401(k) plan with a prescribed percentage (not 
to exceed 10 percent) of the employee’s pay automatically withdrawn from each pay- 
check (unless the employee elects otherwise). This stated percentage must be 
applied uniformly to all eligible employees. 

If certain requirements are met, the plan administrator may choose the invest- 
ments for the participants and be protected from liability involving investment 
choices. A § 401(k) plan consisting solely of contributions made under a QAEA also 
is exempt from the top-heavy rules.®’ Finally, after 2009, small employers may estab- 
lish a combined defined benefit/§ 401(k) plan (a DB/K plan); the § 401(k) compo- 
nent of the DB/K plan must have automatic enrollment, with an employee being 
treated as having elected to make deferrals of 4 percent of pay, and must pase a 
minimum match of 50 percent of elective deferrals up to 4 percent of pay.” 


SIMPLE Plans 

Employers with 100 or fewer employees who do not maintain another qualified 
retirement plan may establish a savings incentive match plan for employees (SIMPLE 
plan).*° The plan can be in the form of a § 401(k) plan or an IRA. A SIMPLE 
§ 401(k) plan is not subject to the nondiscrimination rules that are normally applica- 


ble to § 401(k) plans. 


88§ 414(x) and ERISA § 210(e). 


%§ 4979(a). 8 408(p). 


°Prop.Reg. § 1.401(k)—1(a)(6)(i1). 
878§ 401(a)(3)(G), 401(k)(8)(E), 401(k)(13), 401(m)(6)(A), 401(m)(12), and 
414(w). 
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All employees who received at least $5,000 in compensation from the employer 
during any two preceding years and who reasonably expect to receive at least $5,000 
in compensation during the current year must be eligible to participate in the plan. 
The decision to participate is up to the employee. A self-employed individual may 
also participate in the plan. 

The contributions made by the employee (a salary-reduction approach) must be 
expressed as a percentage of compensation rather than as a fixed dollar amount. 
The SIMPLE plan must not permit the SIMPLE elective employee contribution for 
the year to exceed $11,500 (in 2009).*° The SIMPLE elective deferral limit is in- 
creased under the catch-up provision for employees age 50 and over. The amount 
is $500 for 2002, $1,000 for 2003, $1,500 for 2004, $2,000 for 2005, and $2,500 for 
2006 and thereafter. The $2,500 amount is indexed for inflation in $500 increments 
beginning in 2007 (remains at $2,500 for 2007, 2008, and 2009). 

Generally, the employer must either match elective employee contributions up to 
3 percent of the employee’s compensation or provide nonmatching contributions of 
2 percent of compensation for each eligible employee. Thus, the maximum amount 
that may be contributed to the plan for an employee under age 50 for 2009 is 
$18,850 [$11,500 employee contributions + $7,350 ($245,000 compensation ceiling 
x 3%) employer match]. 7 

No other contributions may be made to the plan other than the employee elective 
contribution and the required employer matching contribution (or nonmatching 
contribution under the 2 percent rule). All contributions are fully vested. An 
employer is required to make the required matching or nonmatching contributions 
to a SIMPLE § 401(k) plan once it is established, whereas an employer’s contribu- 
tions to a traditional § 401(k) plan generally may be discretionary. 

An employer’s deduction for contributions to a SIMPLE § 401(k) plan is limited 
to the greater of 25 percent of the compensation paid or accrued or the amount that 
the employer is required to contribute to the plan. Thus, an employer may deduct 
contributions to a SIMPLE § 401(k) plan in excess of 25 percent of the $245,000 sal- 
ary cap. A traditional § 401(k) plan is limited to 25 percent of the total compensation 
of plan participants for the year (excluding age 50 catch-ups). 

An employer is allowed a deduction for matching contributions only if the contri- 
butions are made by the due date (including extensions) for the employer’s tax 
return. Contributions to a SIMPLE plan are excludible from the employee’s gross 
income, and the SIMPLE plan is tax-exempt. 


 EXAMELE. 18000 205 The Mauve Company has a SIMPLE plan for its employees under which it provides non- 


matching contributions of 2% of compensation for each eligible employee. The maxi- 
mum amount that can be added to each participant’s account in 2009 is $16,400, 
composed of the $11,500 employee salary reduction plus an employer contribution of 
$4,900($245,000 x 2%). = 


Distributions from a SIMPLE plan are taxed under the IRA rules. Tax-free roll- 
overs can be made from one SIMPLE account to another. A SIMPLE account can be 
rolled over to an IRA tax-free after the expiration of a two-year period since the indi- 
vidual first participated in the plan. Withdrawals of contributions during the two- 
year period beginning on the date an employee first participates in the SIMPLE plan 
are subject to a 25 percent early withdrawal tax rather than the 10 percent early with- 
drawal tax that otherwise would apply. 


Designated Roth Contributions 


Starting in 2006, § 401(k) plans and § 403(b) plans may be amended to permit 
employees to irrevocably designate some or all of their future salary deferral 


“For 2004, the limit was $9,000. The $10,000 amount for 2005 is indexed for remained at $10,000. For 2007 and 2008, it increased to $10,500. 
inflation in $500 increments in 2006 and thereafter. For 2006, the amount § 408(p)(2)(E)(i). 
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contributions as Roth § 401(k) or Roth § 403(b) contributions.*! These designated 
amounts are currently includible in the employee’s gross income and are main- 
tained in a separate plan account. The earnings on these elective contributions build 
up in the plan on a tax-free basis. Future qualified distributions made from desig- 
nated contributions are excludible from gross income. The adjusted gross income 
(AGI) limitation (discussed later in the chapter) does not apply to these designated 
contributions, so a Roth § 401(k) should be attractive to highly paid officers and 
employees. 

Roth § 401(k)s must comply with the nondiscrimination requirements. The con- 
tributions are treated like regular § 401(k) contributions for other purposes and 
may not exceed the annual limitation ($16,500 in 2009) without regard to any catch- 
up contributions. A person should be able to roll a designated Roth contributions 
(DRCs) account into another designated Roth account or into a Roth IRA to pre- 
serve the tax-free nature of the account after age 70% and to avoid the minimum dis- 
tribution requirements. A “qualified distribution” from a designated Roth account 
is a distribution that is made after the person has participated for five years and that 
occurs on or after the date the person attains age 5914, dies, or becomes disabled. If 
a distribution is not a qualified distribution, such a distribution is taxable to the par- 
ticipant (or a beneficiary) to the extent it consists of earnings (in a pro rata 
manner). 


A designated Roth account has $18,800 of DRCs and $1,200 of earnings. If a qualified ESRAMPER 16 | 


distribution of $10,000 is made to the participant, the entire amount is excluded from 
gross income. However, if the distribution is not a qualified distribution, $9,400 is a 
return of capital (excluded from gross income), but a pro rata amount of $600 is 
included in gross income [($10,000 + $20,000) x $1,200]. = 


19.2 RETIREMENT PLANS FOR SELF-EMPLOYED 


INDIVIDUALS 
Self-employed individuals (e.g., partners and sole proprietors) and their employees LO.5 
are eligible to receive qualified retirement benefits under the SIMPLE plans Understand heatehacuien 
described previously or under what are known as H.R. 10 (Keogh) plans. Because of (Keogh plan) available to a self- 
contribution limitations and other restrictions, self-employed plans previously were employed person. 


less attractive than corporate plans. Contributions and benefits of a self-employed 
person now are subject to the general corporate provisions, putting self-employed 
persons on a parity with corporate employees. Consequently, Keogh plans can pro- 
vide a self-employed person with an adequate retirement base. 

A variety of funding vehicles can be used for Keogh investments, such as mutual 
funds, annuities, real estate shares, certificates of deposit, debt instruments, com- 
modities, securities, and personal properties. Investment in most collectibles is not 
allowed in a self-directed plan. When an individual decides to make all investment 
decisions, a self-directed retirement plan is established. However, the individual may 
prefer to invest the funds with a financial institution such as a broker, a bank, or a 


savings and loan institution. 


COVERAGE REQUIREMENTS 

Generally, the corporate coverage rules apply to Keogh plans. Thus, the ratio per- 
centage and average benefits tests previously discussed also apply to self-employed 
plans.*” An individual covered under a qualified corporate plan as an employee may 
also establish a Keogh plan for earnings from self-employment. 


ag 402A. "§ 401(d). 
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CONTRIBUTION LIMITATIONS 


A self-employed individual may annually contribute the smaller of $40 O00 (in 2009) 
or 100 percent of earned income to a defined contribution Keogh plan. However, if 
the defined contribution plan is a profit sharing plan or stock bonus plan, a 25 per- 
cent deduction limit applies. Under a defined benefit Keogh plan, the annual benefit 
payable to an employee is limited to the smaller of $195,000 (in 2009) or 100 percent 
of the employee’s average compensation for the three highest years of employ- 
ment.** An employee includes a self-employed person. 

Earned income refers to net earnings from self-employment as defined in 
§ 1402(a).*° Net earnings from self-employment means the gross income derived by 
an individual from any trade or business carried on by that individual, less appropri- 
ate deductions, plus the distributive share of income or loss from a partnership.*© 
Earned income is reduced by contributions to a Keogh plan on the individual’s 
behalf and by 50 percent of any self-employment tax.*” 


ERAN ELE ea Pat, a partner, has earned income of $150,000 in 2009 (after the deduction for one-half 


of self-employment tax). The maximum contribution Pat may make to a defined contri- 
bution Keogh plan is $49,000, the lesser of $150,000 or $49,000. @ 


For discrimination purposes, the 25 percent limitation on the employee contribu- P 
tion to a profit sharing plan or stock bonus plan is computed on the first $245,000 
(in 2009) of earned income. Thus, the maximum contribution in 2009 is $49,000 
($245,000 — .25X = X; X = $196,000). Therefore, $245,000 — $196,000 = $49,000. 
Alternatively, this can be calculated by multiplying $245,000 by 20 percent. 


P EXAMPLES zal SSE Terry, a self-employed accountant, has a profit sharing plan with a contribution rate of 


15% of compensation. Terry's earned income after the deduction of one-half of self- 
employment tax, but before the Keogh contribution, is $250,000. Terry’s contribution 
is limited to $31,957 ($245,000 — .15X = X), since X = $213,043 and .15 x $213,043 = 
$31,957. = 


Although a Keogh plan must be established before the end of the year in ques- 
tion, contributions may be made up to the normal filing date for that year. 


19.3 INDIVIDUAL RETIREMENT ACCOUNTS 
(IRAs) _ 


Rae RR 


L0.6 GENERAL RULES 


Describe the benefits of the : ? : 
Hiferant tyoes of Individual Employees not covered by another qualified plan can establish their own tax- 


Retirement Accounts (IRAs). deductible Individual Retirement Accounts (IRAs). For years 2005-2007, the contribu- 
tion ceiling was the smaller of $4,000 (or $8,000 for spousal IRAs) or 100 percent of 
compensation. For 2008 and 2009, the contribution ceiling is the smaller of $5,000 
(or $10,000 for spousal IRAs) or 100 percent of compensation.*® The contribution 
ceiling applies to all types of IRAs (traditional deductible, traditional nondeductible, 
and Roth). 

An individual who attains the age of 50 by the end of the tax year can make addi- 
tional catch-up IRA contributions. The maximum contribution limit is increased by 
$500 for the period 2002 through 2005 and $1,000 for years after 2005. 


*§ 415(c)(1). *8§ 401(c)(2)(A)(v) and 164(f). 
“§ 415(b)(1). This amount is indexed annually. 88§ 219(b)(1) and (c)(2). The ceiling was $3,000 for 2002-2004. After 2008, 
#8 401(c)(2). the limit is adjusted annually for inflation in $500 increments. 


48 1402%(a). 
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TABLE 19.3 Phaseout of IRA Deduction of an Active Participant in 2009 


eee eee as ee See he bt ely 2 epg seg” a! el Re aig 
AGI Filing Status Phaseout Begins* Phaseout Ends 
ee ee ee ee ey ee Ree eee oe 


Single and head of household $55,000 $65,000 
Married, filing joint return 89,000 99,000 
Married, filing separate return -0- 10,000 


*These amounts are indexed annually for inflation. 


The amount accumulated in an IRA can be substantial. For example, if a husband 
and wife each contribute only $4,000 annually to an IRA from age 25 to age 65 (and 
earn 6 percent annually), their account balances together would be approximately 
$1.4 million at retirement. If the taxpayer is an active participant in a qualified plan, 
the traditional IRA deduction limitation is phased out proportionately between certain 
AGI ranges, as shown in Table 193 

AGI is calculated taking into account any § 469 passive losses and § 86 taxable 
Social Security benefits and ignoring any § 911 foreign income exclusion, § 135 say- 
ings bonds interest exclusion, and the IRA deduction. There is a $200 floor on the 
IRA deduction limitation for individuals whose AGI is not above the phaseout range. 


Dan, who is single, has compensation income of $61,000 in 2009. He is an active partici- PEM PTR is 


pant in his employer’s qualified retirement plan. Dan contributes $5,000 to a tradi- 
tional IRA. The deductible amount is reduced from $5,000 by $3,000 because of the 
phaseout mechanism: 


$6,000 


$10,000 x $5,000 = $3,000 reduction 


Therefore, of the $5,000 contribution, Dan can deduct only $2,000 ($5,000 — $3,000). = 


Ben, an unmarried individual, is an active participant in his employer's qualified retire- 
ment plan in 2009. With AGI of $64,800, he would normally have an IRA deduction limit 
of $100 {$5,000 — [($64,800 — $55,000)/$10,000 x $5,000]}. However, because of the 
special floor provision, Ben is allowed a $200 IRA deduction. ™ 


An individual is not considered an active participant in a qualified plan merely 
because the individual’s spouse is an active participant in such a plan for any part of 
a plan year. Thus, most homemakers may take a full $5,000 deduction regardless of 
the participation status of their spouse, unless the couple has AGI above $166,000. If 
their AGI is above $166,000, the phaseout of the deduction begins at $166,000 and 
ends at $176,000 (phaseout over the $10,000 range) rather than beginning and end- 
ing at the phaseout amounts in Table 19.3.°° 


Nell is covered by a qualified employer retirement plan at work. Her husband, OS EXAMPLE 2200 | 


not an active participant in a qualified plan. If Nell and Nick's combined AGI is 
$135,000, Nell cannot make a deductible IRA contribution because she exceeds the 
income threshold for an active participant in Table 19.3. However, since Nick is not an 
active participant, and their combined AGI does not exceed $166,000, he can make a 


deductible contribution of $5,000 to an IRA. 


73 is an active participant. The individual must live apart from the spouse at all 
times during the taxable year and must not be an active participant in 
another qualified plan. 


§ 219(g). 
5°§ 219(g)(7). However, a special rule in § 219(g)(4) allows a married person 
filing a separate return to avoid the phaseout rules even though the spouse 
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To the extent that an individual is ineligible to make a deductible contribution to 
an IRA, nondeductible contributions can be made to separate accounts.’ The nonde- 
ductible contributions are subject to the same dollar limits as deductible contribu- 
tions ($5,000 of earned income, $10,000 for a spousal IRA). Income in the account 
accumulates tax-free until distributed. Only the account earnings are taxed upon 
distribution because the account basis equals the contributions made by the tax- 
payer. A taxpayer may elect to treat deductible IRA contributions as nondeductible. 
If an individual has no taxable income for the year after taking into account other 
deductions, the election would be beneficial. The election is made on the individu- 
al’s tax return for the taxable year to which the designation relates. 

Starting in 2002, there is a nonrefundable credit for contributions to a traditional 
IRA or elective deferrals for a § 401(k) plan (see Chapter 13). 

For distributions made in tax years 2006, 2007, and 2008, an exclusion from gross 
income is available for traditional IRA distributions made to charity.°* The amount 
of the distribution that is eligible for this beneficial exclusion treatment is limited to 
$100,000. 


E EXAMPOCE 22 Amber has a traditional deductible IRA, so her basis is $0 (see the later discussion under 


Taxation of Benefits). Therefore, in 2008 she can have an IRA distribution of $100,000 
made to a charity and exclude the $100,000 from her gross income. Assume instead 
that Amker has a traditional nondeductible IRA with a basis of $75,000. So, if she has a 
$100,000 IRA distribution made to a charity, she can exclude $25,000 ($100,000 — 
$75,000) from her gross income. # 


Roth IRAs 


Introduced by Congress to encourage individual savings, a Roth IRA is a nondeductible 
alternative to the traditional deductible IRA. Earnings inside a Roth IRA are not tax- 
able, and all qualified distributions from a Roth IRA are tax-free.”> The maximum 
allowable annual contribution to a Roth IRA for 2009 is the smaller of $5,000 
($10,000 for spousal IRAs) or 100 percent of the individual’s compensation for the 
year. Contributions to a Roth IRA must be made by the due date (excluding exten- 
sions) of the taxpayer’s tax return. Roth IRAs are not subject to the minimum distri- 
bution rules that apply to traditional IRAs. Contributions to a Roth IRA (unlike a 
traditional IRA) may continue beyond age 70% so long as the person generates com- 
pensation income and is not barred by the AGI limits. 

A taxpayer can make tax-free withdrawals from a Roth IRA after an initial five-year 
holding period if any of the following requirements is satisfied: 


° The distribution is made on or after the date on which the participant 
attains age 59/%. 

e The distribution is made to a beneficiary (or the participant’s estate) on 
or after the participant’s death. 

e The participant becomes disabled. 

° The distribution is used to pay for qualified first-time homebuyer’s 
expenses (statutory ceiling of $10,000). 


poP RAMEE Eee Edith establishes a Roth IRA at age 42 and contributes $5,000 per year for 20 years. The 


account is now worth $149,400, consisting of $100,000 of nondeductible contributions 
and $49,400 in accumulated earnings that have not been taxed. Edith may withdraw 
the $149,400 tax-free from the Roth IRA because she is over age 5912 and has met the 
five-year holding period requirement. @ 


1§ 408(0). 8 408A. 
*§ 408(d)(8)(A). This provision may be extended by Congress. 
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If the taxpayer receives a distribution from a Roth IRA and does not satisfy the 
aforementioned requirements, the distribution may be taxable. If the distribution 
represents a return of capital, it is not taxable. Conversely, if the distribution repre- 
sents a payout of earnings, it is taxable. Under the ordering rules for Roth IRA distri- 
butions, distributions are treated as first made from contributions (return of capital). 


Assume the same facts as in the previous example, except that Edith is only age 50 and PEXAMPLE 24 | 


receives a distribution of $55,000. Since her adjusted basis for the Roth IRA is $100,000 
(contributions made), the distribution is tax-free, and her adjusted basis is reduced to 
$45,000($100,000 — $55,000). m 


Roth IRAs are subject to income limits. In 2009, the maximum annual contribution 
of $5,000 is phased out beginning at AGI of $105,000 for single taxpayers and $166,000 
for married couples who file a joint return. The phaseout range is $10,000 for married 
filing jointly and $15,000 for single taxpayers. For a married taxpayer filing separately, 
the phaseout begins with AGI of $0 and is phased out over a $10,000 range.” ‘ 


Bev, who is single, would like to contribute $5,000 to her Roth IRA. However, her AGI is EEXAMPTE 25 


$115,000, so her contribution is limited to $1,667 ($5,000 — $3,333) calculated as follows: 


$10,000 : 
$15,000 x $5,000 = $3,333 reduction | 

For distributions made in tax years 2006, 2007, and 2008, an exclusion from gross 
income is available for Roth IRA distributions made to charity.”” This exclusion treat- 
ment is beneficial for Roth IRA distributions that otherwise are not eligible for Roth 
IRA exclusion treatment. 


Coverdell Education Savings Accounts (CESAs) 


Distributions from a Coverdell Education Savings Account (CESA) to pay for qualified 
education expenses receive favorable tax treatment.°° Qualified education expenses 
include tuition, fees, books, supplies, and related equipment. Room and board qual- 
ify if the student’s course load is at least one-half of the full-time course load. If the 
CESA is used to pay the qualified education expenses of the designated beneficiary, 
the withdrawals are tax-free. To the extent the distributions during a tax year exceed 
qualified education expenses, part of the excess is treated as a return of capital (the 
contributions), and part is treated as a distribution of earnings under the § 72 annu- 
ity rules. Thus, the distribution is presumed to be pro rata from each category. The 
exclusion for the distribution of earnings part is calculated as follows: 


Qualified education expenses 
Total distributions 


x Earnings = Exclusion 


Meg receives a $2,500 distribution from her CESA. She uses $2,000 to pay for qualified PAAR ESE Ah 


education expenses. On the date of the distribution, Meg's CESA balance is $10,000, 
$6,000 of which represents her contributions. Since 60% ($6,000/$10,000) of her 
account balance represents her contributions, $1,500($2,500 x 60%) of the distribution 
is a return of capital, and $1,000 ($2,500 x 40%) is a distribution of earnings. The 
excludible amount of the earnings is calculated as follows: 


$2,000 
$2,500 


Thus, Meg must include $200($1,000 — $800) in her gross income. ™ 


x $1,000 = $800 


The income limits for Roth IRA contributions are indexed for tax years after 588 530. 


2006. 
55§ 408(d)(8)(A). This provision may be extended by Congress. 
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The maximum amount that can be contributed annually to a CESA for a benefici- 
ary is $2,000. A beneficiary must be an individual and cannot be a group of children 
or an unborn child. The contributions are not deductible. A CESA is subject to 
income limits. The maximum annual contribution is phased out beginning at 
$95,000 for single taxpayers and $190,000 for married couples who file a joint return. 
The phaseout range is $30,000 for married filing jointly and $15,000 for single tax- 
payers. Contributions cannot be made to a CESA after the date on which the desig- 
nated beneficiary attains age 18. Thus, a total of up to $36,000 can be contributed 
for each beneficiary—$2,000 in the year of birth and in each of the following 
17 years. A 6 percent excise tax is imposed on excess contributions to a CESA. A 
10 percent excise tax is imposed on any distributions that are included in gross income. 

The balance in a CESA must be distributed within 30 days after the death of the 
beneficiary or within 30 days after the beneficiary reaches age 30. Any balance at 
the close of either 30-day period is considered to be distributed at such time, and the 
earnings portion is included in the beneficiary’s gross income. Before a beneficiary 
reaches age 30, any balance can be rolled over tax-free into another CESA for a 
member of the beneficiary’s family who is under age 30. 

The CESA exclusion may be available in a tax year in which the beneficiary claims 
the American Opportunity credit or the lifetime learning credit (see Chapter 13). 
However, any excluded amount of the CESA distribution cannot be used for the 
same educational expenses for which the American Opportunity credit or the life- 
time learning credit is claimed. 

Contributions cannot be made to a beneficiary’s CESA during any year in which 
contributions are made to a qualified tuition program on behalf of the same benefi- 
ciary (see Chapter 5). 


Simplified Employee Pension Plans 


An employer may contribute to an IRA covering an employee an amount equal to the 
lesser of $49,000 (in 2009) or 25 percent of the employee’s earned income. In such a 
plan, the employer must make contributions for each employee who has reached age 
21, has performed service for the employer during the calendar year and at least three 
of the five preceding calendar years, and has received at least $550 (in 2009) in com- 
pensation from the employer for the year.’ Known as simplified employee pension 
(SEP) plans, these plans are subject to many of the same restrictions applicable to quali- 
fied plans (e.g., age and period-of-service requirements, and nondiscrimination limi- 
tations). Concept Summary 19.2 compares a SEP with a Keogh plan. 


RRA MELE 27 In 2009, Ryan’s compensation before his employer's contribution to a SEP is $30,000. 


Ryan’s employer may contribute and deduct up to $7,500($30,000 x 25%) for 2009. = 


The amounts contributed to a SEP by an employer on behalf of an employee and 
the elective deferrals of an employee under a SEP are excludible from gross income. 
Elective deferrals under a SEP are subject to a statutory ceiling of $16,500 (in 
2009),°* which is increased under the catch-up provision for employees at least 50 
years of age by the end of the tax year. Only $245,000 (in 2009) in compensation 
may be taken into account in making the SEP computation. An employer is permit- 
ted to elect to use its taxable year rather than the calendar year for purposes of deter- 
mining contributions to a SEP.”? 


Simple IRA 
A SIMPLE plan can be in the form of an IRA. See the earlier discussion under 
SIMPLE Plans. 
*S§ 408(j) and (k)(2). This amount is indexed annually. For 2007 and 2008, employer plan was established before January 1, 1997, contributions can 
the amount was $500. continue to be made under the pre-repeal provisions. 
“Elective deferrals by an employee were repealed by the Small Business Job ®§ 404(h)(1)(A). The $16,500 and $245,000 amounts are indexed annually. 
Protection Act of 1996 effective after December 31, 1996. However, if the The elective deferral amount was increased in $1,000 annual increments 


until it reached $15,000 and then became subject to indexing. 


ee ese  e 
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ep CONCEPT SUMMARY 


ai 4 Keogh Plan and SEP Compared ; c 


Keogh SEP 
Form Trust. IRA. 
Establishment By end of year. By extension due date of employer. 
Type of plan Qualified. Qualified. : 
Contributions to plan By extension due date. By extension due date of employer. 
Vesting rules Qualified plan rules. mee 100% immediately. 
Participants’ rules Flexible. Stricter. 
Lump-sum distributions and Yes, favorable 10-year forward No, ordinary income. 

averaging averaging. 
Deduction limitation Varies.* Smaller of $49,000 (in 2009) or 

25% of earned income.** 

Self as trustee Yes. No. 


*For a defined contribution pension plan, the limit is the smaller of $49,000(in 2009) or 100% of self-employment income (after 
one-half of self-employment tax is deducted). A defined contribution profit sharing plan has a 25% deduction limit. A defined 
benefit Keogh plan’s limit is the smaller of $195,000(in 2009) or 100% of the employee’s average compensation for the highest 
three years of employment. 

**Only $245,000 of income can be taken into consideration. 


Spousal IRA 


If both spouses work, each can individually establish an IRA. Deductible IRA contri- 
butions of up to $5,000 may be made by each spouse if the combined compensation 
of both spouses is at least equal to the contributed amount. Thus, if each spouse has 
compensation of at least $5,000, they each may contribute a maximum of $5,000. 
Likewise, if only one spouse is employed, they each may contribute a maximum of 
$5,000 if the employed spouse has compensation of at least $10,000. Finally, if both 
spouses are employed, but one has compensation of less than $5,000, they each 
may contribute a maximum of $5,000 if their combined compensation is at least 
$10,000. 

For the spousal IRA provision to apply, a joint return must be filed.°° The spousal 
IRA deduction is also proportionately reduced for active participants whose AGI 
exceeds the above target ranges. 


Tony, who is married, is eligible to establish an IRA. He received $30,000 in compensa- EXAMPLE 28 3 


tion in 2009, and his spouse does not work outside the home. Tony can contribute up 
to $10,000 to two IRAs, to be divided in any manner between the two spouses, except 
that no more than $5,000 can be allocated to either spouse. # 


EXAMPLE 29 


Assume the same facts as in the previous example, except that Tony's wife has compen- 
sation income of $2,200. Without the spousal IRA provision, Tony could contribute 
$5,000 to his IRA, and his spouse could contribute only $2,200 to her IRA. With the 
spousal IRA provision, they both can contribute $5,000 to their IRAs. = 


Alimony is considered to be earned income for purposes of IRA contributions. 
Thus, a person whose only income is alimony can contribute to an IRA. 


* 219(c). 
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Timing of Contributions 

Contributions (both deductible and nondeductible) can be made to an IRA anytime 
before the due date of the individual’s tax return.®! For example, an individual can 
establish and contribute to an IRA through April 15, 2010 (the return due date), and 
deduct this amount on his or her tax return for 2009. IRA contributions that are 
made during a tax return extension period do not satisfy the requirement of being 
made by the return due date. An employer can make contributions up until the time 
of the due date for filing the return (including extensions) and treat those amounts 
as a deduction for the prior year. As noted earlier, a similar rule applies to Keogh 
plans. However, the Keogh plan must be established before the end of the tax year. 
Contributions to the Keogh plan may then be made anytime before the due date of 
the individual’s tax return. 


PENALTY TAXES FOR EXCESS CONTRIBUTIONS 


A cumulative, nondeductible 6 percent excise penalty tax is imposed on the smaller 
of (1) any excess contributions or (2) the market value of the plan assets determined 
as of the close of the tax year. Excess contributions are any contributions that exceed 
the maximum limitation and contributions that are made to a traditional IRA during 
or after the tax year in which the individual reaches age 70%. Contributions can be 
made to a Roth IRA during or after the tax year in which the individual reaches age 
70%. A taxpayer is not allowed a deduction for excess contributions. If the excess is 
corrected by contributing less than the deductible amount for a later year, a deduc- 
tion then is allowable in the later year as a makeup deduction. 

An excess contribution is taxable annually until returned to the taxpayer or 
reduced by the underutilization of the maximum contribution limitation in a subse- 
quent year. The 6 percent penalty tax can be avoided if the excess amounts are 
returned. 


| EXAMPLE G0 3 | Nancy, age 45, establishes a traditional IRA in 2009 and contributes $5,300 in cash to 


the plan. She has earned income of $22,000. Nancy is allowed a $5,000 deduction for 
AGI for 2009. Assuming the market value of the plan assets is at least $300, there is a 
nondeductible 6% excise penalty tax of $18 ($300 x 6%). The $300 may be subject to 
an additional penalty tax in future years if it is not returned to Nancy or reduced by 
underutilization of the $5,000 maximum contribution limitation (ignoring any catch- 
up contributions). @ 


TAXATION OF BENEFITS 


A participant has a zero basis in the deductible contributions of a traditional IRA 
because the contributions were deducted. Therefore, all withdrawals from a de- 
ductible IRA are taxed as ordinary income in the year of receipt. They are not eligi- 
ble for the 10-year averaging allowed for certain lump-sum distributions. 

A participant has a basis equal to the contributions made for a nondeductible tradi- 
tional IRA. Therefore, only the earnings component of withdrawals is included in 
gross income. Such amounts are taxed as ordinary income in the year of receipt and 
are not eligible for the 10-year averaging allowed for certain lump-sum distributions. 

In addition to being included in gross income, payments from IRAs made to a 
participant before age 59’% are subject to a nondeductible 10 percent penalty tax on 
such actual, or constructive, payments.”° However, an individual may make penalty- 
free withdrawals to pay for medical expenses in excess of 7.5 percent of AGI, to pay 
for qualified higher education expenses, and to pay for qualified, first-time home- 
buyer expenses (up to $10,000). Note that a qualified first-time homebuyer is 


%1§ 219(f)(3). 8§ 408(d)(4) and 4973(b)(2). 
= 404(h)(1)(B). ®°§ 408(d)(1). 
88 4973(a)(1) and (b). °°§ 72(t). There are limited exceptions to the penalty on early distributions. 
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defined as an individual (and spouse) who has not owned a principal residence in 
the two-year period preceding the date of acquisition of a principal residence. Fur- 
ther, an individual who has received unemployment compensation for at least 
12 consecutive weeks may use IRA withdrawals to pay for health insurance for him- 
self os herself, the spouse, and dependents without incurring the 10 percent penalty 
tax. 

All traditional IRAs of an individual are treated as one contract, and all distribu- 
tions during a taxable year are treated as one distribution. See the earlier discussion 
of the special rules for distributions from Roth IRAs and traditional IRAs. If an indi- 
vidual who previously has made both deductible and nondeductible IRA contribu- 
tions makes a withdrawal from a traditional IRA during a taxable year, the 
excludible amount must be calculated. The amount excludible from gross income 
for the taxable year is calculated by multiplying the amount withdrawn by a percent- 
age. The percentage is calculated by dividing the individual’s aggregate nondeduct- 
ible IRA contributions by the aggregate balance of all of his or her traditional IRAs 
(including rollover IRAs and SEPs).°° 


Carl, age 59, has a $12,000 deductible traditional IRA and a $2,000 nondeductible tradi- PEXAMPLE 200 


tional IRA (without any earnings). Carl withdraws $1,000 from the nondeductible IRA. 
The excludible portion is $143 [($2,000/$14,000) x $1,000], and the includible portion is 
$857 [($12,000/$14,000) x $1,000]. Carl must also pay a 10% penalty tax on the pro- 
rated portion considered withdrawn from the deductible IRA and earnings in either 
type of IRA. Thus, the 10% penalty tax is $85.70(10% x $857). = 


Rollovers: General Provisions 


As introduced earlier, an IRA may be the recipient of a rollover from another quali- 
fied plan, including another IRA. Such a distribution from a qualified plan is not 
included in gross income if it is transferred within 60 days of receipt to an IRA or 
another qualified plan. For a series of distributions that constitute a lump-sum distri- 
bution, the 60-day period does not begin until the last distribution. Amounts 
received from IRAs may be rolled over tax-free only once in a 12-month period. Ifa 
person has more than one IRA, the one-year waiting period applies separately to 
each IRA.” 


Nonemployer stock worth $60,000 is distributed to an employee from a qualified EPMO NSCE eS 


retirement plan. Hubert, the employee, sells the stock within 60 days for $60,000 and 
transfers one-half of the proceeds to a traditional IRA. Hubert has $30,000 of ordinary 
income, which is not eligible for 10-year forward averaging or for capital gain treat- 
ment under the pre-1987 rules. One-half of the distribution, or $30,000, does escape 
taxation because of the rollover. @ 


A tax-free rollover for distributions from qualified plans is an alternative to the 
taxable 10-year forward averaging technique. Any rollover amount in a traditional 
IRA may later be rolled over into another qualified plan if the IRA consists of only 
the amounts from the original plan and the receiving plan permits it. The amount 
of nondeductible employee contributions included in a distribution may not be 
rolled over, but that amount is tax-free because the contributions were made with 
after-tax dollars. Partial rollovers are allowed, but the maximum amount that may be 
rolled over may not exceed the portion of the distribution that is otherwise includ- 
ible in gross income. Rollovers are not available for required distributions under the 
minimum distribution rules once age 70/4 is reached. 


‘ loyment provi —-°§ 408(d)(2). 
878§ 72(t)(2)(B), (D), (E), and (F). For purposes of the unemploym mi p 
sion, a self-employed individual who otherwise would have been eligible for § 408(d)(3)(B) and Reg. § 1.408—4(b)(4). 


unemployment compensation will qualify. 
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Maximum contribution (per year) 
Tax-deductible contribution 
Tax-free growth of income 


Beginning of AGI phaseout for 
active participant (2009) 


Income tax on distributions 


50% excise tax: age 70/2 
minimum distributions 


10% early withdrawal penalty 
(before age 5912) 


a 4 Comparison of IRAs 


CONCEPT SUMMARY 


“Traditional Coverdell 
nie ‘ Education Savings 
DeductibleIRA | Nondeductible IRA — Roth IRA Account (CESA) _ 
$5,000* $5,000* $5,000* $2,000 
Yes No No No 
Yes Yes Yes Yes 
$55,000 single, N/A $105,000 single, $95,000 single, 
$89,000 joint $166,000 joint $190,000 joint 
Yes, for entire Yes, for the earnings No, if satisfy No, if used for 
distribution portion 5-year holding education — 
period** expenses 
Yes Yes No No 
Yes, with Yes, with exceptions’ — Yes, with Yestt 
exceptions’ exceptions’ 


*The total of deductible, nondeductible, and Roth IRA contributions may not exceed $5,000 per year. 
**In addition, the distribution must satisfy one of the following: after age 59%, for qualified first-time homebuyer expenses, participant is disabled, or 
made to a beneficiary on or after the participant’s death. 
+Qualified education and first-time homebuyer costs (up to $10,000) avoid the 10% penalty. 
++On early withdrawals not used for education costs. Qualified first-time homebuyer costs (up to $10,000) avoid 10% penalty. 


PRAM PRE G8 od Jane withdraws $1,500 from her traditional IRA on May 2, 2009, but she redeposits it in 


the same IRA on June 28, 2009. Although the withdrawal and redeposit was a partial roll- 
over and Jane may have used the funds for a limited time, this is a tax-free rollover.’° m= 


A rollover is different from a direct transfer of funds from a qualified plan to an 
IRA or another qualified plan by a trustee or issuer. A direct transfer is not subject to 
the one-year waiting period and the withholding rules.”! Further, in many states, 
IRA amounts are subject to claims of creditors, which is not the case for some 
employer plans. 

An employer must withhold 20 percent of any lump-sum distributions unless the 
transfer is a direct transfer to an IRA or another qualified plan.” 


EXAMPLE 34 


Ltr.Rul. 9010007. 
Reg. § 35.3405-1. 


Kay receives a distribution from a qualified retirement plan. The amount of the distri- 
bution would have been $20,000, but Kay receives only $16,000 ($20,000 — $4,000) as a 
result of the 20% withholding provision. After several weeks, Kay decides to contribute 
$20,000(the gross amount of the distribution) to her traditional IRA. Since she received 
only $16,000, she will need to contribute $4,000 from another source in order to make 
a $20,000 contribution. Kay will be able to claim a refund for the $4,000 that was with- 
held when she files her tax return for the year. = 


Distributions from a traditional IRA are generally not eligible for 10-year averag- 
ing or capital gain treatment. An exception applies in the case of a conduit IRA, 
where the sole assets of a qualified plan are rolled over into an IRA, and the assets 
are then rolled into a qualified plan. With a conduit IRA, the lump-sum distribution 
from the original plan is still eligible for the special tax treatments. 


8 3405(c). 
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Rollovers and Conversions: Roth IRAs 


A Roth IRA may be rolled over tax-free into another Roth IRA.” 
A traditional IRA may be rolled over or converted to a Roth IRA. A conversion 
occurs when the taxpayer notifies the IRA trustee that the IRA is now a Roth IRA. A 


rollover or conversion of a traditional IRA to a Roth IRA can occur only if the follow- 
ing requirements are satisfied:”4 


e The participant’s AGI does not exceed $100,000 (excluding the amount 
included in gross income resulting from the rollover or conversion). 

e The participant is not married filing a separate return. 

e The rollover occurs within 60 days of the IRA distribution. 


The $100,000 AGI limitation for conversions and rollovers temporarily goes away 
in 2010. Thus, contributions made to a traditional IRA can be converted to a Roth 
IRA in 2010. Taxes will be due on the conversion amount in 2010, but these taxes 
can be spread over two years.”° Further, unlike a traditional IRA, which requires 
withdrawals at age 70%, there are no required withdrawals from a Roth IRA. Thus, 
money can be accumulated over the taxpayer’s lifetime and then passed to heirs 
without tax penalties. 

When a traditional IRA is rolled over or converted to a Roth IRA, the tax conse- 
quences depend on whether the traditional IRA was deductible or nondeductible. If 
deductible, then the basis for the IRA is zero. Thus, the entire amount of the rollover 
or conversion is included in gross income. If nondeductible, then the basis for the 
IRA is equal to the sum of the contributions. Thus, only the IRA earnings included 
in the rollover or conversion are included in gross income. The 10 percent penalty 
tax will not apply in either case.”° 

Starting in 2008, distributions from qualified retirement plans, § 403(b) annuities, 
and governmental § 457 plans can be rolled over into a Roth IRA.” However, for 
this rollover to be permitted, the $100,000 AGI limit must be satisfied. Note that, as 
mentioned previously, the $100,000 limit is scheduled to go away in 2010. Although 
this rollover is a taxable transaction, it enables subsequent earnings to be excluded 
from gross income. 


19.4 NONQUALIFIED DEFERRED 
_ COMPENSATION PLANS 


ee Ea Sa EN EE 


UNDERLYING RATIONALE FOR TAX TREATMENT 


Nonqualified deferred compensation (NQDC) plans provide a flexible way for taxpayers, 
particularly those in the 35 percent tax bracket, to defer income taxes on income 
payments until a potentially lower tax bracket year. When the deferred compensa- 
tion is credited with annual earnings until payment, the entire deferred compensa- 
tion, not just the after-tax amount, is generating investment income. Also, most 
NQDC plans do not have to meet the discrimination, funding, coverage, and other 
requirements of qualified plans. In addition to these advantages for the employee, 
the employer may not have a current cash outflow. The IRS will issue rulings on 


deferred compensation plans. 


TAX TREATMENT TO THE EMPLOYER AND EMPLOYEE 


New rules apply after 2004 to nonqualified arrangements that defer the receipt of 
compensation income to a year later than that in which it is earned. During a taxable 
year in which an NQDC plan does not meet certain conditions in § 409A or is not 


78 408A (d)(3)(A)(ii). 


§ 408A (c)(3)(B). 7§ 402(c)(8)(B). 


48 408A (c)(3)(B). 
™8 408A(d)(3)(A). 


19-29 


LO.7 


Understand the rationale for 
nonqualified deferred 

compensation plans and the 
related tax treatment. 
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operating in accordance with these conditions, all amounts deferred under the 
arrangement will be included in the participant’s gross income to the extent they 
are not subject to a substantial risk of forfeiture. In addition, a 20 percent penalty 
tax is imposed on such income along with interest at the underpayment rate plus 
1 percent.”® 

A three-pronged analysis determines whether a plan to defer compensation faces 
these punitive actions. First, does the deferred compensation fall within the NQDC 
provisions under § 409A? Second, are the benefits subject to a substantial risk of for- 
feiture (SRF)? SRF is discussed later in this chapter under Restricted Property Plans, 
but the definition of SRF for NQDCs differs from the normal definition. For example, 
a covenant not to compete can never be an SRF under § 409A, nor will conditions 
under the discretionary control of the employee be an SRF under § 409A. Also, an 
elective extension of a forfeiture period will generally be disregarded as an SRF unless 
there are substantial additional considerations for such an extension. Third, at the 
time the arrangement is not covered by an SRF, has the plan suffered a “plan failure”? 

Certain compensation arrangements do not fall within § 409A, including a quali- 
fied employer plan, any bona fide vacation leave, sick leave, educational benefits, 
legal settlements, indemnification arrangements, compensatory time, disability pay, 
and a death benefit plan.’”? Excluded qualified employer plans include tax-qualified 
pension, profit sharing, or § 401(k) plans; a § 403(b) tax-deferred annuity; a simpli- 
fied employee pension plan; or an eligible § 457(b) plan for state, government, or 
tax-exempt employees. 

In general, a § 409A deferral occurs where an employee has a legally binding right 
to compensation that has been deferred to the future. The section casts a wide net 
and may even cover nonqualified stock options and stock appreciation rights 
(SARs). These rules do not cover restricted property under § 83, as well as nondis- 
counted stock options, nondiscounted SARs, and statutory stock options. Dis- 
counted stock options, discounted SARs, phantom stock, and restricted stock units 
are covered. 

Generally, funded NQDC plans must be forfeitable to keep the compensation 
payments from being taxable immediately. In most instances, employees prefer to 
have some assurance that they will ultimately receive benefits from the NQDC (that 
the plan provides for nonforfeitable benefits). In such instances, the plan will have 
to be unfunded to prevent immediate taxation to the employee. Note that most 
funded NQDC plans are subject to many of the provisions that apply to qualified 
plans, including the nondiscrimination requirements, and are impractical as a 
result. 

To be effective, an unfunded deferred compensation plan must meet and comply 
with the following requirements under § 409A.°° 


° The NQDC plan may not distribute the deferred compensation to the em- 
ployee except in these six situations: separation of service, disability, 
death, specified time or fixed schedule, change in employer control, or 
unforeseeable emergency. 

e The plan must not permit any participant to accelerate the time or sched- 
uled date of distributions (subject to some exceptions). 

° A participant must elect to postpone the compensation for the current 

year no later than the close of the preceding tax year (initial deferral 

election). 

The employee must decide on the form and time of the benefits (e.g., 

installment payments or lump sum) when the deferral election is made if 

the plan permits an election between alternatives, or the NQDC plan 
must specify the form and time of distribution when the deferral election 
is made. 


@ 


™§409A (a)(1). *§409A (a)(2),(3), and (4). 
™§409A (d)(1). 
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* A participant must not change the time or form of benefits unless the em- 
ployee does so at least 12 months before the scheduled distribution date 
and also postpones the scheduled distribution date by at least five years. 

° The plan should specify the amount payable (or the terms of the formula 
determining the amount), along with the payment schedule or triggering 
events that result in payment. | 

° Publicly held companies must provide for a six-month delay requirement 
for the top 50 officers with incomes of at least $130,000 (along with certain 
owner-employees). 


Eagle Corporation and Bill, a cash basis employee, enter into an employment agree- FORAMPLE 35. 


ment that provides an annual salary of $120,000 to Bill. Of this amount, $100,000 is 
paid in current monthly installments, and $20,000 is to be paid in 10 annual install- 
ments beginning at Bill’s retirement or death. Although Eagle Corporation maintains a 
separate account for Bill, that account is not funded. Bill is merely an unsecured credi- 
tor of the corporation. The $20,000 is not considered constructively received and is 
deferred. Compensation of $100,000 is currently taxable to Bill and deductible to 
Eagle. The other $20,000 will be taxable and deductible when paid in future years. @ 


A deferred compensation arrangement occurs when an employee receives com- 
pensation after the 2’month period following the end of an employer’s corporate 
tax year in which such services were performed.®' An employer’s deduction of 
NQDC must be delayed to match the employee’s recognition of income regardless 
of the employer’s method of accounting.® 


Beige, Inc., a calendar year employer, has an accrued NQDC liability of $300,000 on De- POXAMEEE 360 


cember 31, 2008. During 2009, the company accrues another $60,000 of NQDC. On Feb- 
ruary 13, 2010, the company pays the entire $360,000 to the employee. Since the 
$60,000 was paid within 2%2 months after the end of 2009, only $300,000 ever met the 
requirement for deferred compensation. The entire $360,000 may be deducted by 
the company only in the year ending December 31, 2010, when the employee receives 
the cash and recognizes the income. 


When to Use an NODC Arrangement 


As a general rule, NQDC plans are more appropriate for executives in a financially 
secure company. Because of the need for currently disposable income, such plans 
are usually not appropriate for young employees. 

An NQDC plan can reduce an employee’s overall tax payments by deferring the 
taxation of income to later years (possibly when the employee is in a lower tax 
bracket). In effect, these plans may produce a form of income averaging. Further, 
unfunded NQDC plans may discriminate in favor of shareholders, officers, specific 
highly compensated key employees, or a single individual. 

Certain disadvantages should be noted, however. As mentioned earlier, nonquali- 
fied plans are usually required to be unfunded, which means that an employee is not 
assured that funds ultimately will be available to pay the benefits. In other words, the 
deferred amounts are recorded as a liability on the company’s books, and the em- 
ployee will be an unsecured creditor in the event of the firm’s bankruptcy. 


Golden Parachute Arrangements 

Golden parachute arrangements promise monetary benefits to key employees if they 
lose their jobs as a result of a change in ownership of the corporation. In essence, 
these are unfunded NQDC plans that do not vest until the change in ownership. 
These payments may be unreasonable or not really for services rendered. The term 
golden parachute payments, as used in the Code, means excess severance pay. 


*'Temp Reg. § 1.404(b)-IT. "§ 404(a)(5); Reg. § 1.404(a)-12(b)(1). 
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These excessive severance payments to employees are penalized. The Code 
denies a deduction to an employer who makes a payment of cash or property to an 
employee or independent contractor that satisfies both of the following conditions: 


e The payment is contingent on a change of ownership of a corporation 
through a stock or asset acquisition. 

e The aggregate present value of the payment equals or exceeds three 
times the employee’s (or independent contractor’s) average annual 
compensation.*° 


The disallowed amount is the excess of the payment over a statutory base amount 
(a five-year average of taxable compensation if the taxpayer was an employee for the 
entire five-year period). Further, a 20 percent excise tax is imposed on the recipient 
on the receipt of these parachute payments; the tax is withheld at the time of 


payment.** 


E EXAMPLE Gh) Irene, an executive, receives a golden parachute payment of $380,000 from her 


employer. Her average annual compensation for the most recent five tax years is Z 
$120,000. The corporation will be denied a deduction for $260,000 ($380,000 payment — ‘ 
$120,000 base amount). Irene’s excise tax is $52,000($260,000 x 20%). = 


Golden parachute payments do not include payments to or from qualified pen- 
sion, profit sharing, stock bonus, annuity, or simplified employee pension plans. Also 
excluded is the amount of the payment that, in fact, represents reasonable compen- 
sation for personal services actually rendered or to be rendered. Such excluded pay- 
ments are not taken into account when determining whether the threshold (the 
aggregate present value calculation) is exceeded. 

S corporations are not subject to the golden parachute rules. Generally, corpora- 
tions that do not have stock that is readily tradable on an established securities mar- 
ket or elsewhere are also exempt. 


Publicly Held Companies’ Compensation Limitation 


For purposes of both the regular income tax and the alternative minimum tax, the 
deductible compensation for the top five executives of publicly traded companies is 
limited to $1 million for each executive. A company is publicly held if the corpora- 
tion has common stock listed on a national securities exchange.”” This $1 million 
deduction limitation is decreased by any nondeductible golden parachute payments 
made to the employee during the same year. 

This deduction limitation applies when the compensation deduction would oth- 
erwise be taken. For example, in the case of a nonqualified stock option (NQSO), 
which is discussed later in this chapter, the deduction is normally taken in the year 
the NQSO is exercised, even though the option was granted with respect to services 
performed in a prior year. 

Certain types of compensation are not subject to this deduction limit and are not 
taken into account in determining whether other compensation exceeds $1 million: 


e Compensation payable on a commission basis. 

e Compensation payable solely on account of the attainment of one or 
more performance goals when certain requirements involving the ap- 
proval of outside directors and shareholders are met. 

* Payments to a tax-qualified retirement plan (including salary-reduction 
contributions). 

e Amounts that are excludible from an executive’s gross income (such as 
employer-provided health benefits and miscellaneous fringe benefits). 


3§ 980G. ®§ 162(m). 
*48 4999. 


CHAPTER 19 Deferred Compensation 19-33 
The most important exception is performance-based compensation. Compensa- 
tion qualifies for this exception only if the following conditions are satisfied: 


° The compensation is paid solely on account of the attainment of one or 
more performance goals. 

e The performance goals are established by a compensation committee 
consisting solely of two or more outside directors. 

° The material terms under which the compensation is to be paid 
(including the performance goals) are disclosed to and approved by the 
shareholders in a separate vote prior to payment. 

° Prior to payment, the compensation committee certifies that the perform- 
ance goals and any other material terms were in fact satisfied. 


Compensation (other than stock options or other stock appreciation rights) is 
not treated as paid solely on account of the attainment of one or more performance 
goals unless the compensation is paid to the particular executive under a preestab- 
lished objective performance formula or standard that precludes discretion. In 
essence, a third party with knowledge of the relevant performance results could cal- 
culate the amount to be paid to the particular executive. A performance goal is 
broadly defined and includes, for example, any objective performance standard that 
is applied to the individual executive, a business unit (e.g., a division or a line of busi- 
ness), or the corporation as a whole. Performance standards could include increases 
in stock price, market share, sales, or earnings per share. 


ETHICS: 


@ Equity UNEVEN ComPENSATION PLAYING FIELD 


35 million annually. Baseball's Derek Jeter and Alex Rodri- 
guez earn, respectively, $30 million and $35 million. Even a 
University of Florida basketball coach makes $3 million, and 


The top five executives of publicly traded corporations are 
subject to a $1 million limit each on deductible compensa- 
tion. Many other highly paid individuals are not subject to 


this $1 million cap on deductibility. 

Among those to whom the cap does not apply are Oprah 
Winfrey, who gets $275 million annually; Tiger Woods, who 
makes $128 million; and David Letterman, who gets $45 mil- 
lion. Tom Cruise, Mel Gibson, and Will Smith receive $25 mil- 
lion for six weeks’ work on a film. Basketball’s Kevin Garnett 


a University of Alabama football coach makes $4 million. 

Discuss the fairness of a tax policy that subjects the com- 
pensation of certain business executives to a limitation on 
deductibility by their corporate employers while allowing 
compensation paid to entertainers, sports stars, and others 
to be exempt from this limitation. 


and Shaquille O'Neal make, respectively, $31 million and 


19.5 RESTRICTED PROPERTY PLANS 


eed 


GENERAL PROVISIONS a 
A restricted property plan is an arrangement whereby an employer transfers property 
(e.g., stock of the employer-corporation) to an employee or other provider of ser- 
vices at no cost or at a bargain price. The usual purpose of a restricted stock plan is 
to retain the services of key employees who might otherwise leave. The employer 
hopes that such compensation arrangements will encourage company growth and 
attainment of performance objectives. Section 83 was enacted in 1969 to provide 
rules for the taxation of incentive compensation arrangements, which previously 
were governed by judicial and administrative interpretations. Although the following 
discussion refers to an employee as the provider of the services, the services may be 


performed by an independent contractor. 


Explain the value of restricted 
property plans. 
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As a general rule, if an employee performs services and receives property (e-g., 
stock), the fair market value of that property in excess of any amount paid by the em- 
ployee is includible in his or her gross income. The time for inclusion is the earlier 
of (1) the time the property is no longer subject to a substantial risk of forfeiture or 
(2) the time the property is transferable by the employee. The fair market value of 
the property is determined without regard to any restriction, except a restriction that 
by its terms will never lapse.*° Since the amount of the compensation is determined 
at the date that the restrictions lapse or when the property is transferable, the oppor- 
tunity to generate capital gain treatment on the property is denied during a period 
when the ordinary income element is being deferred. 


EXE ELE Se awl FREES She On October 1, 2005, Blue Corporation sold 100 shares of its stock to Ahmad, an em- 


ployee, for $10 per share. At the time of the sale, the fair market value of the stock was 
$100 per share. Under the terms of the sale, each share of stock was nontransferable 
and subject to a substantial risk of forfeiture (which was not to lapse until October 1, 
2009). Evidence of these restrictions was stamped on the face of the stock certificates. 
On October 1, 2009, the fair market value of the stock was $250 per share. Since the 
stock was nontransferable and was subject to a substantial risk of forfeiture, Ahmad 
did not include any compensation in gross income during 2005 (assuming no special 
election was made). Instead, Ahmad was required to include $24,000 of compensation 
in gross income [100 shares x ($250 — $10 per share)] during 2009. If for some reason 
the forfeiture had occurred (e.g., the plan required Ahmad to surrender the stock to 
the corporation if he voluntarily terminated his employment with the company before 
October 1, 2009) and Ahmad never received the stock certificates, he would have been 
allowed a capital loss of $1,000(the extent of his investment). # 


SUBSTANTIAL RISK OF FORFEITURE 


A substantial risk of forfeiture (SRF) exists if a person’s rights to full enjoyment of 
property are conditioned upon the future performance, or the refraining from the 
performance, of substantial services by that individual.®’ For example, if an em- 
ployee must return the property (receiving only his or her original cost, if any) 
should there be a failure to complete a substantial period of service (for any rea- 
son), the property is subject to an SRF. Another such situation exists when an 
employer can compel an employee to return the property due to a breach of a sub- 
stantial covenant not to compete. Any SRF should be stated on the face of the stock 
certificates. Assuming that an SRF does not exist, the property received is valued at 
its fair market value, ignoring any restrictions, except for one instance dealing with 
closely held stock. 


SPECIAL ELECTION AVAILABLE 


An employee may elect within 30 days after the receipt of restricted property to rec- 
ognize immediately as ordinary income the fair market value in excess of the 
amount paid for the property. Any appreciation in the value of the property after 
receipt is classified as capital gain instead of ordinary income. No deduction is 
allowed to the employee for taxes paid on the original amount included in income if 
the property is subsequently forfeited.** The employee is permitted to take a capital 
loss for any amounts that were actually paid for the property. Furthermore, in such a 
case, the employer must repay taxes saved by any compensation deduction taken in 
the earlier year.*° 

Any increase in value between the time the property is received and the time it 
becomes either nonforfeitable or transferable is taxed as ordinary income if the 


*°§ 83(a)(1); Miriam Sakol, 67 T.C. 986 (1977); T. M. Horwith, 71 T.C. 932 888 83(b). 

I 1979). Reg. §§ 1.83-6(c) and 2(a). 
*§ 83(c). Regulation § 1.83-3(c)(2) includes several examples of restricted 

property arrangements. 
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employee does not make this special election. However, if the employee elects to be 
taxed immediately on the difference between the cost and fair market value on the 
date of issue, any future appreciation is treated as capital gain. In determining 
whether the gain is long term or short term, the holding period starts when the em- 
ployee is taxed on the ordinary income.” 


On July 1, 1999, Sparrow Company sold 100 shares of its preferred stock, worth $15 per EXAMPLE 300 


share, to Diane (an employee) for $5 per share. The sale was subject to Diane’s agree- 
ment to resell the preferred shares to the company for $5 per share if she terminated 
her employment during the following 10 years. The stock had a value of $25 per share 
on July 1, 2009, and Diane sold the stock for $30 per share on October 10, 2009. Diane 
made the special election to include the original spread (between the value of $15 in 
1999 and the amount paid of $5) in income for 1999. Diane was required to recognize 
$1,000 of compensation income in 1999 ($15 — $5 = $10 x 100 shares), at which time 
her holding period in her stock began. Diane's tax basis in the stock was $1,500 
($1,000 + $500). When the preferred stock was sold in 2009, Diane recognized a $1,500 
long-term capital gain ($30 x 100 shares — $1,500). @ 


Assume the same facts as in the previous example, except that Diane sells the stock in PERAMPTE 66 | 


2010(rather than 2009). She would not recognize any gain in 2009 when the SRF lapses. 
Instead, Diane would recognize the $1,500 long-term capital gain in 2010. = 


This special provision is usually not elected since it results in an immediate recog- 
nition of income and adverse tax consequences result from a subsequent forfeiture. 
However, the special election may be attractive in the following situations: 


e The bargain element is relatively small. 
e Substantial appreciation is expected in the future. 
e Ahigh probability exists that the restrictions will be met. 


EMPLOYER DEDUCTIONS 


At the time the employee is required to include the compensation in income, the 
employer is allowed a tax deduction for the same amount. The employer must with- 
hold on this amount in accordance with § 3402. In the no-election situation, the 
deduction is limited to the fair market value of the restricted property (without 
regard to the restrictions) at the time the restrictions lapse, reduced by the amount 
originally paid for the property by the employee.”' When the employee elects to be 
taxed immediately, the corporate deduction also is accelerated and deductible in 
like amount. In cases of deferred income recognition, the employer can receive a siz- 
able deduction if the property has appreciated. 


On March 14, 2007, Gold Corporation sold to Harry, an employee, 10 shares of Gold EXAMPLE 33 
‘common stock for $100 per share. Both the corporation and Harry were calendar year 
taxpayers. The common stock was subject to an SRF and was nontransferable; both 
conditions were to lapse on March 14, 2009. At the time of the sale, the fair market 
value of the common stock (without considering the restrictions) was $1,000 per 
share. On March 14, 2009, when the fair market value of the stock is $2,000 per share, 
the restrictions lapse. Harry did not make the special election. In 2009, Harry realizes 
ordinary income of $19,000 (10 shares at $2,000 per share less the $100 per share he 
had paid). Likewise, Gold Corporation is allowed a $19,000 compensation deduction 


in 2009. @ 


%g 1993(6) Reg. § 1.83-6(a). 


19-36 PARTVI Accounting Periods, Accounting Methods, and Deferred Compensation www.cengage.com/taxation/swft 


ELEVATE Perens In the previous example, assume that Harry had made the special election. Since he was 


taxed on $9,000 in 2007, the corporation was allowed to deduct a like amount in 2007. 
No deduction would be available in 2009. @ 


19.6 STOCK OPTIONS 


10.9 IN GENERAL 


Pie ete ie tex treatypent Various equity types of stock option programs are available for an employee’s com- 
pensation package. Some authorities believe that some form of equity kickeris needed 
to attract new management, convert key officers into partners by giving them a share 
of the business, and retain the services of executives who might otherwise leave. 
Encouraging the managers of a business to have a proprietary interest in its success- 
ful operation should provide executives with a key motive to expand the company ; 
and improve its profits. In addition, under certain conditions, stock options may fall | 
outside the $1 million limitation on the salaries of the top five executives of publicly 
traded companies. Sometimes an executive’s stock option income may far exceed 
cash salaries and bonuses. For example, in 2006 CEO Barry Diller of InterActiveCorp 
received a $730,000 salary and exercised stock options valued at approximately 
$290.2 million. 

A stock option gives an individual the right to purchase a stated number of shares 
of stock from a corporation at a certain price within a specified period of time. The 
optionee must be under no obligation to purchase the stock, and the option may be 
revocable by the corporation. The option must be in writing, and its terms must be 
clearly expressed.” 


of qualified and nonqualified 
stock options. 


INCENTIVE STOCK OPTIONS 


An equity type of stock option called an incentive stock option (ISO) is available. 
There are no tax consequences for either the issuing corporation or the recipient 
when the option is granted. However, the spread (the excess of the fair market 
value of the share at the date of exercise over the option price)®° is a tax prefer- 
ence item to the recipient for purposes of the alternative minimum tax. The deter- 
mination of fair market value is made without regard to any lapse restrictions (a 
restriction that will expire after a period of time). After the option is exercised 
and when the stock is sold, any gain from the sale is taxed as a long-term capital 
gain if certain holding period requirements are met. For a gain to qualify as a 
long-term capital gain, the employee must not dispose of the stock within two 
years after the option is granted or within one year after acquiring the stock.%* If 
the employee meets the holding period requirements, none of these transactions 
generates any business deduction for the employer.”° If the employee pays any- 
thing for the option and does not exercise the option, any amount paid is recog- 
nized as a capital loss. 


EXAMPLE 43 


Wren Corporation granted an ISO for 100 shares of its stock to Rocky, an employee, 
on March 18, 2006. The option price was $100, and the fair market value was $100 
on the date of the grant. Rocky exercised the option on April 1, 2008, when the fair 
market value of the stock was $200 per share. He sells the stock on April 6, 2009, for 
$300 per share. Rocky did not recognize any ordinary income on the date of the 
grant or the exercise date since the option qualified as an ISO. Wren received no 
compensation deduction. Rocky has a $10,000 tax preference item on the exercise 


“Reg. §§ 1.421-1(a)(1) and —7(a)(1). "§ 422(a)(1). 
"§§ 492(a), 421 (a)(1), 57(a)(3), and 1234(a)(1) and (2). "§ 421 (a)(2). 
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date. He has a long-term capital gain of $20,000 [($300 — $100) x 100] on the sale of 


the stock in 2009, because the one-year and two-year holding periods and other 
requirements have been met. # 


As a further requirement for ISO treatment, the option holder must be an em- 
ployee of the issuing corporation from the date the option is granted until 3 months 
(12 months if disabled) before the date of exercise. The holding period and the 
employee-status rules just described (the one-year, two-year, and three-month 
requirements) are waived in the case of the death of an employee.”° 


a ne ae A ee ee eee ees 
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Assume the same facts as in the previous example, except that Rocky was not BPO EXAMPLE 44 0 | 


by Wren Corporation for six months before the date he exercised the options. Rocky 
must recognize ordinary income to the extent of the spread, assuming there was no 
SRF. Thus, Rocky recognizes $10,000 [($200 — $100) x 100] of ordinary income on the 
exercise date, because he was not an employee of Wren Corporation at all times during 
the period beginning on the grant date and ending three months before the exercise 
date. Wren is allowed a deduction at the same time that Rocky reports the ordinary 
income. @ 


If the holding period requirements are not satisfied but all other conditions are 
met, the tax is still deferred to the point of the sale. However, the difference between 
the option price and the value of the stock at the date the option was exercised is 
treated as ordinary income. The difference between the amount realized for the 
stock and the value of the stock at the daie of exercise is short-term or long-term cap- 
ital gain, depending on the holding period of the stock itself. The employer is 
allowed a deduction equal to the amount recognized by the employee as ordinary 
income. The employee does not have a tax preference for alternative minimum tax 


purposes. 


Assume the same facts as in Example 43, except that Rocky sells the stock on March 22, PEXAMPIR GS 


2009, for $290 per share. Since Rocky did not hold the stock itself for more than one 
year, $10,000 of the gain is treated as ordinary income in 2009, and Wren Corporation 
is allowed a $10,000 compensation deduction in 2009. The remaining $9,000 is a short- 
term capital gain ($29,000 — $20,000). = 


Qualification Requirements for Incentive Stock Option Plans 


An incentive stock option (ISO) is an option to purchase stock of a corporation granted 
to an individual for any reason connected with his or her employment that meets 
specific qualification requirements.” The option is granted by the employer- 
corporation or by a parent or subsidiary corporation of the employer-corporation. 
An ISO plan may permit an employee to use company stock to pay for the exercise 
of the option without disqualifying the ISO plan. ae? 

For an option to qualify as an ISO, the terms of the option must identify it as an 
ISO and meet the following conditions: 


e The option must be granted under a plan specifying the number of shares 
of stock to be issued and the employees or class of employees eligible to 
receive the options. The plan must be approved by the shareholders of 
the corporation within 12 months before or after the plan is adopted. 

e The option must be granted within 10 years of the date the plan is 
adopted or of the date the plan is approved by the shareholders, which- 


ever date is earlier. 


*°8§ 422(a)(2) and (c\(3). Exceptions are made for parent and subsidiary sit- 


i i i i i i = modified. 
uations corporate reor ganizations, and liquidations. Also, in certain situa: 
? 


"78 422(b). 


tions involving an insolvent employee, the holding period rules are 


19-38 PARTVI Accounting Periods, Accounting Methods, and Deferred Compensation 


EXAMPLE 46 


8§ 422(c)(5). 


° The option must by its terms be exercisable only within 10 years of the 
date it is granted. 

e The option price must equal or exceed the fair market value of the stock 
at the time the option is granted. This requirement is deemed satisfied if 
there has been a good faith attempt to value the stock accurately, even if 
the option price is less than the stock value. 

© The option by its terms must be nontransferable other than at death and 
must be exercisable during the employee’s lifetime only by the employee. 

e The employee must not, immediately before the option is granted, own 
stock representing more than 10 percent of the voting power or value of 
all classes of stock in the employer-corporation or its parent or subsidiary. 
(Here, the attribution rules of § 267 are applied in modified form.) How- 
ever, the stock ownership limitation will be waived if the option price is at 
least 110 percent of the fair market value (at the time the option is 
granted) of the stock subject to the option and the option by its terms is 
not exercisable more than five years from the date it is granted.”® 


An overall limitation is imposed on the amount of ISOs that can be first exercis- 
able in one year by an employee. This limit is set at $100,000 per year based on the 
value of the stock determined at the time the option is granted. For example, an ISO 
plan may permit acquisition of up to $600,000 worth of stock if it provides that the 
options are exercisable in six installments, each of which becomes exercisable in a 
different year and does not exceed $100,000. 

Because of these regulatory conditions and the fact that a company may never 
receive a tax deduction, employers may view ISOs less favorably than nonqualified 
stock options. 


NONQUALIFIED STOCK OPTIONS 


A nonqualified stock option (NQSO) does not satisfy the statutory requirements for 
ISOs. In addition, a stock option that otherwise would qualify as an ISO will be 
treated as an NQSO if the terms of the stock option provide that it is not an ISO. If 
the NQSO has a readily ascertainable fair market value (e.g., the option is traded on 
an established exchange), the value of the option must be included in the employ- 
ee’s income at the date of grant. Thereafter, capital gain or loss is recognized only 
upon the disposal of the optioned stock. The employee’s basis is the amount paid 
for the stock plus any amount reported as ordinary income. The employer obtains a 
corresponding tax deduction at the same time and to the extent that ordinary 
income is recognized by the employee.”” 


On February 1, 2008, Janet was granted an NQSO to purchase 100 shares of stock from 
her employer at $10 per share. On this date, the option was selling for $2 on an estab- 
lished exchange. Janet exercised the option on March 30, 2009, when the stock was 
worth $20 per share. On November 5, 2009, Janet sold the optioned stock for $22 per 
share. 


e Janet must report ordinary income of $200 ($2 x 100 shares) on the date of 
grant (February 1, 2008), because the option has a readily ascertainable fair 
market value. 

e Janet's adjusted basis for the stock is $1,200 ($1,000 cost + $200 recognized 
gain). 

° Upon the sale of the stock (November 5, 2009), Janet must report a long- 
term capital gain of $1,000 [($22 — $12) x 100 shares]. 

e At the date of grant (February 1, 2008), the employer receives a tax deduc- 
tion of $200, the amount of ordinary income reported by Janet. m= 


“Reg. §§ 1.421—-6(c), (d), (e), and (f); Reg. § 1.83-7. 


www.cengage.com/taxation/swft 
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SEPARATE AND UNEQUAL 


Data from the IRS indicate that the United States has two Congress apparently does not trust wage earners. It 
tax systems that are separate and unequal. People earning demands verification of their income by employers, banks, 
wages report 99 percent of their income that employers and others. Similar verification is not required for Schedule 
report to the IRS. In contrast, much smaller percentages of C income and capital gains. Congress apparently assumes 
Schedule C income and capital gains are reported. The IRS that business owners and investors are trustworthy and 
has found that taxpayers report only about one-half of their need only to be subject to occasional IRS audits. 

Schedule C income on tax returns and only about 88 percent 


of their capital gains. Source: Adapted from David C. Johnston, “Trust, but Verify,” Tax 
Notes, August 4, 2008, pp. 485-487. 


If an NQSO does not have a readily ascertainable fair market value, an employee 
does not recognize income at the grant date. However, as a general rule, ordinary 
income must then be reported in the year of exercise (the difference between the 
fair market value of the stock at the exercise date and the option price).'°° The 
amount paid by the employee for the stock plus the amount reported as ordinary 
income becomes the basis. Any appreciation above that basis is taxed as a long-term 
capital gain upon disposition (assuming the stock is held for the required long-term 
holding period after exercise). The corporation receives a corresponding tax deduc- 
tion at the same time and to the extent that ordinary income is recognized by the 
employee. 


EXAMPLE 47 


On February 3, 2007, Maria was granted an NQSO for 100 shares of common stock at 
$10 per share. On the date of the grant, there was no readily ascertainable fair market 
value for the option. Maria exercised the options on January 3, 2008, when the stock 
was selling for $15 per share. She sold one-half of the shares on April 15, 2008, and the 
other half on September 17, 2009. The sale price on both dates was $21 per share. 
Maria would not recognize any income on the grant date (February 3, 2007) but would 
recognize $500 ($1,500 — $1,000) of ordinary income on the exercise date (January 3, 
2008). She would recognize a short-term capital gain of $300 on the sale of the first half 
in 2008 and a $300 long-term capital gain on the sale of the second batch of stock in 


2009 [¥2($2,100 — $1,500)]. = 


The major advantages of NQSOs can be summatized as follows: 


e A tax deduction is available to the corporation without a cash outlay. 

e The employee receives capital gain treatment on any appreciation in the 
stock starting either at the exercise date if the option does not have a 
readily ascertainable fair market value or at the date of grant if the option 
has a readily ascertainable fair market value. 

e Options can be issued at more flexible terms than under ISO plans (e.g., 
longer exercise period and granted to nonemployees). 


A major disadvantage is that the employee must recognize ordinary income on 
the exercise of the option or at the date of grant without receiving cash to pay 
the tax. Another negative factor is that the exercise price for NQSOs must not be 
lower than the underlying stock’s fair market value on the grant date because of 


§ 409A restrictions. 


Reg. § 1.83-7(a); Reg. § 1.421-6(d). 
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L0.10 
Identify tax planning 


opportunities available with 
deferred compensation. 


TAX PLANNING: 
19.77 DEFERRED COMPENSATION 


With the individual tax rate being as high as 35 percent in 2009, taxpayers are moti- 
vated to try to lower their tax burden by participating in more deferred compensa- 
tion arrangements. The $1 million annual limit on the compensation deduction for 
the top five executives of publicly traded companies may cause a shift into § 401(k) 
plans, qualified retirement plans, and especially nonqualified deferred compensa- 
tion arrangements. However, only $245,000 of compensation can be taken into con- 
sideration for purposes of calculating contributions or benefits under a qualified 
pension or profit sharing plan. The $5,000 allowed for traditional IRAs and Roth 
IRAs should encourage more participation in retirement vehicles. The spousal IRA 
option should expand retirement coverage even further. 


19.8 QUALIFIED PLANS 


Qualified plans provide maximum tax benefits for employers, because the employer 
receives an immediate tax deduction for contributions to a plan’s trust and the 
income that is earned on the contributions is not taxable to the employer. The 
employer’s contributions and the trust earnings are not taxed to the employees until 
those funds are made available to them. 

Qualified plans are most appropriate where it is desirable to provide benefits for a 
cross section of employees. In some closely held corporations, the primary objective 
is to provide benefits for the officer-shareholder group and other highly paid 
personnel. The nondiscrimination requirements that must be met in a qualified 
plan may prevent such companies from attaining these objectives. Thus, a non- 
qualified arrangement may be needed as a supplement to, or used in lieu of, the 
qualified plan. 

Cash balance plans are better for younger, mobile employees, and the converting 
company saves money by reducing pension payouts for older and longer-service 
employees. If a participant moves or retires, he or she can roll over the lump-sum 
payment into an IRA or another qualified plan. 

Although defined benefit plans are being eliminated by larger companies, many 
small-business owners with few or no employees (or a young, low-paid, transient 
staff) are adopting them. 


Poo SELF-EMPLOYED RETIREMENT PLANS 


2 SCRE ERS PERE 2 PBA SLRS I BEES ESE SESE DAA DA A PLL EPP RN DRE DESERET 


A Keogh or traditional deductible IRA participant may make a deductible con- 
tribution for a tax year up to the time prescribed for filing the individual’s tax 
return. A Keogh plan must have been established by the end of the tax year (e.g., 
December 31) to obtain a current deduction for the contribution made in the subse- 
quent year. An individual can establish an IRA after the end of the tax year and still 
receive a current deduction for the contribution made in the subsequent year. How- 
ever, since the deductibility of contributions to IRAs has been restricted for many 
middle-income and upper-income taxpayers, Keogh plans are likely to become more 
important. 


19.10 INDIVIDUAL RETIREMENT ACCOUNTS 


Unlike a traditional IRA, which defers taxes on the entire account, a Roth IRA allows 
the earnings to accumulate completely tax-free. All ordinary income and capital 
gains earned inside a Roth IRA are never taxed (assuming the five-year holding 


PADIS 
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SS gp CONCEPT SUMMARY 


Me 4 section 401(k) Plan and IRA Compared 


§ 401(k) Plan es a . : s Ae ie ids TRA a 


Smaller of $16,500 (in 2009) or approximately $5,000 or 100% of compensation. 

100% of total earnings. Limited by 

antidiscrimination requirements of § 401(kX3). : ce 

Distributions Early withdrawal possible if for early retirement 10% penalty for early withdrawals, except 

(55 or over) or to pay medical expenses. for withdrawals to pay for certain 
medical expenses and health insurance, 
qualified education expenses, and 
qualified first-time homebuyer 


Deduction limitation 


expenses. 
Effect on gross earnings Gross salary reduction, which may reduce profit No effect. 
sharing contributions, Social Security benefits, 
and group life insurance. ee 
Employer involvement Must keep records; monitor for compliance with = Minimal. 
antidiscrimination test. 
Lump-sum distributions Favorable 10-year forward averaging under Ordinary income. 
limited circumstances. 
Timing of contribution Within 30 days of plan year-end or due date of Grace period up to due date of tax return 
employer's return.* (not including extensions). 
Loans from plan Yes. No. 


*Elective contributions must be made to the plan no later than 30 days after the end of the plan year, and nonelective contributions 
no later than the due date of the tax return (including extensions). 


period provision is satisfied). Thus, a Roth IRA runs contrary to the general princi- 
ple that it is usually better for a taxpayer to postpone the payment of any tax. In 
many situations, a retirement plan participant will earn more wealth with a Roth IRA 
than with a traditional IRA. This potential for tax-free growth is so advantageous that 
taxpayers who have substantial traditional IRA balances and are eligible should eval- 
uate converting at least some of their traditional IRA balances into a Roth IRA. 


19.11 Comparison OF § 401(K) PLAN WITH 
IRA 


Most employees will find a § 401(k) plan more attractive than an IRA. Probably the 
biggest limitation of an IRA is the $5,000 maximum shelter in 2009 (ignoring the 
catch-up provision). Under § 401(k), employees are permitted to shelter compensa- 
tion up to $16,500 (in 2009) /°l The restrictions on deducting contributions to IRAs 
for many middle-income and upper-income taxpayers may cause many employees to 
utilize § 401(k) plans more frequently. 

Another difference between § 401(k) plans and IRAs is the manner in which the 
money is treated. Money placed in an IRA may be tax deductible, whereas dollars 
placed in a § 401(k) plan are considered to be deferred compensation. Thus, a 
§ 401(k) reduction may reduce profit sharing payments, group life insurance, and 
Social Security benefits. Finally, many employers “match or partially match” em- 
ployee elective deferrals with employer money. Concept Summary 19.4 compares a 
§ 401(k) plan with an IRA. 


"These amounts are being increased through a phase-in approach. See Foot- 
notes 33 and 48. 
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EXAMPLE 48 


19.12 NONQUALIFIED DEFERRED 


COMPENSATION (NODC) PLANS 


Nonqualified deferred compensation arrangements such as restricted property 
plans can be useful to attract executive talent or to provide substantial retirement 
benefits for executives. A restricted property plan may be used to retain a key em- 
ployee of a closely held company when management continuity problems are antici- 
pated. Without such employees, the untimely death or disability of one of the 
owners might cause a disruption of the business with an attendant loss in value for 
his or her heirs. Such plans may discriminate in favor of officers and other highly 
paid employees. The employer, however, does not receive a tax deduction until the 
employee is required to include the deferred compensation in income (upon the 
lapse of the restrictions). 

The principal advantage of NQDC plans over current compensation is that the 
employee can defer the recognition of income to future periods when his or her 
income tax bracket may be lower (e.g., during retirement years). The time value 
benefits from the deferral of income should also be considered. If the trend toward 
decreasing rates continues, an executive with a deferred compensation arrangement 
entered into in a prior year might wish to continue to delay the income into future 
years since individual tax rates in future years may be even lower. However, if future 
rates are projected to rise, a different decision would be appropriate. 

The principal disadvantage of NQDC plans could be the bunching effect that 
takes place on the expiration of the period of deferral. In some cases, planning can 
alleviate this result. 


During 2009, Kelly, an executive, enters into an agreement to postpone a portion of 
her payment for current services until retirement. The deferred amount is not segre- 
gated from the company’s general assets and is subject to normal business risk. The 
entire payment, not the after-tax amount, is invested in securities and variable annuity 
contracts. Kelly is not taxed on the payment in 2009, and the company receives no 
deduction in 2009. If Kelly receives the deferred payment in a lump sum when she 
retires, the tax rates might be higher and more progressive than in 2009. Thus, Kelly 
may wish to arrange for a number of payments to be made to her or a designated ben- 
eficiary over anumber of years. @ 


19.13 STOCK OPTIONS —__ 


Rather than paying compensation in the form of corporate stock, a corporation may 
issue options to purchase stock at a specific price to an employee. Stock option plans 
are used more frequently by publicly traded companies than by closely held compa- 
nies. This difference is due to the problems of determining the value of the stock of 
a company that is not publicly held, which is a practical requirement now in order to 
avoid negative treatment under § 409A. 

Nonqualified stock options (NQSOs) are more flexible and less restrictive than 
incentive stock options (ISOs). For example, the holding period for an NQSO is not 
as long as that for an ISO. However, the option price of an NQSO cannot be less 
than the fair market value of the stock at the time the option is granted because of 
§ 409A. An NQSO creates an employer deduction that lowers the cost of the NQSO 
to the employer. The employer may pass along this tax savings to the employee in 
the form of a cash payment. Both the employer and the employee may be better off 
by combining NQSOs with additional cash payments rather than using ISOs. See 
Concept Summary 19.5. 

For tax purposes, most companies are able to deduct the expense of options and 
thereby reduce their taxes. Generally, options carry an exercise price (strike price) 
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x CONCEPT SUMMARY 


se Incentive Stock Options and Nonqualified Stock Options Compared 


Iso NQSO 
Granted at any price No Yes 
May have any duration : No Yes 
Governing Code Section § 422 § 83. 
Spread subject to alternative minimum tax Yes No 
Deduction to employer for spread No Yes 
Type of gain/loss on disposal Capital Capital 
Statutory amount ($100,000) limitation Yes No 
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equal to the fair market value on the date the options are approved by the board of 
directors. The Financial Accounting Standards Board (FASB) now requires stock 
options to be expensed, which lowers a company’s earnings. Companies must meas- 
ure the economic value of the options on the grant date and then amortize this cost 
equally over the vesting period of the options. Also, § 409A effectively forces stock 
options to be granted with an exercise price equal to the stock’s fair market value. 

Stock options are an effective compensation device as long as share prices are ris- 
ing. When stock prices fall, the options become unexercisable and possibly worth- 
less. In an upmarket, options are great. But during a downturn in the market, these 
underwater options can be ugly. 

Stock options are likely to be a less dominant form of executive compensation in 
the future. The backdating scandals and the required expensing of stock options for 
financial statement purposes are causing businesses to turn to other forms of com- 
pensation. Performance-based bonuses and § 401(k) plans probably will become 
more popular. 


19.14 FLEXIBLE BENEFIT PLANS 
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Employees may be permitted to choose from a package of employer-provided fringe 
benefits.!°? In these so-called cafeteria benefit plans, some of the benefits chosen by 
an employee may be taxable, and some may be statutory nontaxable benefits (e.g., 
health and accident insurance and group term life insurance). 

Under general tax rules, providing a choice to employees would result in all bene- 
fits (both taxable and nontaxable) under the cafeteria benefit plan to be taxable. 
However, if the cafeteria plan rules are met, a special provision applies to prevent 
this tax result from occurring. 

Employer contributions made to a flexible plan are included in an employee’s 
gross income only to the extent that the employee actually elects the taxable bene- 
fits. Certain nondiscrimination standards with respect to coverage, eligibility for par- 
ticipation, contributions, and benefits must be met. Thus, such a plan must cover a 
fair cross section of employees. Also, a flexible plan cannot include an election to de- 
fer compensation, and a key employee is not exempt from taxation on the taxable 
benefits made available where more than 25 percent of the statutory nontaxable 


benefits are provided to key employees. 
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19.15 LiguiDATING RETIREMENT ASSETS 


If a person has funds from sources other than retirement assets, which retirement 
assets should an individual spend first? The most tax-efficient result is to postpone 
the income tax obligation for as long as possible. Generally, retirement assets should 
be taken from assets or accounts in the following order so that the tax-deferred 
growth continues: 


e Taxable accounts. 
e Section 457 accounts of government employees since no penalties apply 
once the employee is separated from employment. 
S e Section 401(k) and nonprofit § 403(b) plans because the age 55 separa- 
: tion rule may apply. 
e Traditional IRAs since a taxpayer must be at least age 59'4 to obtain 
4 penalty-free withdrawals. 
Roth IRAs since no required minimum distribution rules apply. 


, 
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REFOCUS ON THE BIG PICTURE 


From her discussion with her finance professor, Joyce learns that her professor has 
the following retirement plans: 


A TAXPAYER 
WHO SAVES 


e Defined contribution plan. The university offers its faculty members a choice 
between a defined benefit pension plan and a defined contribution plan. 
The professor expects to work at a number of universities during her ca- 
reer, so she chose the defined contribution plan because of its mobility 
(i.e., she can take the plan with her). The maximum annual contribution 
the university could make to the plan is $49,000 for 2009. Since the univer- 
sity contribution rate is 15 percent, the actual contribution is $22,500 
($150,000 x 15%). 

e § 403(b) annuity. The professor makes contributions to a § 403(b) annuity 
[i.e., the equivalent of a § 401(k) plan, but available to educators]. The 
maximum annual contribution the professor can make in 2009 is $16,500, 
and the professor has the university deduct this amount from her semi- 
monthly salary paychecks. 

° Keogh (H.R. 10) plan. In addition to her position at the university, the pro- 
fessor has a consulting practice. Since she is self-employed, she is able to 
establish a Keogh plan. She contributes 20 percent of her net earnings 
from the consulting practice, about $8,000 per year ($40,000 x 20%), to 
the plan. 

e IRA. The professor also contributes annually to a traditional IRA. She 
would prefer a Roth IRA, but her AGI exceeds the $120,000 phaseout 
limit. Likewise, she cannot deduct her contribution of $5,000 (the maxi- 
mum) because of the amount of her AGI. Since she cannot deduct her 
contributions, her basis in the IRA is the summation of her contributions. 


eT arene 


The professor explains that her goal is to retire by age 60 and that these plans will 
enable her to do so. 


David M. Maloney and James E. Smith, “Distribution Options for Defined 
Contribution Plans, Part II,” The Tax Adviser, June 2007, pp. 340 and 341. 
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KEY TERMS 
Cafeteria benefit plans, 19-43 H.R. 10(Keogh) plans, 19-19 Profit sharing plan, 19-5 
Cash balance plan, 19-7 Incentive stock option (ISO), 19-37 Restricted property plan, 19-33 
Coverdell Education Savings Individual Retirement Accounts (IRAs), Roth IRA, 19-22 
Account (CESA), 19-23 19-20 i 
Deferred compensation, 19-3 L distributi ance 
' ump-sum distribution, 19-13 Simplified employee pension (SEP) 
Defined benefit plan, 19-4 _ Nonqualified deferred compensation plans, 19-24 
Defined contribution pension plan, (NQDC), 19-29 Stock bonus plan, 19-6 
19-4 Fe ; 
lees stock option (NQSO), Stock option, 19-36 
Golden parachute payments, 19-31 9-38 


Highly compensated employee, 19-9 Pension plan, 19-4 


DISCUSSION QUESTIONS 


. LO.1 Provide a definition for deferred compensation. 
. LO.1 List some types of deferred compensation arrangements. 


. LO.1 Determine whether each of the following independent statements best applies to a 


defined contribution plan (DCP), a defined benefit plan (DBP), both (B), or neither (N): 

a. The amount to be received at retirement depends on actuarial calculations. 

b. Forfeitures can be allocated to the remaining participants’ accounts. 

c. Requires greater reporting requirements and more actuarial and administrative 
costs. 

Forfeitures can revert to the employer. 

More favorable to employees who are older at the time the plan is adopted. 
Employee forfeitures can be used to reduce future contributions by the employer. 
May exclude employees who begin employment within five years of normal retire- 
ment age. 

Annual addition to each employee’s account may not exceed the smaller of $49,000 
or 100% of the employee’s salary. 

The final benefit to a participant depends upon investment performance. 

To avoid penalties, the amount of annual contributions must meet minimum fund- 
ing requirements. 
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L0.1 Indicate whether the following statements apply to a pension plan (P), a profit 
sharing plan (PS), both (B), or neither (N): 
. Forfeited amounts can be used to reduce future contributions by the employer. 
b. Allocation of forfeitures may discriminate in favor of the prohibited group (highly 
compensated employees). 
Forfeitures can revert to the employer. 
Forfeitures can be allocated to participants and increase plan benefits. 
An annual benefit of $60,000 could be payable on behalf of a participant. 
More favorable to employees who are older at the time the qualified plan is adopted. 


moan 


LO.1 What isa pension plan? 
LO.1 Whatare the two types of qualified pension plans? 
LO.1 Describe a defined contribution pension plan. 


L0.2 List the requirements that must be satisfied in order for a retirement plan to be a 
qualified plan and receive favorable tax treatment. 


L0.2 Why is a determination letter needed for a new qualified retirement plan? 
LO0.2 When must an employee be eligible to participate in a qualified retirement plan? 


L0.2, 3, 6 Jenny plans to retire in 2009 at age 70. Identify any issues facing Jenny with 
respect to distributions from her qualified retirement plan. 


Substantial risk of forfeiture (SRF), 19-34 
Vesting requirements, 19-9 
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L0.3, 6 Harvey Maxwell, who is age 71, is going to receive a lump-sum distribution from a 
qualified plan in 2009. He has asked you to provide him with a description of the 
alternatives available to him for taxing the lump-sum distribution. Draft a letter to Harvey 
in which you respond. He resides at 3000 East Glenn, Tulsa, OK 74104. 


LO.3 Which of the following would be considered a tax benefit or advantage of a 

qualified retirement plan? 

a. Certain lump-sum distributions may be subject to capital gain treatment. 

b. Employer contributions are deductible by the employer in the year of contribution. 

c. Employee contributions are deductible by the employee in the year of contribution. 

d. The qualified trust is tax-exempt as to all income (other than unrelated business 
income). 


L0.3, 6 Sally is retiring and wishes to know her alternatives for receiving payments from 
her qualified retirement plan. 


L0.5 Explain the contribution limitations for a defined contribution Keogh plan and for 
a defined benefit Keogh plan. 


L0.6, 10 Should a 29-year-old self-employed woman establish a traditional deductible 
IRA, a traditional nondeductible IRA, or a Roth IRA? She has two children, ages 11 and 9. 


L0.6 Nick, who is single, is not covered by another qualified plan and earns $107,000 at 
his job in 2009. How much can he contribute to a traditional IRA or to a Roth IRA in 
2009? 


LO.6 Jim White calls you and asks about “designated Roth contributions.” Prepare a 
memo for the tax files about your response. 


LO.6 What requirements must be met to receive tax-free withdrawals from a Roth IRA? 
LO.6 What happens if too much is contributed to an IRA? 


LO.7, 10 During his senior year in college, Mark is drafted by the Los Angeles Dodgers. 
When he graduates, he expects to sign a five-year contract in the range of $1.8 million 
per year. Mark plans to marry his girlfriend before he reports to the Dodger farm team in 
California. Identify the relevant tax issues facing this left-handed pitcher. 


L0.7 To whom does the publicly held compensation limitation apply? Does it apply to the 
Boston Celtics’ Kevin Garnett, who received a $24 million salary for the 2007-2008 season? 


L0.8 Explain the special election available for restricted property plans. 


L0.9 What are some advantages of nonqualified stock options when compared with ISOs? 


PROBLEMS 


25: 


L0.2 Red Corporation has a total of 1,000 employees, of whom 700 are non-highly 
compensated. The retirement plan covers 300 non-highly compensated employees and 
200 highly compensated employees. Does this plan satisfy the minimum coverage test? 


L0.2 Cardinal Corporation’s pension plan benefits 620 of its 1,000 highly compensated 
employees. How many of its 620 non-highly compensated employees must benefit to 
meet the ratio percentage test for the minimum coverage requirement? 


L0.2 A retirement plan covers 72% of the non-highly compensated individuals. The plan 
benefits 48 of the 131 employees. Determine if the participation requirement is met. 


L0.2 Ryan, Inc., uses a three- to seven-year graded vesting approach in its retirement 
plan. Calculate the nonforfeitable percentage for each of the following participants 
based on the years of service completed: 


Participant Years of Service 
Murphy 72 
Sam 3 
Sally 5 
Heather 8 
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L0.1, 4 Jackie participates in a defined benefit plan that uses a fixed formula providing an 
employee with a benefit of 2% for each year of service, up to a maximum of 30 years. The 
total percentage accumulated before retirement is applied to the average of her three 
highest years of salary. Jackie works for 21 years, and the average of her three highest years 
of salary is $290,000. Calculate the amount of retirement benefits she will receive each year. 


L0.2 Iris has worked for Yellow Corporation for four and one-half years, but she has an 
offer to move to Red Corporation for a moderate increase in salary. Her average salary 
for Yellow has been $210,000, and she receives a 2% benefit for each year of service in her 


retirement plan. The company uses a five-year vesting schedule. Advise Iris as to this 
possible switch in jobs. 


L0.4 Sam has been an active participant in a defined benefit plan for 21 years. During his 

last 5 years of employment, Sam earned $32,000, $48,000, $55,000, $95,000, and 

$105,000, respectively (representing his highest-income years). 

a. Calculate Sam’s maximum allowable benefits from this qualified plan (assume there 
are fewer than 100 participants). 

b. Assume that Sam’s average compensation for his three highest years is $197,000. Cal- 
culate Sam’s maximum allowable benefits. 


L0.4 Determine the maximum annual benefits payable to a participant from a defined 

benefit plan in the following independent situations: 

a. Wade, age 67, has been a participant for 14 years, and his highest average compensa- 
tion for 3 years is $92,000. 

b. Jane, age 66, has been a participant for 8 years (12 years of service), and her highest 
average compensation for 3 years is $119,000. 


L0.4 In 2009, Blue Corporation paid compensation of $42,300 to the participants in a 
profit sharing plan. During 2009, Blue Corporation contributed $12,000 to the plan. 

a. Calculate Blue Corporation’s deductible amount for 2009. 

b. Calculate the amount of any contribution carryover from 2009. 


LO.4, 10 Amber’s employer, Lavender, Inc., has a § 401(k) plan that permits salary 

deferral elections by its employees. Amber’s salary is $95,000, and her marginal tax rate 

is 33%. 

a. Whatis the maximum amount Amber can elect for salary deferral treatment for 2009? 

b. If Amber elects salary deferral treatment for the amount in (a), how much can she 
save in taxes? 

c. What amount would you recommend that Amber elect for salary deferral treatment 
for 2009? 


L0.4 Sally, a single individual, participates in her employer’s SIMPLE § 401(k) plan. The 
plan permits participants to contribute a percentage of their salary. Sally elects to 
contribute 5% of her annual salary of $111,000 to the plan. On what amount of her salary 
does Sally pay income taxes in 2009? 


L0.4, 5 In 2009, Susan’s sole proprietorship earns $260,000 of self-employment net 

income (after the deduction for one-half of self-employment tax). 

a. Calculate the maximum amount that Susan can deduct for contributions to a 
defined contribution Keogh plan. 

b. Suppose Susan contributes more than the allowable amount to the Keogh plan. 


What are the consequences to her? 
c. Can Susan retire and begin receiving Keogh payments at age 55 without incurring a 
penalty? 
L0.4,5 Adam is a self-employed attorney with earned income from the business of 
$120,000 (after the deduction for one-half of his self-employment tax). He has a profit 
sharing plan (e.g., defined contribution Keogh plan). What is the maximum amount 
Adam can contribute to his retirement plan in 2009? 


L0.4, 6 Molly, age 29, is unmarried and is an active participant in a qualified retirement 


plan. Her modified AGI is $60,000 in 2009. 


a. Calculate the amount that Molly can contribute to a traditional IRA and the amount 


she can deduct. ; 
b. Assume instead that Molly is a participant in a SIMPLE IRA and that she elects to 


contribute 4% of her compensation to the account, while her employer contributes 
3%. What amount will be contributed for 2009? What amount will be vested? 
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L0.4, 6 Answer the following independent questions with respect to a deductible IRA 

and § 401(k) contributions for 2009: 

a. Govind, age 31, earns a salary of $26,000 and is not an active participant in any other 
qualified plan. His wife has $600 of compensation income. What is the maximum 
total deductible contribution to their IRAs? 

b. Danos isa participant in a SIMPLE § 401(k) plan. He contributes 6% of his salary of 
$31,000, and his employer contributes 3%. What amount will be contributed for the 
year? What amount will be vested? 


LO.6 Answer the following independent questions with respect to traditional IRA 

contributions for 2009: 

a. Juan, age 41, earns a salary of $28,000 and is not an active participant in any other 
qualified plan. His wife, Agnes, has no earned income. What is the maximum total 
deductible contribution to their IRAs? Juan wishes to contribute as much as possible 
to his own IRA. 

b. Abby, age 29, has earned income of $25,000, and her husband, Sam, has earned 
income of $2,600. They are not active participants in any other qualified plan. What 
is the maximum contribution to their IRAs? 

c. Leo’s employer makes a contribution of $3,500 to Leo’s simplified employee pension 
plan. If Leo is single, has earned income of $32,000, and has AGI of $29,000, what 
amount, if any, can he contribute to an IRA? 


LO.6 Stuart established a Roth IRA at age 26 and contributed a total of $122,500 to it 
over 39 years. The account is now worth $325,000. How much of these funds can Stuart 
withdraw tax-free? 


L0.6 Dana, age 51, has a traditional deductible IRA with an account balance of $224 300, 
of which $160,400 represents contributions and $63,900 represents earnings. In 2009, she 
converts her traditional IRA into a Roth IRA. What amount, if any, must Dana include in 
her gross income in 2009? 


LO.6 Karli and Jacob, age 34 and 35, have been married for 12 years and are both active 
participants in employer qualified retirement plans. Their total AGI in 2009 is $173,000, and 
they earn salaries of $85,000 and $88,000, respectively. What amount can Karli and Jacob: 

a. Contribute to traditional IRAs? 

Deduct for their contributions in (a) ? 

Contribute to Roth IRAs? 

Deduct for their contributions in (c)? 

e. Contribute to Coverdell Education Savings Accounts for their two children? 


Poy Ss 


L0.4, 6 Heather is a participant in a SIMPLE IRA plan of her employer. During 2009, she 
contributes 9% of her $52,000 salary, and her employer contributes 3%. What amount 
will be vested in her account at the end of 2009? 


L0.6 In 2013, Joyce receives a $4,000 distribution from her Coverdell Education Savings 

Account, which has a fair market value of $10,000. Total contributions to her CESA have 

been $7,000. Joyce’s AGI is $25,000. 

a. Joyce uses the entire $4,000 to pay for qualified education expenses. What amount 
should she include in her gross income? 

b. Assume instead that Joyce uses only $2,500 of the $4,000 distribution for qualified 
education expenses. What amount should she include in her gross income? 


L0.6 Gene, age 34, and Beth, age 32, have been married for nine years. Gene, who is a 
college student, works part-time and earns $1,500. Beth is a high school teacher and 
earns a salary of $34,000. Their AGI is $37,000. 

a. What is the maximum amount Gene can contribute to an IRA in 2009? 

b. What is the maximum amount Beth can contribute to an IRA in 2009? 


L0.6 Samuel, age 32, loses his job in a corporate downsizing. As a result of his 

termination, he receives a distribution of the balance in his § 401(k) account of $20,000 

($25,000 — $5,000 withholding) on May 1, 2009. Samuel’s marginal tax rate is 28%. 

a. What effect will the distribution have on Samuel’s gross income and tax liability if he 
invests the $20,000 received in a mutual fund? 


b. Same as (a) except that Samuel invests the $20,000 received in a traditional IRA 
within 60 days of the distribution. 
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c. Same as (a) except that Samuel invests the $20,000 received in a Roth IRA within 60 
days of the distribution. 


d. Howcould Samuel have received better tax consequences in (b)? 


L0.7 Paul, a professional basketball player, is to receive a bonus of $2 million for signing 
an employment contract in 2009. An NQDC plan is established to postpone the income 
beyond Paul’s peak income years. In 2009, his employer transfers the bonus to an escrow 
agent, who then invests the $2 million in mutual funds. The funds are subject to the 
claims of the employer’s creditors. The bonus is deferred for 10 years and becomes 
payable gradually in years 11 through 15. When is the bonus taxable to Paul and 
deductible by the employer? 


L0.7 Becky is an officer of a local bank that merges with a national bank, resulting in a 

change of ownership. She loses her job as a result of the merger, but she receives a cash 

settlement of $590,000 from her employer under her golden parachute. Her average 

annual compensation for the past five tax years is $200,000. 

a. Whatare the tax consequences to Becky and to the bank of the $590,000 payment? 

b. Assume instead that Becky’s five-year average annual compensation was $110,000, 
and she receives $390,000 in the settlement. What are the tax consequences to Becky 
and to the bank of the $390,000 payment? 


L0.8 On February 20, 2009, Tim (an executive of Hawk Corporation) purchased 100 

shares of Hawk stock (selling at $20 a share) for $10. A condition of the transaction was 

that Tim must resell the stock to Hawk at cost if he voluntarily leaves the company within 

five years of receiving the stock (assume this represents a substantial risk of forfeiture). 

a. Assuming that no special election is made under § 83(b), what amount, if any, is tax- 
able to Tim in 2009? 

b. Five years later when the stock is selling for $40 a share, Tim is still employed by 
Hawk. What amount of ordinary income, if any, is taxable to Tim? 

c. What amount, if any, is deductible by Hawk as compensation expense five years 
later? 

d. Should Tim make the § 83(b) special election in 2009? What amount would be tax- 
able in 2009 if he makes the special election? 

e. In (d), what amount would be deductible by Hawk five years later? 

f. Under (d), assume Tim sold all the stock six years later for $65 per share. How much 
capital gain is included in his gross income? 

g. In (d), what loss is available to Tim if he voluntarily resigns in 2012 before the five- 
year period and does not sell the stock back to the corporation? 

h. In (g), in the year Tim resigns, what amount, if any, would be taxable to Hawk 
Corporation? 


L0.8 On July 2, 2007, Black Corporation sold 1,000 of its common shares (worth $14 per 
share) to Earl, an employee, for $5 per share. The sale was subject to Earl’s agreement to 
resell the shares to the corporation for $5 per share if his employment is terminated 
within the following four years. The shares had a value of $24 per share on July 2, 2011. 
Earl sells the shares for $31 per share on September 16, 2011. No special election under 
§ 83(b) is made. 

What amount, if any, is taxed to Earl on July 2, 2007? 

On July 2, 2011? 

On September 16, 2011? 

What deduction, if any, will Black Corporation obtain? When? 

Assume the same facts, except that Earl makes an election under § 83(b). What 
amount, if any, will be taxed to Earl on July 2, 2007, July 2, 2011, and September 16, 


2011? 
f. Will the assumption made in (e) have any effect on any deduction Black Corpora- 
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tion will receive? Explain. 


LO.9 Rosa exercises ISOs for 100 shares of Copper Corporation common stock at the 

option price of $100 per share on May 21, 2008, when the fair market value is $120 per 

share. She sells the 100 shares of common stock three and one-half years later for $140. 

a. Calculate the long-term capital gain and the ordinary income on the sale. 

b. Assume Rosa holds the stock only seven months and sells the shares for $140 per 
share. Calculate the capital gain and ordinary income on the sale. 

c. In (b), what amount can Copper Corporation deduct? When? 
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d. Assume instead that Rosa holds the stock for two years and sells the shares for $115 
per share. Calculate any capital gain and ordinary income on this transaction. 

e. In (a), assume the options are nonqualified stock options with a nonascertainable 
fair market value on the date of the grant. Calculate the long-term capital gain and 
ordinary income on the date of the sale. 

f. In (e), assume that each option has an ascertainable fair market value of $10 on the 
date of the grant and that no substantial risk of forfeiture exists. Calculate the long- 
term capital gain and the ordinary income on the date of the sale. 


LO0.9 On November 19, 2007, Rex is granted a nonqualified stock option to purchase 100 
shares of Tan Company. On that date, the stock is selling for $8 per share, and the option 
price is $9 per share. Rex exercises the option on August 21, 2008, when the stock is 
selling for $10 per share. Five months later, Rex sells the shares for $11.50 per share. 
What amount is taxable to Rex in 2007? 

What amount is taxable to Rex in 2008? 

What amount and type of gain are taxable to Rex in 2009? 

What amount, if any, is deductible by Tan Company in 2008? 

What amount, if any, is recognized in 2009 if the stock is sold for $9.50 per share? 
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L0.4, 5,6, 10 Sara Reid, age 35, is the owner of a small business. She is trying to decide 
whether to have a § 401(k) plan or a simplified employee pension plan. She is not 
interested in a SIMPLE § 401(k) plan. Her salary will be approximately $52,000, and she 
will have no employees. She asks you to provide her with information on the advantages 
and disadvantages of both types of plans and your recommendation. Draft a letter to Sara 
that contains your response. Her address is 1000 Canal Avenue, New Orleans, LA 70148. 


L0.10 Lou’s employer provides a qualified cafeteria plan under which he can choose 
cash of $10,000 or health and accident insurance premiums worth approximately $7,000. 
If Lou is in the 35% tax bracket, advise him of his tax alternatives. 


L0.10 Suppose a company pays an executive a $300,000 salary. Social Security taxes are 
6.2%, and Medicare taxes are 1.45%. Assume the marginal tax rate of the company is 
34%. Calculate the after-tax cost to the company of providing this cash salary. 


RESEARCH PROBLEMS 


Checkpoint? Student Edition 


Note: Solutions to Research Problems can be prepared by using the Checkpoint® 
Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. Why do some argue that age discrimination occurs when a company 


converts a traditional defined benefit plan into a cash balance plan? How did the Pension 
Protection Act of 2006 deal with this issue? 


Research Problem 2. Shelly and Austin were divorced in 2009. Since they lived in a 


community property state, the judgment dissolving the marriage ordered that Austin’s 
traditional deductible IRA be divided equally between Shelly and him. Austin accordingly 
withdrew $125,000 from his IRA and transferred $112,000 to Shelly. Discuss the tax 
consequences for Shelly and for Austin. 


Partial list of research aids: 
§§ 72(t), 408(d)(1), 408(d)(6), 408(g), and 6662(a). 


Research Problem 3. Frequently, a football or basketball coach moves to another university 


and incurs an obligation to make a payment to the old university under a buyout provision 
in his or her contract. Football coach Richard Rodriguez was required to pay $4 million to 
West Virginia when he moved from West Virginia University to Michigan. Coach Rodriguez 
will pay $1.5 million, and Michigan will pay $2.5 million (plus any legal fees incurred) 


What are the tax consequences of these payments to Coach Rodriguez? 


Research Problem 4. Jim Raby transfers one-half of his compensatory stock options (ISOs and 


nonqualified stock options) to his ex-wife as part of a divorce settlement. Discuss the tax 
aspects of this transfer. 


Research Problem 5. Are stock appreciation rights covered by the new statutory framework 
for nonqualified deferred compensation in § 409A? 


Use the tax resources of the Internet to address the following questions. Do not restrict 
your search to the World Wide Web, but include a review of newsgroups and general 
reference materials, practitioner sites and resources, primary sources of the tax law, 
chat rooms and discussion groups, and other opportunities. 


Research Problem 6. Locate and download an Internet retirement calculator. Use this 
program to help you answer the questions in Problems 38 and 39. 


Research Problem 7. Search the Internet to determine how to use serial IRAs to stretch the 
60-day rule for IRA rollovers. List the five steps to carry out this technique. 


Research Problem 8. Using newspapers and magazine articles, determine the latest positions 
of the AICPA, SEC, PCAOB, and other groups with respect to the backdating of stock 
options. Determine if any executives have been convicted of backdating stock options. 


CHAPTER 19 Deferred Compensation 
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Corporations and Partnerships 


The primary orientation of this text is toward basic 
tax concepts and the individual taxpayer. 
Although many of these tax concepts also apply 
to corporations and partnerships, numerous tax 
concepts apply specifically to corporations or 
partnerships. An overview of these provisions is 
presented in Part 7. Comprehensive coverage of 
these topics appears in South-Western Federal 
Taxation: Corporations, Partnerships, Estates 


& Trusts. 
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Corporations and 


Partnerships 


LEARNING OBJECTIVES 


After completing Chapter 20, you should be able to: 


LO.1 


Identify those entities that are treated 
as corporations for Federal income tax 


purposes. 


L0.2 


Contrast the income tax treatment of 
individuals with that applicable to 
corporations. 


L0.3 


Recognize and calculate the tax 
deductions available only to 
corporations. 


L0.4 


Determine the corporate tax liability 
and comply with various procedural 
and reporting requirements. 


LO.5 


Understand the tax rules governing 
the formation of corporations. 


L0.6 


Work with the tax rules governing the 
operation of corporations. 


L0.7 


Recognize the tax rules governing the 
liquidation of corporations. 


L0.8 


Appreciate the utility and effect of 
the Subchapter S election. 


LO.9 


Understand the tax consequences of 
forming and operating a partnership. 


L0.10 


Evaluate the advantages and 
disadvantages of the various forms 
for conducting a business. 
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THE BIG PICTURE 


CHOICE OF 
BUSINESS ENTITY 


L0.1 


Identify those entities that are 
treated as corporations for 
Federal income tax purposes. 


The Todd sisters have decided to begin a catering business to handle private parties, 
weddings, anniversaries, and other large social events. As their parents previously _ 


owned several restaurants, the sisters are familiar with food service operations. All sis- 


ters will participate in the operation of the business and will provide the funds for 4 


capital acquisitions (e.g., delivery trucks, kitchen equipment, and food preparation 


facilities) and working capital needs. Due to the cost of the premiums, the sisters plan 


on minimal liability insurance coverage. : ae ae 

In the first few years of operation, the sisters anticipate losses. When and if the 
business becomes profitable, however, they would consider expansion. Any such 
expansion would require obtaining additional capital from outside sources. 

In what type of entity should the Todd sisters conduct the business? 


ntil now this text has concentrated on the Federal income taxation of indi- 

vidual taxpayers. In terms of conducting a business, an individual will often 

operate as a sole proprietorship. Although simple and straightforward—a 
mere Schedule C is involved—this may not be the best choice. Other forms of busi- 
ness organization are available and should be considered. Besides the sole proprie- 
torship, the choices are: 


® Ccorporation. 

e Scorporation. 

e Limited liability company. 
e Partnership. 


To make an informed choice on what type of entity to choose, familiarity with 
operational rules and the tax consequences of each is necessary. Starting with the 
corporate form, this chapter provides an overview of these rules and tax consequen- 
ces. Limited liability companies are not discussed in depth, since they are usually 
subject to partnership treatment. 


20.1 Wuat Is A CORPORATION? 


ELPA P REESE ITIL SEL ELE AA ELAINE ILL TEE AMELIE SPLEEN PAE EB LEIDER SED ELE EDLC ILL L LS RA CURE LID. 


COMPLIANCE WITH STATE LAW 


A company must comply with the specific requirements for corporate status under 
state law. For example, it is necessary to draft articles of incorporation and file them 
with the state regulatory agency, be granted a charter, and issue stock to shareholders. 

Compliance with state law, although important, is not the only requirement that 
must be met to qualify for corporate tax status. For example, a corporation qualifying 
under state law may be disregarded as a taxable entity if it is a mere sham lacking in 
economic substance. The key consideration is the degree of business activity con- 
ducted at the corporate level. 


Gene and Mike are joint owners of a tract of unimproved real estate that they wish to 
protect from future creditors. Gene and Mike form Falcon Corporation and transfer 
the land to it in return for all of the corporation’s stock. The corporation merely holds 
title to the land and conducts no other activities. In all respects, Falcon Corporation 
meets the legal requirements of a corporation under applicable state law. Neverthe- 


less, Falcon might not be recognized as a separate entity for corporate tax purposes 
under these facts.’ = 


"See Paymer v. Comm., 45-2 USTC $9353, 33 AFTR 1536, 150 F.2d 334 (CA-2, 


1945). 


CHAPTER 20 Corporations and Partnerships 20-3 


Assume the same facts as in Example 1. In addition to holding title to the land, Falcon PE WME EE 2 | 


Corporation leases the property, collects rents, and pays the property taxes. Falcon 


probably would be treated as a corporation for Federal income tax purposes because 
of the scope of its activities. m 


In some instances, the IRS has attempted to disregard (or collapse) a corporation 
in order to make the income taxable directly to the shareholders.” In other cases, 
the IRS has asserted that the corporation is a separate taxable entity so as to assess 


tax at the corporate level and to tax corporate distributions to shareholders as divi- 
dend income (double taxation) .° 


ENTITY CLASSIFICATION PRIOR TO 1997 


Can an organization not qualifying as a corporation under state law still be treated as 
such for Federal income tax purposes? Unfortunately, the tax law defines a corpora- 
tion as including “associations, joint stock companies, and insurance companies.”* 
As the Code contains no definition of an “association,” the issue became the subject 
of frequent litigation.” 

It was finally determined that an entity would be treated as a corporation if it had 
a majority of the characteristics common to corporations.° For this purpose, the rele- 
vant characteristics are: 


e Continuity of life. 

e Centralized management. 
Limited liability. 

e Free transferability of interests. 


These criteria did not resolve all of the problems that continued to arise over cor- 
porate classification. When a new type of business entity, the limited liability company, 
was developed, the IRS was deluged with inquiries about its tax status. As the limited 
liability company became increasingly popular with professional groups, all states 
enacted statutes allowing some form of this entity. The statutes invariably permitted 
the corporate characteristic of limited liability and, often, that of centralized man- 
agement. Because continuity of life and free transferability of interests were absent, 
it was hoped that the entity would be classified as a partnership. This treatment 
would avoid the double taxation result inherent in the corporate form. 


ENTITY CLASSIFICATION AFTER 1996 


In late 1996, the IRS issued its so-called check-the-box Regulations.’ Effective begin- 
ning in 1997, these Regulations enable taxpayers to classify a business entity for tax 
purposes without regard to its corporate (or noncorporate) characteristics. These 
rules have simplified tax administration considerably and eliminated the litigation 
that arose with regard to association (corporation) status. 

Under the rules, an entity with more than one owner can elect to be classified as 
either a partnership or a corporation. An entity with only one owner can elect to be 
classified as a corporation or a sole proprietorship. In the event of default (no elec- 
tion is made), entities with multiple owners will be classified as partnerships and 
single-person businesses as sole proprietorships. 

The election is not available to entities that are actually incorporated under state 
law or to entities that are required to be corporations under Federal law (e.g., cer- 
tain publicly traded partnerships). For purposes of these prohibitions, limited 


“Royd Patterson, 25 TCM 1230, T.C.Memo. 1966-239, affd in 68-2 USTC "See, for example, U.S. v. Kininer, 54-2 USTC $9626, 46 AFTR 995, 216 F.2d 


49471, 22 AFTR2d 5810 (CA-2, 1968). 418 (CA-5, 1954). 
’Raffety Farms Inc. v. U.S., 75-1 USTC 99271, 35 AFTR2d 75-811, 511 F.2d ®See Reg. § 301.7701—2(a) prior to repeal. 
1234 (CA-8, 1975) Reg. §§ 301.7701-1 through —4, and —7. 


*§ '7701(a)(3). 
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L0.2 


Contrast the income tax 


treatment of individuals with 
that applicable to corporations. 


“Reg. § 301.7701-3(c). 


liability companies not incorporated under state law can elect either corporation or 


partnership status. 1 
Eligible entities make the election as to tax status by filing Form 8832 (Entity Clas- 
sification Election).® New elections are permitted, but only after a 60-month waiting 


period. 


290.2 INCOME TAX CONSIDERATIONS 


GENERAL TAX CONSEQUENCES OF DIFFERENT FORMS 
OF BUSINESS ENTITIES 


A business operation may be conducted as a sole proprietorship, as a partnership, or 
in corporate form. 


@ 

e Sole proprietorships are not separate taxable entities. The owner of the > 
business reports all business transactions on his or her individual income 7 
tax return. ’ 

e Partnerships are not subject to the income tax. Under the conduit con- f 
‘e 


cept, the various tax attributes of the partnership’s operations flow 
through to the individual partners to be reported on their personal 
income tax returns. 

e The regular corporate form (known as a C corporation) of doing business 
carries with it the imposition of the corporate income tax. The corpora- 
tion is recognized as a separate taxpaying entity. Income is taxed to the 
corporation as earned and taxed again to the shareholders as dividends 
when distributed. 

e A regular corporation (C corporation) may elect to be taxed as an S cor- 
poration. This special treatment follows the conduit concept and is simi- 
lar (although not identical) to the partnership rules. Income tax is 
generally avoided at the corporate level, and shareholders are taxed cur- 
rently on the taxable income of the S corporation. 


INDIVIDUALS AND CORPORATIONS COMPARED—AN OVERVIEW 


Similarities between Corporate and Individual Tax Rules 


The gross income of a corporation is determined in much the same manner as for 
individuals. Both individuals and corporations are entitled to exclusions from gross 
income, such as interest on municipal bonds. Gains and losses from property trans- 
actions are also treated similarly. For example, whether a gain or loss is capital or or- 
dinary depends on the nature and use of the asset rather than the type of taxpayer. 
Upon the sale or other taxable disposition of depreciable personalty, the recapture 
rules of § 1245 make no distinction between corporate and noncorporate taxpayers. 
In the case of the recapture of depreciation on real property (§ 1250), however, cor- 
porate taxpayers experience more severe tax consequences. As illustrated later, cor- 
porations must recognize as additional ordinary income 20 percent of the excess of 
the amount that would be recaptured under § 1245 over the amount recaptured 
under § 1250. 

In cases involving nontaxable exchanges and certain transactions allowing the 
deferral of gain recognition, many of the rules are the same. Thus, both individuals 
and corporations can utilize the like-kind exchange provisions of § 1031 and the 
deferral allowed by § 1033 for involuntary conversions. In contrast, the § 121 exclu- 
sion for gain from the sale of a principal residence is a relief measure available only 
to individual taxpayers. 
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The business deductions of corporations parallel those available to individuals. 
Corporate deductions are allowed for all ordinary and necessary expenses paid or 
incurred in carrying on a trade or business. Corporations may also deduct interest, 
certain taxes, losses, bad debts, depreciation, cost recovery, charitable contributions 
subject to corporate limitation rules, net operating losses, research and experimen- 
tal expenditures, and other less common deductions. 

Many of the tax credits available to individuals, such as the foreign tax credit, can 
be claimed by corporations. Not available to corporations are certain credits that are 
personal in nature. Examples of credits not available to corporations include the 
credit for child and dependent care expenses, the credit for the elderly or disabled, 
and the earned income credit. 

Corporations usually have the same choices of accounting periods as do individu- 
als. Like an individual, a corporation may choose a calendar year or a fiscal year for 
reporting purposes. Corporations do enjoy greater flexibility in the election of a tax 
year. For example, corporations usually can have different tax years from those of 
their shareholders. Also, a newly formed corporation generally has a free choice of 
any approved accounting period without having to obtain the consent of the IRS. As 
noted in Chapter 18, however, personal service corporations are subject to severe 
restrictions on the use of a fiscal year. 

In terms of methods of accounting, both individuals and corporations must use 
the accrual method in determining cost of goods sold if they maintain inventory for 
sale to customers. The accrual method must also be used by large corporations (an- 
nual gross receipts in excess of $5 million). The cash method of accounting, however, 
is available to small corporations and in the following additional situations: 


e An Selection is in effect. 

e The trade or business is farming or timber. 

e A qualified personal service corporation is involved. 

e A qualified service provider (e.g., plumbing business) is involved, and an- 
nual gross receipts (for the past three years) do not exceed $10 million. 
This exception applies even if the service provider is buying and selling 
inventory. 


Dissimilarities 
Both noncorporate and corporate taxpayers are subject to progressive income tax 
rates. For individuals, the rates for 2009 are 10, 15, 25, 28, 33, and 35 percent. For cor- 
porations, the rates are 15, 25, 34, and 35 percent. Corporate taxpayers lose the bene- 
fits of the lower brackets (using a phaseout approach) once taxable income reaches a 
certain level. Noncorporate taxpayers, however, continue to enjoy the benefits of the 
lower brackets even though they have reached the higher taxable income levels. 
Commencing in 2003, qualified dividends received by individual shareholders 
are subject to preferential tax rates. For those shareholders in the top four tax brack- 
ets (25, 28, 33, and 35 percent), the maximum rate is 15 percent; for those in the bot- 
tom two brackets (10 and 15 percent), the rate is 0 percent (5 percent for 2007). As 
discussed later, corporate shareholders enjoy the alternative of the dividends 
received deduction. ; 
Many corporate and all noncorporate taxpayers are subject to the alternative min- 
imum tax (AMT). For AMT purposes, many adjustments and tax preference items 
are the same for both, but other adjustments and tax preferences apply only to cor- 
porations or only to individuals. Also, certain small business corporations are effec: 
tively exempt from the corporate AMT. Corporate tax rates are discussed later in the 
chapter. The AMT is discussed at length in Chapter 12. See also the coverage in 
South-Western Federal Taxation: Corporations, Partnerships, Estates, and Trusts. . 
All allowable corporate deductions are treated as business expenses. The determi- 
nation of adjusted gross income, so essential for individuals, has no relevance to cor- 
porations. Corporations need not be concerned with classifying deductions into 


deduction forand deduction from categories. 
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GLOBAL 


Tax Issues 


°8§ 1211(a) and (b). 


hae Coneeees TAXES Too Hic? 


A recent Treasury report shows that the average statutory corporate tax rate in the 
United States is 39 percent when both Federal and state income taxes are considered. In 
contrast, average rates for the European Union and the Asia-Pacific region are 26 per- 
cent and 30 percent, respectively. Currently, the United States is second only to Japan in 
top rates, and that country is planning a rate reduction. The recent downward trend in 
corporate income tax rates has been particularly prevalent in European countries (e.g., 
from 34 to 28 percent in France, from 35 to 30 percent in Spain, and from 39 to just 
under 30 percent in Germany). Meanwhile, in the United States the Federal tax rates on 
corporations have remained unchanged since they were substantially lowered in 1986! 


SPECIFIC PROVISIONS COMPARED 


Corporate and individual tax rules also differ in the following areas: 


© Capital gains and losses. 

e Recapture of depreciation. 

Charitable contributions. 

e Domestic production activities deduction. 
e Net operating losses. 

Special deductions for corporations. 


Capital Gains and Losses 


Both corporate and noncorporate taxpayers are required to aggregate gains and 
losses from the taxable sale or exchange of capital assets. (Refer to Chapter 16 for a 
description of the netting process that takes place after the aggregation has been 
completed.) For long-term capital gains (including gains from collectibles and 
unrecaptured § 1250 gain), individuals enjoy an advantage. Called the alternative 
tax, the maximum applicable tax rate is 28 percent for collectibles, 25 percent for 
unrecaptured § 1250 gain, and 15 percent for other capital gains. For the last cate- 
gory, the tax rate is reduced to 0 percent if the taxpayer is in the 15 percent (or 
lower) tax bracket. In the case of corporations, all capital gains are taxed using the 
rates for ordinary income. Therefore, the net long-term capital gain of a corporation 
could be taxed at a rate of 35 percent (the highest rate applicable to corporations). 


In 2009, Rose has taxable income of $80,000, not including a long-term capital gain of 
$10,000. If Rose is an individual, the alternative tax yields a tax on the capital gain of 
$1,500 ($10,000 x 15%). If, however, Rose is a C corporation, the tax becomes $3,400 
($10,000 x 34%). @ 


Significant differences exist in the treatment of capital losses for income tax pur- 
poses. Individuals, for example, can annually deduct up to $3,000 of net capital 
losses against ordinary income. If an individual has both net short-term and net 
long-term capital losses, the short-term capital losses are used first in arriving at the 
$3,000 ordinary loss deduction. Corporations are not permitted to use net capital 
losses to offset OA ESS income. Net capital losses can be used only to offset past or 
future capital gains.? Unlike individuals, corporations are not allowed an unlimited 
carryover period for capital losses. Instead, they may carry back excess capital losses 
to the three preceding years, applying the losses initially to the earliest year. If not 
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exhausted by the carryback, remaining unused capital losses may be carried for- 
ward for a period of five years from the year of the loss.'° 
When carried back or forward, both short-term capital losses and long-term capital 
losses are treated as short-term capital losses by corporate taxpayers. For noncorpo- 
Tate taxpayers, Carryovers of capital losses retain their identity as short or long term. 


Hawk Corporation, a calendar year taxpayer, incurs a long-term net capital loss of Le eee 


$5,000 for 2009. None of the capital loss may be deducted in 2009. Hawk may, however, 
carry the loss back to years 2006, 2007, and 2008 (in this order) and offset any capital 
gains recognized in these years. If the carryback does not exhaust the loss, the loss may 
be carried forward to 2010, 2011, 2012, 2013, and 2014 (in this order). Such capital loss 
carrybacks or carryovers are treated as short-term capital losses. = 


Recapture of Depreciation 


Corporations selling depreciable real estate may have ordinary income in addition 
to that required by § 1250. Under § 291, the additional ordinary income element is 
20 percent of the excess of the § 1245 recapture potential over the § 1250 recapture. 
Asa result, the § 1231 gain is correspondingly decreased by the additional recapture. 

Under § 1250, the excess of accelerated depreciation over straight-line deprecia- 
tion is recaptured as ordinary income as to residential real property. Since all real 
property purchased since 1986 is depreciated using only the straight-line method, af- 
ter 2005 the § 1250 amount is zero because the depreciation period (19 years in 
1986) has expired and such buildings are fully depreciated. 


_ EXAMPLE 5 _ 


Condor Corporation purchases residential real property on November 3, 1996, for 
$300,000. Straight-line cost recovery is taken in the amount of $132,716 before the 
property is sold on January 5, 2009, for $250,000. 

First, determine the recognized gain: 


Sales price $ 250,000 
Less adjusted basis: 

Cost of property $300,000 

Less cost recovery (132,716) (167,284) 
Recognized gain $ 82,716 


Second, determine the § 1245 recapture potential. This is the lesser of $82,716 
(recognized gain) or $132,716 (cost recovery claimed). 
Third, determine the § 1250 recapture amount: 


Cost recovery taken $ 132,716 
Less straight-line cost recovery (132,716) 
§ 1250 ordinary income $ —0- 


Fourth, because the taxpayer is a corporation, determine the additional § 291 


amount: 
§ 1245 recapture potential $ 82,716 
Less § 1250 recapture amount (—0-) 
Excess § 1245 recapture potential $ 82,716 
Apply § 291 percentage x 20% 
Additional ordinary income under § 291 $ 16,543 


§ 1212(a). 
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% 


Condor Corporation's recognized gain of $82,716 is accounted for as follows: 


Ordinary income under § 1250 Sa at 

Ordinary income under § 291 16,543 

§ 1231 gain 66,173 

Total recognized gain ~$ 82,716 - 
Charitable Contributions 


Generally, a charitable contribution deduction is allowed only for the tax year in 
which the payment is made. However, an important exception is made for accrual 
basis corporations. The deduction may be claimed in the tax year preceding payment 
if the following conditions are satisfied: 


e The contribution is authorized by the board of directors by the end of 
that tax year and 

e The contribution is paid on or before the fifteenth day of the third month 
of the next tax year.'! 


EXAMPLE 60 SE ae ee On December 29, 2009, the board of directors of Dove Corporation, a calendar year, 


accrual basis taxpayer, authorizes a $20,000 donation to a qualified charity. The dona- 
tion is paid on March 12, 2010. Dove Corporation may claim the $20,000 donation as 
a deduction for 2009. As an alternative, Dove may claim the deduction in 2010 (the year 
of payment). # 


Like individuals, corporations are not permitted an unlimited charitable contri- 
bution deduction. In any one year, a corporate taxpayer is limited to 10 percent of 
taxable income. For this purpose, taxable income is computed without regard to the 
charitable contribution deduction, any net operating loss carryback or capital loss 
carryback, or the dividends received deduction.'* Any contributions in excess of the 
10 percent limitation are carried forward to the five succeeding tax years. Any carry- 
over must be added to subsequent contributions and is subject to the 10 percent 
limitation. In applying the limitation, the most recent contributions must be 
deducted first.'” 


; EXAMPLE 2 During 2009, Eagle Corporation (a calendar year taxpayer) had the following income 


"g 170(a)(2)._ 
28 170(b)(2). 


EXAMPLE 8” 


and expenses: 


Income from operations $140,000 
Expenses from operations 110,000 
Dividends received 10,000 
Charitable contributions made in 2009 5,000 


For purposes of the 10% limitation only, Eagle’s taxable income is $40,000 ($140,000 — 
$110,000 + $10,000). Consequently, the allowable charitable contribution deduction 
for 2009 is $4,000 (10% x $40,000). The $1,000 unused portion of the contribution is 
carried forward to 2010, 2011, 2012, 2013, and 2014 (in that order) until exhausted. = 


Assume the same facts as in Example 7. In 2010, Eagle Corporation has taxable income 
(after adjustments) of $50,000 and makes a charitable contribution of $4,800. The max- 
imum deduction allowed for 2010 is $5,000 (10% x $50,000). The first $4,800 of the 
allowed deduction must be allocated to the 2010 contribution, and the $200 excess is 
allocated to the carryover from 2009. The remaining $800 of the 2009 contribution is 
carried over to 2011, etc. @ 


'§ 170(d)(2). 
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As noted in Chapter 10, the deduction for charitable contributions of ordinary 
income property is limited to the lesser of the fair market value or the adjusted basis 
of the property. A special rule provides an exception that permits a corporation to 
contribute inventory (ordinary income property) to certain charitable organizations 
and receive a deduction equal to the adjusted basis plus one-half of the difference 
between the fair market value and the adjusted basis of the property. In no event, 
however, may the deduction exceed twice the adjusted basis of the property. To 
qualify for this exception, the inventory must be used by the charity in its exempt 
purpose for the care of children, the ill, or the needy. 


In the current year, Robin Company (a retail clothier) donates sweaters and overcoats SR RMETE S| 


to Sheltering Arms (a qualified charity caring for the homeless). The clothing is inven- 
tory and has a basis of $10,000 and a fair market value of $14,000. If Robin is a corpora- 
tion, the charitable contribution that results is $12,000 [$10,000 (basis) + $2,000 (50% 
of the appreciation of $4,000)]. In contrast, if Robin is not a corporation, the charitable 
contribution is limited to $10,000 (basis). ™ 


The special rule allowing the inventory exception also provides further excep- 
tions for gifts of scientific property and computer technology and equipment to be 
used for educational purposes. If certain conditions are met, 50 percent of the 
appreciation on such property is allowed as an additional charitable deduction.'* 


Domestic Production Activities Deduction 


As noted in Chapter 7, § 199 was designed to replace various export tax benefits that 
our world trading partners deemed discriminatory. Known as the domestic production 
activities deduction (DPAD), the provision is equally applicable to C corporations. In 
the case of C corporations, however, the limitation is based on taxable income, rather 
than AGI (both computed without considering the deduction). Thus, the DPAD is 
6 percent of the lesser of qualified production activities income (QPAI) or taxable 
income. (The DPAD was 3 percent prior to 2007 and will increase to 9 percent in 2010.) 
As with individual taxpayers, the DPAD cannot exceed 50 percent of the W—2 wages 
involved (those subject to withholding plus certain elective deferrals). Domestic gross 
receipts from manufacturing activities are a major source of QPAI. These gross receipts 
are adjusted by cost of goods sold and other assignable expenses to arrive at QPAI. 

For corporations that are members of an affiliated group (based on 50 percent 
common control), the deduction is determined by treating the group as a single tax- 
payer. In effect, therefore, each member of the group is treated as being engaged in 
the activities of every other member. The deduction is then allocated among the 
members in proportion to each member’s respective amount of QPAI.’° 


ve PEROMTLG 102 
Mallard and Pintail Corporations are members of an affiliated group but do not file a ER ae EE 8 


consolidated return. Mallard manufactures a machine at a cost of $300 and sells it to 
Pintail for $500. Pintail incurs additional cost of $100 for marketing and then sells the 
machine to an unrelated customer for $700. The QPAI deduction is based on $300 ($700 — 
$300 — $100) even though the seller (Pintai!) did not perform any manufacturing.'° 
Note that this is the same result that would have been reached if Pintail had not been 
involved and Mallard had conducted its own marketing function. # 


Assume the same facts as in Example 10 except that the parties are not related. Under 
these circumstances, Mallard has QPAI of $200 ($500 — $300) and Pintail has none. Pin- 
tail’s activities, when considered alone, are not QPAI because they involve marketing 


and not manufacturing. ® 


“These conditions are set forth in §§ 170(e)(4) and (6). The inventory excep- "Reg. § 1.199-7(c). 
tion is prescribed by § 170(e)(3). 
58 199(d)(4). 
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In the case of pass-through entities (e.g., partnerships, S corporations, trusts, 
and estates), special rules apply for handling the DPAD.’” Because the deduction 
is determined at the owner level, each partner or shareholder must make the com- 
putation separately. Thus, the entity allocates to each owner his or her share of 
QPAI. The QPAI that is passed through is then combined with any qualifying activ- 
ities that the owner has from other sources (e.g., a partner also conducts a manu- 
facturing activity on his or her own). 

The DPAD can be claimed in computing the alternative minimum tax (including 
adjusted current earnings). The deduction allowed is the lesser of QPAI or alterna- 
tive minimum taxable income (AMTI). In the case of an individual taxpayer, AGI is 
substituted for AMTI in determining the limitation on the amount allowed as a 
deduction.’® 


Net Operating Losses 


The computation of a net operating loss (NOL) for individuals was discussed in 
Chapter 7. Corporations are not subject to the complex adjustments required for 
individuals (e.g., a corporation has no adjustments for nonbusiness deductions or 
capital gains and losses). Corporations are subject to fewer adjustments than individ- 
uals are because a corporation’s loss more clearly approximates a true economic 
loss. Artificial deductions (e.g., personal and dependency exemptions) that merely 
generate paper losses are not permitted for corporations. 

In computing the NOL of a corporation, the dividends received deduction (dis- 
cussed below) can be claimed in determining the amount of the loss. Generally, 
NOLs generated after 1998 may be carried back 2 years and forward 20 years (or tax- 
payers may elect to forgo the carryback period) to offset taxable income for those 
years. 


| EXAMPRE Saher gl In 2009, Wren Corporation has gross income of $200,000 and deductions of $300,000, 


excluding the dividends received deduction. Wren received taxable ‘dividends of 
$100,000 from ExxonMobil stock. Wren has an NOL of $170,000, computed as follows: 


ne 


Gross income (including ExxonMobil dividends) $ 200,000 
Less: Business deductions $300,000 

Dividends received deduction (70% x $100,000) 70,000 (370,000) 
Taxable income (loss) ($ 170,000) 


| EXAM P hE dees Assume the same facts as in Example 12 and that Wren Corporation had taxable income 


of $40,000 in 2007. The NOL of $170,000 is carried back to 2007 (unless Wren elects not to 
carry back the loss to that year). The carryover to 2008 is $130,000, computed as follows: 


Taxable income for 2007 $ 40,000 
Less: NOL carryback from 2009 (170,000) 
Carryover of unabsorbed 2009 loss ($ 130,000) 


In Example 13, the carryback to 2007 might have been ill-advised if Wren Corpora- 
tion had little, if any, taxable income in 2008 and if it anticipated large amounts of 
taxable income in the immediate future. In that case, the election to forgo the carry- 
back might generate greater tax savings. In this regard, three points should be con- 
sidered. First, the time value of the tax refund that is lost by not using the carryback 
procedure must be considered. Second, the election to forgo an NOL carryback is ir- 
revocable. Thus, it cannot be changed later if the future high profits do not material- 
ize. Third, future increases or decreases in corporate income tax rates that can 
reasonably be anticipated should be considered. 


7g 199(d)(1).. 98 179(b), 
8g 199(d)(6). 
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VARIATIONS IN MITIGATING THE EFFECT OF MaLTIPLE TAXATION 


Aes 


ent from that used for corporate shareholders. Instea 
allowing a deduction for some (or all) of the dividends 
received, relief is provided through the application of a 
lower tax rate. Thus, qualified dividends are taxed at the 
same preferential tax rate available to net capital gains. = 

In summary, the possible triple taxation of corporate- _ 
source income is mitigated by the combination of a deduc- _ 
tion (available to corporate shareholders) and a lower tax _ 
rate (available to individual shareholders). 


| When a corporation receives a dividend from another corpora- 
tion, multiple taxation of the same income is eased (or avoided) 
by allowing the corporate shareholder a dividends received 
deduction. But what happens when these funds are later 
passed through to the individual shareholders? Until recently, 
such distributions were fully taxed as ordinary income. 

This problem of double taxation of corporate distribu- 
tions at the individual shareholder level was addressed by 
Congress in 2003. The solution arrived at, however, is differ- 


DEDUCTIONS AVAILABLE ONLY TO CORPORATIONS 


Dividends Received Deduction 


The purpose of the dividends received deduction is to prevent triple taxation. Without 
the deduction, income paid to a corporation in the form of a dividend would be sub- 
ject to taxation for a second time (after being taxed first to the distributing corpora- 
tion) with no corresponding deduction to the distributing corporation. A third level 
of tax would be assessed on the shareholders when the recipient corporation distrib- 
uted the income to its shareholders. Since the dividends received deduction may be 
less than 100 percent, the law provides only partial relief. 

The amount of the dividends received deduction depends upon the percentage 
of ownership the recipient corporate shareholder holds in the corporation making 
the dividend distribution.’ For dividends received or accrued, the deduction percent- 
age is summarized as follows: 


L0.3 


Recognize and calculate the tax 


deductions available only to 
corporations. 


Percentage of Ownership by 


Corporate Shareholder Deduction Percentage 


Less than 20% 70% 
20% or more (but less than 80%) 80% 
80% or more 100% 


The dividends received deduction may be limited to a percentage of the taxable 
income of a corporation computed without regard to the NOL deduction, the divi- 
dends received deduction, the DPAD, or any capital loss carryback to the current tax 
year. The percentage of taxable income limitation corresponds to the deduction 
percentage. Thus, if a corporate shareholder owns less than 20 percent of the stock 
in the distributing corporation, the dividends received deduction is limited to 
70 percent of taxable income (as previously defined). However, ao does 
not apply if the corporation has an NOL for the current taxable year. 

In working with these myriad rules, the following steps need to be taken: 


1. Multiply the dividends received by the deduction percentage. 

2. Multiply the taxable income (as previously defined) by the deduction percentage. 

3. The deduction is limited to the lesser of step 1 or step 2, unless subtracting the 
amount derived from step 1 from taxable income (as previously defined) gen- 
erates a negative number. If so, the amount derived in step 1 should be used. 


»g243(a). a. *§ 246(b). 
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ORAM REE i508 ot Crane, Osprey, and Gull Corporations, three unrelated calendar year corporations, 


have the following transactions for 2009: 


Crane Osprey Gull 
Corporation Corporation Corporation 

Gross income from operations $ 400,000 $ 320,000 $ 260,000 
Expenses from operations (340,000) (340,000) (340,000) 
Dividends received from domestic 

corporations (less than 20% 

ownership) 200,000 200,000 200,000 
Taxable income before the dividends 

received deduction $ 260,000 $ 180,000 $ 120,000 


a eS = eee SSS See 


In determining the dividends received deduction, use the step procedure just 


described: 
Crane Osprey Gull 
Corporation Corporation Corporation 

Step 1:(70% x $200,000) $140,000 $140,000 $140,000 
Step 2: 

70% x $260,000 (taxable income) $182,000 

70% x $180,000 (taxable income) $126,000 

70% x $120,000 (taxable income) $ 84,000 
Step 3: 

Lesser of step 1 or step 2 $140,000 $126,000 

Generates an NOL $140,000 


Osprey Corporation is subject to the 70 percent of taxable income limitation. It 
does not qualify for the loss rule treatment, since subtracting $140,000 (step 1) from 
$180,000 does not yield a loss. Gull Corporation qualifies for the loss rule treatment ' 
because subtracting $140,000 (step 1) from $120,000 does yield a loss. In summary, 
each corporation has the following dividends received deduction for 2009: $140,000 
for Crane, $126,000 for Osprey, and $140,000 for Gull. If a corporation already has 
an NOL before any dividends received deduction is claimed, the full dividends 
received deduction (as calculated in step 1) is allowed. 


Deduction of Organizational Expenditures 


A corporation may elect to amortize organizational expenses over a period of 
15 years or more. A special excepHon allows the corporation to immediately expense 
the first $5,000 of these costs.” The exception, however, is phased out on a dollar- 
for-dollar basis when these expenses exceed $50,000. 


Kingbird Corporation, a calendar year taxpayer, is formed on June 1, 2009. In connection 
with its formation, it incurs organizational expenditures of $52,000. If Kingbird wants to 
claim as much of these expenses as soon as possible, its deduction for 2009 is— 


Expense: $5,000 — ($52,000 — $50,000) = $3,000 
© $52,000 — $3,000 
A it : 2 = 
mortization a0 nioniheL 7 (months) = $1,906 


Kingbird deducts a total of $4,906 ($3,000 + $1,906) for 2009. m 


If the election is not made on a timely basis, the expenditures cannot be deducted 
until the corporation ceases to conduct business and liquidates. The election is 


222 OAQ 
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TAXING THE INCOME OF ForEIGN CORPORATIONS 


Are foreign corporations subject to the U.S. corporate income tax? If the income is from 
U.S. sources, the answer is yes! This presumes that the income is not insulated from U.S. 
tration by a provision in a tax treaty between the United States and the country of 
incorporation. 

The manner of taxation depends upon the nature of the income involved. If the 
income is fixed, determinable, annual, or periodic (known as FDAP income), it is taxed 
at 30 percent on the gross amount. The tax is collected by virtue of required withhold- 
ing imposed on the payor. FDAP income generally includes passive income (e.g., divi- 
dends, interest, rents, royalties, annuities) that is not effectively connected with a U.S. 
trade or business. . 

If, however, the income comes from the conduct of a U.S. trade or business, it is 
taxed at net in much the same manner as the income of domestic corporations. Any 


FDAP income effectively connected with the trade or business is taxed in the same man- 
ner as the business net income. 


GLOBAL 


Tax Issues 


made in a statement attached to the corporation’s return for its first taxable year. 
The election covers all qualifying expenses incurred in the corporation’s first tax year. 
Thus, a cash basis taxpayer need not have paid the expenses as long as they were 
incurred. 

Organizational expenditures include the following: 


e Legal services incident to organization (e.g., drafting the corporate char- 
ter, bylaws, minutes of organizational meetings, terms of original stock 
certificates). 

e Necessary accounting services. 

e Expenses of temporary directors and of organizational meetings of direc- 
tors and shareholders. 

e Fees paid to the state of incorporation. 


Expenditures connected with issuing or selling shares of stock or other securities 
(e.g., commissions, professional fees, and printing costs) or with the transfer of assets 
to a corporation do not qualify. These expenditures are generally added to the capi- 
tal account and are not subject to amortization. 


DETERMINATION OF CORPORATE TAX LIABILITY re 


Income Tax Rates Determine the corporate tax 


The rate brackets for corporations are as follows:”” liability and comply with various 
procedural and reporting 


requirements. 


Taxable Income Tax Rate 
Not over $50,000 15% 
Over $50,000 but not over $75,000 25% 
Over $75,000 but not over $100,000 34% 
Over $100,000 but not over $335,000 39%* 
Over $335,000 but not over $10,000,000 34% 
Over $10,000,000 but not over $15,000,000 35% 
Over $15,000,000 but not over $18,333,333 38% ** 
Over $18,333,333 35% 


*Five percent of this rate represents a phaseout of the benefits of the lower tax rates on 


the first $75,000 of taxable income. 
**Three percent of this rate represents a phaseout of the benefits of the lower tax rate 


(34% rather than 35%) on the first $10 million of taxable income. 


"8 11(b). 
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PACES Rees A calendar year corporation has taxable income of $90,000 for the current year. The 


income tax liability is $18,850, determined as follows: $7,500(15% x $50,000) + $6,250 
(25% x $25,000) + $5,100 (34% x $15,000). @ 


Qualified personal service corporations are taxed at a flat 35 percent rate on all 
taxable income. They do not enjoy the tax savings of the lower brackets. For this pur- 
pose, a qualified personal service corporation is one that is substantially employee 
owned and engages in one of the following activities: health, law, engineering, archi- 
tecture, accounting, actuarial science, performing arts, or consulting. 


Alternative Minimum Tax 


Corporations are subject to an alternative minimum tax (AMT) that is structured in 
the same manner as that applicable to individuals. The AMT for corporations, as for 
individuals, defines a more expansive tax base than for the regular tax. Like individu- 
als, corporations are required to apply a minimum tax rate to the expanded base 
and pay the difference between the tentative AMT liability and the regular tax. Many 
of the adjustments and tax preference items necessary to arrive at alternative mini- 
mum taxable income (AMTT) are the same for individuals and corporations. 
Although the objective of the AMT is the same for individuals and for corporations, 
the rate and exemptions are different. As noted in Chapter 12, certain small business 
corporations are effectively exempt from the corporate AMT. 


CORPORATE FILING REQUIREMENTS 


A corporation must file a return whether it has taxable income or not.”* A corpora- : 
tion that was not in existence throughout an entire annual accounting period is 
required to file a return for the fraction of the year during which it was in existence. 
In addition, the corporation must file a return even though it has ceased to do busi- 
ness if it has valuable claims for which it will bring suit. It is relieved of filing returns 
once it ceases business and dissolves. 

The corporate return is filed on Form 1120. Corporations making the S corpora- 
tion election (discussed later in the chapter) file on Form 11208. 

Corporations with less than $250,000 of gross receipts and less than $250,000 in 
assets do not have to complete Schedule L (balance sheet) and Schedules M-1 and 
M-2 (see below) of Form 1120. Similar omissions are allowed for Form 1120S. These 
rules are intended to ease the compliance burden on small business. 

The return must be filed on or before the fifteenth day of the third month follow- 
ing the close of the corporation’s tax year. Corporations can receive an automatic 
extension of six months for filing the corporate return by filing Form 7004 by the 
due date of the return. However, the IRS may terminate an extension by mailing a 
10-day notice to the taxpayer corporation.” 

A corporation must make payments of estimated tax unless its tax liability can rea- 
sonably be expected to be less than $500.”° The payments must equal the lesser of 
100 percent of the corporation’s final tax or 100 percent of the last year’s tax. These 
payments may be made in four installments due on or before the fifteenth day of the 
fourth, sixth, ninth, and twelfth months of the corporate taxable year. The full 
amount of the unpaid tax is due on the date of the return. Failure to make the 
required estimated tax prepayments will result in a nondeductible penalty being 
imposed on the corporation. The penalty can be avoided, however, if any of various 
exceptions apply.” 


*§ 6012(a)(2). *§ 6655(f). 
=§ 6081. *”See § 6655 for the penalty involved and the various exceptions. 
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RECONCILIATION OF CORPORATE TAXABLE INCOME 
AND ACCOUNTING INCOME 


Taxable income and accounting net income are seldom the same amount. For 
example, a difference may arise if the corporation uses accelerated depreciation for 
tax purposes and straight-line depreciation for accounting purposes. - 

Many items of income for accounting purposes, such as proceeds from a life insur- 
ance policy on the death of a corporate officer and interest on municipal bonds, may 
not be includible in calculating taxable income. Some expense items for accounting 
purposes, such as expenses to produce tax-exempt income, estimated warranty reserves, 
a net capital loss, and Federal income taxes, are not deductible for tax purposes. 

Schedule M-1 on the last page of Form 1120 is used to reconcile accounting net 
income (net income after Federal income taxes) with taxable income (as computed 
on the corporate tax return before the deduction for an NOL and the dividends 
received deduction). In the left-hand column of Schedule M-1, net income per books 
is added to the following: the Federal income tax liability for the year, the excess of 
capital losses over capital gains (which cannot be deducted in the current year), 
income for tax purposes that is not income in the current year for accounting pur- 
poses, and expenses recorded on the books that are not deductible on the tax return. 
In the right-hand column, income recorded on the books that is not currently taxable 
or is tax-exempt and deductions for tax purposes that are not expenses for accounting 
purposes are totaled and subtracted from the left-hand column total to arrive at tax- 
able income (before the NOL or dividends received deductions). 


20-15 


During the current year, Crow Corporation had the following transactions: PeAREEE 


Net income per books (after tax) $92,400 
Taxable income 50,000 
Federal income tax liability (15% x $50,000) 7,500 
Interest income from tax-exempt bonds 5,000 
Interest paid on loan, the proceeds of which were used to 

purchase the tax-exempt bonds 500 
Life insurance proceeds received as a result of the death of a 

key employee 50,000 
Premiums paid on key employee life insurance policy 2,600 
Excess of capital losses over capital gains 2,000 


For book and tax purposes, Crow determines depreciation under the straight-line 
method. Crow’s Schedule M-1 for the current year follows. 


Reconciliation of Income (Loss) per Books With Income per Return 


Note: Schedule M-3 required instead of Schedule M-1 if total assets are $10 million or more—see instructions 


Bp 


1 Net income (loss) per books 92,400 7 Income recorded on books this year not 
2 Federal income tax per books included on this return (itemize): 
3 Excess of capital losses over capital gains . POON eee 
4 Income subject to tax not recorded on books [777 3554505) 22 l22o iD n Eee nn a  o- 
this year (itemize): ...--..------------------- _ USUMRNESSIEEe SOT ARI, SOE nae an 222-2 - ===> 
eS ee ee ee 8 Deductions on this return not charged 
5 Expenses recorded on books this year not against book income this year (itemize): 
deducted on this return (itemize): anDepreciationi me i eS ceceeeeee: 
fami@epreciationis G.= 2 tS) =s2-------5=252- b Charitable contributions $ _....----- 
b Charitable contributions $ .......--------- |)9 6 = = 34) ----------------------------------------- 
c Travel and entertainment $ ..........-----. [=a --------------------- 


Add lines 1 through 5 , 


9 Add lines 7 and 8 orcs 
10 Income (page 1, line 28)—line 6 less line 9 


105,000 


Schedule M-2 reconciles unappropriated retained earnings at the beginning of 
the year with unappropriated retained earnings at year-end. Beginning balance plus 
net income per books, as entered on line 1 of Schedule M-1, less dividend 


» 
€ 
, 


20-16 PARTVII Corporations and Partnerships | www.cengage.com/taxation/swft 


TAXin 
the-NEWS 


distributions during the year equals ending retained earnings. Other sources of | 
increases or decreases in retained earnings are also listed on Schedule M-2. 


| EXAMEOCE $82 | KAMER ESS Assume the same facts as in Example 17. Crow Corporation’s beginning balance in 


unappropriated retained earnings is $125,000, and Crow distributed a cash dividend of 
$30,000 to its shareholders during the year. Based on these further assumptions, Crow 
has the following Schedule M-2 for the current year. 


Yeare(eli-mera Analysis of Unappropriated Retained Earnings per Books (Line 25, Schedule L) 


1. ‘Balance at beginning of year . 5 Distributions: a Cash 30,000. 
2 Net income (loss) per books b Stock 
3 Other increases (itemize): _...........-...---. c Property 
ee ee een Re eet en a ee 6 Other decreases (itemize): ...........- 
Rene re eed iy oo 7 Add lines 5 and 6 cal tiara 30,000 
4 Addlines 1, 2, and3 8 Balance at end of year (line 4 less line 7) 187,400. P| 


Effective for taxable years ending on or after December 31, 2004, certain corpora- 
tions have to file Schedule M-3.7° This schedule, designated “Net Income (Loss) Rec- 
onciliation for Corporations With Total Assets of $10 Million or More,” is in lieu of 
Schedule M-1. It has to be filed when the assets reported on Schedule L of Form 
1120 total or exceed $10 million. Because it reveals significant differences between 
book and taxable income, Schedule M-3 will enable the IRS to more quickly identify 
possible abusive transactions (e.g., use of tax shelter schemes). 


20.3 FORMING THE CORPORATION 


10.5 CAPITAL CONTRIBUTIONS 


Understand the tax rules 


Davecnngeneyermation of The receipt of money or property in exchange for capital stock produces neither 
corporations. recognized gain nor loss to the recipient corporation.’ Gross income of a corporation 
does not include shareholders’ contributions of money or property to the capital of 
the corporation.*° Contributions by nonshareholders are also excluded from the 


*®Rev.Proc. 2004-45, 2004-2 C.B. 140. Schedule M-3 satisfies some of the dis- 98 1032. 
closure requirements set forth in Reg. § 1.6011—4 when significant book-tax 58 118. 
differences occur. 
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gross income of a corporation.”! The basis of the property (capital transfers by non- 
shareholders) to the corporation is zero. 


A city donates land worth $900,000 to Cardinal Corporation as an inducement for it to PEXEMELE 18007 | 


locate in the city. The receipt of the land does not represent gross income. The land’s 
basis to the corporation is zero. @ 


Thin Capitalization 

The advantages of capitalizing a corporation with debt may be substantial. Interest on 
debt is deductible by the corporation, while dividend payments are not. Further, the 
shareholders are not taxed on loan repayments unless the payments exceed basis. 

In certain instances, the IRS will contend that debt is really an equity interest (thin 
capitalization) and will deny the shareholders the tax advantages of debt financing. If 
the debt instrument has too many features of stock, it may be treated as a form of 
stock, and principal and interest payments are treated as dividends.*” 

The form of the instrument will not assure debt treatment, but failure to observe 
certain formalities in creating the debt may lead to an assumption that the pur- 
ported debt is a form of stock. The debt should be in proper legal form, bear a legiti- 
mate rate of interest, have a definite maturity date, and be repaid on a timely basis. 
Payments should not be contingent upon earnings. Further, the debt should not be 
subordinated to other liabilities, and proportionate holdings of stock and debt 
should be avoided or minimized. 

The preferential treatment allowed for qualified dividend income has added 
another dimension to the thin capitalization issue. Although a corporation would 
prefer to pay out profits in the form of interest (deductible as an expense) rather 
than as dividends (nondeductible), the shareholders have the opposite tax position. 
Interest income is ordinary income, while qualified dividends are subject to benefi- 
cial net capital gain rates. Nevertheless, the repayment of the debt is not taxed at all 
as it is a return of capital. Hence, the thin capitalization incentive will continue to 
exist. 


TRANSFERS TO CONTROLLED CORPORATIONS 


Without special provisions in the Code, a transfer of property to a corporation in 
exchange for its stock would be a sale or exchange of property and would constitute 
a taxable transaction to the transferor shareholder. Section 351 provides for the non- 
recognition of gain or loss upon such transfers of property if the transferors are in 
control of the corporation immediately after the transfer. Gain or loss is merely post- 
poned in a manner similar to a like-kind exchange (see Chapter15). The following 
requirements must be met to qualify under § 351: 


e The transferors must be in control of the corporation immediately after 
the exchange. Control is defined as ownership of at least 80 percent of the 
total combined voting power of all classes of stock entitled to vote and at 
least 80 percent of the total number of shares of all other classes of 
stock.°° 

e Realized gain (but not loss) is recognized to the extent that the transfer- 
ors receive property other than stock. Such nonqualifying property is 
commonly referred to as boot. 


If the requirements of § 351 are satisfied and no boot is involved, nonrecognition 
of gain or loss is mandatory. 


2\Kdwards ve Gulla Railroad Co., 1 USTC 4139, 5 AFTR 5398, 45 S.Ct. 614 Section 385 lists several factors that might be used to determine whether a 
(USSC 1995) debtor-creditor relationship or a shareholder-corporation relationship 
; exists. 


8 368(c). 
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Computation of gross income 
Computation of taxable income 
Deductions 


Charitable contributions 


Casualty losses 


Depreciation recapture for 
§ 1250 property 


Domestic production activities 
deduction 


Net operating loss 


Dividends received 


Long-term capital gains 


Capital losses 


Individuals 


§ 61. 

§§ 62, 63(b) through (h). 

Trade or business (§ 162); nonbusiness 
(§ 212); some personal and employee 
expenses (generally deductible as 
itemized deductions). 


Limited in any tax year to 50% of AGI; 30% 
for long-term capital gain property 
unless election is made to reduce fair 
market value of gift; 20% for long-term 
capital gain property contributed to 
private nonoperating foundations. 


Time of deduction—year in which 
payment is made. 


Contribution of ordinary income property 
is limited to the lesser of adjusted basis 
or fair market value. 


Excess charitable contributions can be 
carried over for a period of up to five 
years. 


$100 (500 for 2009) floor on nonbusiness 
casualty and theft losses; nonbusiness 
casualty and theft losses deductible 
only to extent losses exceed 10% 
of AGI. 


Recaptured to extent accelerated 
depreciation exceeds straight-line. 


6% of the lesser of QPAI or AGI. 


Adjusted for nonbusiness deductions over 
nonbusiness income and for personal 
and dependency exemptions. 


Qualified dividends are taxed at the same 
rate applicable to net long-term capital 
gains. 


Generally taxed at a rate no higher than 
15% (0% if taxpayer is in the 15% or 
lower tax bracket). 


Only $3,000 of capital loss can offset 
ordinary income; loss is carried forward 
indefinitely to offset capital gains or 
ordinary income up to $3,000; 
carryovers of short-term losses remain 
short term; long-term losses carry over 
as long term. 


Corporations | 


§ 61. 
§ 63(a). Concept of AGI has no relevance. 
Trade or business (§ 162). 


Limited in any tax year to 10% of taxable 
income computed without regard to the 
charitable contribution deduction, net 
operating loss or capital loss carryback, and 
dividends received deduction. 


Time of deduction—year in which payment is 
made unless accrual basis taxpayer. Accrual 
basis corporation may take deduction in 
year preceding payment if contribution 
was authorized by board of directors by 
end of that year and contribution is paid by 
fifteenth day of third month of following 
year. 


Contribution of certain ordinary income 
property can include one-half of any 
appreciation on the property. 


Excess charitable contributions can be carried 
over for a period of up to five years. 


Deductible in full. 


20% of excess of amount that would be 
recaptured under § 1245 over amount 
recaptured under § 1250 is additional 
ordinary income under § 291. 


6% of the lesser of QPAI or taxable income. 


Generally no adjustments. 


Deduction allowed (70%, 80%, or 100%) as to 
dividends received. 


Taxed using regular corporate rates. 


Can offset only capital gains; carried back 
three years and forward five years; 
carrybacks and carryovers are treated as 
short-term losses. 


Passive activity losses 


Alternative minimum tax 


Tax rates 
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Individuals 3 Corporations 


Generally deductible only against income _ For regular corporations, no limitation on 

from passive activities. deductibility. Personal service corporations 
and certain closely held corporations, 
however, are subject to same limitations as 
imposed on individuals. A closely held 
corporation is one where five or fewer 
individuals own more than 50% of the 
stock either directly or indirectly. 


Applied at a graduated rate schedule of Applied at a 20% rate to AMT base (taxable 


26% and 28% to AMT base (taxable income as modified by certain adjustments 

income as modified by certain plus preference items minus exemption 

adjustments plus preference items amount); $40,000 exemption allowed but 

minus exemption amount); exemption phaseout begins once AMTI reaches 

allowed depending on filing status; $150,000; adjustments and tax preference 

exemption phaseout begins when AMTI items similar to those applicable to 

reaches a certain amount (e.g., $150,000 individuals but also include 75% of 

for married filing jointly). adjusted current earnings (ACE) over AMTI. 
Certain small business corporations are 
exempt from the AMT. 

Progressive with six rates in 2009 Progressive with four rates (15%, 25%, 34%, 
(10%, 15%, 25%, 28%, 33%, and 35%). and 35%); lower brackets phased out at 


higher levels. 


Basis Considerations and Computation of Gain 


The nonrecognition of gain or loss is accompanied by a carryover of basis. The basis 
of stock received in a § 351 transfer is determined as follows: 


e Start with the adjusted basis of the property transferred by the share- 
holder. 

e Add any gain recognized by the shareholder as a result of the transfer. 

e Subtract the fair market value of any boot received by the shareholder 
from the corporation.”** 


Shareholders who receive noncash boot have a basis in the property equal to the fair 


market value. bir 
The basis of properties received by the corporation is the basis in the hands of the 


transferor increased by the amount of any gain recognized to the transferor share- 
holder.”” 


Ann and Lori form Bluejay Corporation. Ann transfers property with an adjusted basis 
of $30,000 and a fair market value of $60,000 for 50% of the stock. Lori transfers prop- 
erty with an adjusted basis of $40,000 and a fair market value of $60,000 for the 
remaining 50% of the stock. The realized gain ($30,000 for Ann and $20,000 for Lori) is 
not recognized on the transfer because the transfer qualifies under § 351. The basis of 
the stock to Ann is $30,000, and the basis of the stock to Lori is $40,000. Bluejay Corpo- 


ration has a basis of $30,000 in the property transferred by Ann and a basis of $40,000 


in the property transferred by Lori. # 


Mike and John form Condor Corporation with the following investments: Mike trans- 
fers property (adjusted basis of $30,000 and fair market value of $70,000), and John 
transfers cash of $60,000. Each receives 50 shares of the Condor stock, but Mike also 


%§ 362(a). 
48 358(a). 
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receives $10,000 in cash. Assume each share of the Condor stock is worth $1,200. Mike’s 
realized gain is $40,000, determined as follows: 


Value of the Condor stock received 


[50(shares) x $1,200(value per share)] $ 60,000 
Cash received 10,000 
Amount realized $ 70,000 
Less basis of property transferred (30,000) 
Realized gain ; $ 40,000 


Mike’s recognized gain is $10,000, the lesser of the realized gain ($40,000) or the fair 
market value of the boot received ($10,000). Mike’s basis in the Condor stock is 
$30,000, computed as follows: 


Basis in the property transferred $ 30,000 
Plus recognized gain 10,000 
$ 40,000 
Less boot received (10,000) 
Basis to Mike of the Condor stock $ 30,000 


Condor Corporation's basis in the property transferred by Mike is $40,000 [$30,000 
(basis of the property to Mike) + $10,000 (gain recognized by Mike)]. John neither real- 
izes nor recognizes gain or loss and will have a basis of $60,000 in the Condor stock. @ 


Miguel, a cash basis taxpayer, owns and operates a home 
renovation business that he decides to incorporate. In form- 
ing the corporation, he transfers most of the business, which 
includes unrealized receivables and inventory items. How- 
ever, he retains the land and building and the trade 


SELECTIVE INCORPORATION 


For tax purposes, what is Miguel trying to accomplish by 
being selective in terms of what he transfers to the corpora- 
tion? Will it work? 


accounts payable. 


L0.6 


Work with the tax rules 
governing the operation of 
corporations. 


EXAMPLE 220 


*°§ 316. 


The receipt of stock for the performance of services always results in ordinary 
income to the transferor shareholder. An example might be an attorney who does 
not charge a fee for incorporating a business but instead receives the value equiva- 
lent in stock of the newly formed corporation. The basis of stock received for the 
performance of services is equal to the fair market value of the services. 


DIVIDEND DISTRIBUTIONS 


Corporate distributions of cash or property to shareholders are treated as dividend 
income to the extent the corporation has accumulated or current earnings and prof- 
its (E & P).*° In determining the source of the distribution, a dividend is deemed to 
have been made initially from current E & P. 


As of January 1, 2009, Teal Corporation has a deficit in accumulated E & P of $300,000. 
For tax year 2009, it has current E & P of $100,000. In 2009, the corporation distributes 
$50,000 to its shareholders. The $50,000 distribution is treated as a dividend, since it is 


: 
; 
; 


CHAPTER 20 Corporations and Partnerships 20-21 


wae ikem 
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5 = : aS : DEES NEON NSS GEE RESES, SIAC RE PES 
TRANSFERRING AsSETS To ForEIGN CorPORATIONS— 
ForGet § 351? 


Otherwise tax-deferred transfers to controlled corporations under § 351 may generate 
current taxation when those transfers cross national borders. When a U.S. person trans- — 
fers appreciated assets to a foreign corporation, the United States may lose its ability to 
tax the deferred gain on those assets (as well as the future income generated by the 
assets). To protect the U.S. taxing jurisdiction, § 367 provides that transfers of assets out- 
side the U.S. tax net are generally taxable, in spite of the provisions of § 351. 


GLOBAL 
Tax Issues 


RE i 


deemed to have been made from current E & P. This is the case even though Teal still 
has a deficit in its accumulated E & P at the end of 2009. = 


Qualified dividend income is taxed like net long-term capital gain.°’ Conse- 
quently, the tax rate on such income cannot exceed 15 percent (0 percent in 2008 
and 2009 for individual shareholders in the 15 percent or lower tax bracket) sag 

If a corporate distribution is not covered by E & P (either current or past), it is 
treated as a return of capital (refer to the discussion of the recovery of capital doc- 
trine in Chapter 4). Because this treatment allows the shareholder to apply the 
amount of the distribution against the basis of the stock investment, the distribution 
represents a nontaxable return of capital. Any amount received in excess of the stock 
basis is classified as a capital gain (if the stock is a capital asset in the hands of the 
shareholder). 


When Mallard Corporation has no E & P (either current or accumulated), it distributes ex SMES S 3s 


cash of $300,000 to its sole shareholder, Helen. The basis of Helen's stock investment is 
$200,000. Based on these facts, the $300,000 distribution Helen receives is accounted 
for as follows: 


Return of capital (nontaxable) $200,000 
Capital gain 100,000 
Total amount of distribution $300,000 


After the distribution, Helen has a basis of zero in her stock investment. @ 


Concept of Earnings and Profits 
The term earnings and profits is not defined in the Code, but § 312 does include cer- 
tain transactions that affect E & P. Although E & P and the accounting concept of 
retained earnings have certain similarities, they differ in numerous respects. For 
example, a nontaxable stock dividend is treated as a capitalization of retained earn- 
ings for accounting purposes, yet it does not decrease E & P for tax purposes. Tax- 
able dividends do reduce E & P but cannot yield a deficit. Referring to Example 23, 
after the distribution Mallard Corporation’s E & P remains zero rather than being a 
negative amount. yrs 304 vi 

E & P is an account that reflects a corporation’s economic ability to pay dividends 
to its shareholders. Thus, in converting a corporation’s taxable income for any one 
year to current E & P, certain adjustments need to be made. For example, one adjust- 
ment is to add back any tax-exempt interest received. Although such interest is not 


88§ 1(h)(1). See the discussion in Chapter 3. Prior to 9008, the rate was 5% 


OG ey sacome is defined in § 1(h)(11)(B) and is discussed in 
pedealiired ulnvicendancome is: dehne ; rather than 0% for taxpayers in the 15% or lower tax bracket. 


Chapter 4. 
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included in taxable income, it is available for distribution as dividends. Some of the 
other adjustments to taxable income to arrive at current E & P include the following: 


As additions— 


e Dividends received deduction. 
e Domestic production activities deduction. 
e Proceeds of life insurance policies on key employees. 


As subtractions— 


e Federal income taxes paid. 

e Charitable contributions in excess of the 10 percent limitation. 

e Excess capital losses (no carryback available). 

e Nondeductible items (e.g., fines, penalties, losses between related parties). 


Accumulated E & Pis the sum of the corporation’s past current E & P that has not 
been distributed as dividends. A more detailed discussion of the concept of E & P is 
beyond the scope of this chapter. 


Property Dividends 


A distribution of property to a shareholder is measured by the fair market value of 
the property on the date of distribution. The shareholder’s basis in the property 
received is also the fair market value.” 


4 
PoE RAME LEO 240g Drake Corporation has E & P of $60,000. It distributes land with a fair market value of : 


$50,000 (adjusted basis of $30,000) to its sole shareholder, Art. Art has a taxable divi- 
dend of $50,000 and a basis in the land of $50,000. = 


A corporation that distributes appreciated property to its shareholders as a divi- 
dend must recognize the amount of the appreciation as gain. 


POEM AM PTE C2S Cou. Assume the same facts as in Example 24. Drake Corporation must recognize a gain of 


$20,000 on the distribution it made to Art. @ 


However, if the property distributed has a basis in excess of its fair market value, 
the distributing corporation cannot recognize any loss. 


Constructive Dividends 


Many taxpayers mistakenly assume that dividend consequences do not take place 
unless the distribution carries the formalities of a dividend (declaration date, record 
date, payment date). They further assume that dividends must be paid out to all 
shareholders on a pro rata basis. This may not be the case when closely held corpora- 
tions are involved. Here, the key to dividend treatment depends upon whether the 
shareholders derive a benefit from the corporation that cannot be otherwise classi- 
fied (e.g., as reasonable salary). The following are examples of constructive dividends: 


e Salaries paid to shareholder-employees that are not reasonable (refer to 
Example 6 in Chapter 6). 

e Interest on debt owed by the corporation to shareholders that is reclassi- 
fied as equity because the corporation is thinly capitalized (refer to the 
earlier discussion in this chapter). 

e Excessive rent paid by a corporation for the use of shareholder property. 
The arm’s length standard is used to test whether the rent is excessive 
(refer to Example 22 in Chapter 1). 


39g 8 : . . . 
§ 301. “The tax consequences to a corporation of nonliquidating distributions to 


shareholders are coyered in § 311. 
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e Advances to shareholders that are not bona fide loans. 

e Interest-free (or below-market) loans to shareholders. In this situation, 
the dividend component is the difference between the interest provided 
for, if any, and that calculated using the market rate. 

e Shareholder use of corporate property for less than an arm’s length rate. 

° Absorption by the corporation of a shareholder’s personal expenses. 

° Bargain purchase of corporate property by shareholders. 


Like regular dividends, constructive dividends must be covered by E & P to carry 
dividend income consequences to the shareholders. As noted above, however, con- 
structive dividends need not be available to all shareholders on a pro rata basis. 

Although dividends reduce the E & P of a corporation, they are not deductible 
for income tax purposes. In this regard, certain constructive dividends could have 
subtle tax consequences for all parties concerned. 


Grouse Corporation makes a loan to one of its shareholders, Hal. No interest is pro- EXAMPLE 260 | 


vided for, but application of the market rate would produce $20,000 of interest for the 
term of the loan. Presuming the loan is bona fide, the following results occur: 


© Hal has dividend income of $20,000. 
® Grouse Corporation has interest income of $20,000. 
e Hal might obtain an interest deduction of $20,000. 


Not only does Grouse Corporation have to recognize income of $20,000, but it also 
obtains no income tax deduction for the $20,000 constructive dividend. = 


Assume the same facts as in Example 26, except that the loan to Hal was not bona POM EXAMPLE 27000 | 


In this event, the full amount of the loan is regarded as a dividend to Hal. Therefore, 
the interest element is not a factor since no bona fide loan ever existed. @ 


STOCK REDEMPTIONS 


If a corporation redeems a shareholder’s stock (a stock redemption), one of two possi- 
ble outcomes occurs: 


e The redemption may qualify as a sale or exchange under § 302 or § 303. 
In that case, capital gain or loss treatment usually applies to the qualifying 


shareholders. 
e The redemption will be treated as a dividend under § 301, provided the 


distributing corporation has E & P. 


PEXAMPLE 26 | 


Reba owns 300 shares of Snipe Corporation stock as an investment. The shares have a 
basis to Reba of $100 each, for a total of $30,000. When the fair market value of a share 
is $300, Snipe redeems 200 of Reba’s shares. If the redemption qualifies for sale or 
exchange treatment, the result is a capital gain to Reba of $40,000 [$60,000 (redemp- 
tion price) — $20,000 (basis in 200 shares)]. Reba’s basis in the remaining 100 shares 
is $10,000 [$30,000 (basis in the original shares) — $20,000 (basis in the shares 


redeemed)]. @ 


Assume the same facts as in Example 28, except that the redemption does not qualify 
for sale or exchange treatment. Presuming adequate E & P, the redemption results in 
$60,000 dividend income. Reba’s basis in the remaining 100 shares now becomes 


$30,000, or $300 per share. # 


Because dividend income is taxed at the rate applicable to net long-term capital 
gain, the difference between Examples 28 and 29 is in the amount of recognized 


20-24 PART VII Corporations and Partnerships | www.cengage.com/taxation/swft 


gain that is eligible for the beneficial capital gain rate. In Example 29, an extra 
$20,000 of such gain occurs, since the redeemed stock’s basis of $20,000 is not part 


of the recognized gain calculation. 
A stock redemption qualifies as a sale or exchange if it meets any of the safe har- 


bors of § 302 or § 303. 


20.5 LIQUIDATING THE CORPORATION 


L0.7 Unlike dividend distributions or stock redemptions, where the distributing corpora- 
Recognize the tax rules tion continues its operations, liquidating distributions occur during the termination 
governing the liquidation of of the business. All debts are paid, and any remaining corporate assets are distrib- 


corporations. uted pro rata to the shareholders in exchange for their stock. Once these distribu- 
tions are completed, the corporation undergoing liquidation will cease to be a 
separate tax entity. 


GENERAL RULE OF § 331 


Under the general rule, the shareholders recognize gain or loss in a corporate liqui- 
dation. The amount of recognized gain or loss is measured by the difference 
between the fair market value of the assets received from the corporation and the 
adjusted basis of the stock surrendered. The shareholders recognize capital gain or 
loss if the stock is a capital asset.* 


ICERAMELE 30.00.0025 | Pursuant to a complete liquidation, Starling Corporation distributes $100,000 in cash 


to Edna, one of its shareholders. If Edna’s basis in the stock surrendered is $40,000, she 
must recognize a gain of $60,000. If Edna held the stock as an investment, the $60,000 
gain is capital gain—either short term or long term (depending on the holding 
period). # 


ELIMINATING BURDENSOME PAPERWORK 


For many years, Sophie has owned and operated several (including Sophie’s “management fee”), the corporation has 


apartment buildings. In 1995 and upon the advice of her at- zero taxable income. 

torney, Sophie transferred the apartment buildings to a In 2009, Sophie decides that filing Form 1120 is a waste of 

newly created corporation. Her main reason for incorporat- time and serves no useful purpose. Instead, she plans to 

ing the business was to achieve limited liability. report all of the financial activities of the apartment busi- 
Every year since 1995, Sophie has prepared and filed a ness on her own individual Form 1040. 

Form 1120 for the corporation. No corporate income tax has Comment on the propriety of what Sophie plans to do. 


been paid because, after the deduction of various expenses 


EXCEPTION TO THE GENERAL RULE 


Section 332 is an exception to the general rule that the shareholder recognizes gain 
or loss on a corporate liquidation. If a parent corporation liquidates a subsidiary cor- 
poration in which it owns at least 80 percent of the voting power and value of the 
stock, no gain or loss is recognized by the parent company. The subsidiary must dis- 
tribute all of its property in complete liquidation of all of its stock within the taxable 
year or within three years from the close of the tax year in which the first distribution 
occurred. 


“If the stock is held as an investment, which is usually the case, gain or loss therefore will not constitute a capital asset. Thus, the gain or loss on this type 
will be capital. Stock owned by a broker probably will be inventory and of stock is ordinary and not capital. 


—, 
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BASIS DETERMINATION—§§ 334 AND 338 
General Rule 


Where gain or loss is recognized upon the complete liquidation of a corporation, the 
basis of the property received by the shareholders is the property’s fair market value.” 


Subsidiary Liquidation Basis Rules 


The general rule is that the property received by the parent corporation in a com- 
plete liquidation of its subsidiary under § 332 has the same basis it had in the hands 
of the subsidiary (a carryover basis).*° The parent’s basis in the stock of the liqui- 
dated subsidiary disappears. 


Swallow, the parent corporation, has a basis of $200,000 in the stock of Shrike Corpora- PESARCtE st 


tion, a subsidiary in which it owns 85% of all classes of stock. Swallow purchased the stock 
of Shrike Corporation 10 years ago. In the current year, Swallow liquidates Shrike Corpora- 
tion and receives assets worth $500,000 with a tax basis to Shrike of $400,000. Swallow 
Corporation will have a basis of $400,000 in the assets, with a potential gain upon sale of 
$100,000. Swallow’s original $200,000 basis in the Shrike stock disappears. 


An exception to the carryover of basis rule is provided in § 338. Under this excep- 
tion, the parent company may elect to receive a basis for the assets equal to the 
adjusted basis of the stock of the subsidiary. In effect, the initial acquisition of the 
subsidiary is treated as if the parent company had acquired the assets (rather than 
the stock) of the subsidiary. 


EFFECT OF THE LIQUIDATION ON THE CORPORATION 


At the corporate level, § 336 applies to dictate the tax consequences to the corpora- 
tion being liquidated. Under § 336, the distributing corporation recognizes gain or 
loss upon complete liquidation. In this regard, it does not matter whether the corpo- 
ration distributes the property in kind (as is) to the shareholders or first sells the 
property and then distributes the proceeds. 


EXAMPLE G2) 


Pursuant to a complete liquidation, Grackle Corporation distributes the following 
assets to its shareholders: undeveloped land held as an investment (basis of $150,000 
and fair market value of $400,000) and marketable securities (basis of $260,000 and fair 
market value of $200,000). Since Grackle is treated as if it had sold the property, a gain 
of $250,000 results from the land, and a loss of $60,000 results from the securities. ™ 


The deductibility of losses may be restricted by the related-party rules (refer to 
Chapter 6) if certain conditions exist (e.g., the distributions are not pro rata) .*4 

A wholly owned subsidiary corporation does not recognize gain or loss when the 
parent corporation uses the carryover basis option of § 334(b)(1). The reason for 
the special treatment is that the subsidiary’s basis (and all other tax attributes) in the 
assets carries over to the parent corporation. 


20.6 ‘THE S ELECTION 


en rer me RE ee 


Numerous nontax reasons exist for operating a business in the corporate form (e.g., L0.8 
limited liability). Consequently, the existence of income tax disadvantages (e.g., dou- Appreciate the utility and effect 
ble taxation of corporate income and shareholder dividends) should not deter busi- of the Subchapter S election. 


nesspeople from using the corporate form. To prevent tax considerations from 


a oe 
#§ 334(b)(1). 
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interfering with the exercise of sound business judgment, Congress enacted Sub- 
chapter S of the Code. The Subchapter S election enables taxpayers to use the cor- 
porate form for conducting a business without being taxed as a corporation. 


QUALIFICATION FOR S STATUS 


To achieve S corporation status, the corporation must meet certain requirements 
and make an effective election. 


Qualifying for the Election 


To qualify for S corporation status, the corporation must be a small business corporation. 
This includes any corporation that has the following characteristics: 


Is a domestic corporation. 

Has no more than 100 shareholders. 

Has as its shareholders only individuals, estates, and certain trusts. 
Does not have a nonresident alien as a shareholder. 

Has only one class of stock outstanding. 


Effective for tax years beginning after 2004, the members of a family who own stock 
are treated as a single shareholder. Members of a family include all lineal descen- 
dants of a shareholder and spouse (or ex-spouse) and the spouses (or ex-spouses) of 
such lineal descendants.” 


| EXAMILE 3a 0 Harry, a shareholder in an S corporation dies, and under his will, his stock is distributed : 


among three children and eight grandchildren. The 11 new shareholders are treated as 
one shareholder for purposes of the 100-shareholder limitation. @ 


These characteristics must continue to exist if an electing S corporation is to 
maintain S status. 


Making the Election 


The election is made by filing Form 2553, and allshareholders must consent. For this 
purpose, husbands and wives are counted as a single shareholder. 

To be effective for the current year, the election must be filed anytime during the 
preceding taxable year or on or before the fifteenth day of the third month of the 
current year. 


CRE MEL EGE 


Heron, a calendar year taxpayer, is a regular corporation that wishes to elect S status 
for 2009. If the election is filed anytime from January 1, 2008, through March 16, 2009, 
it will be effective for 2009. [March 15, 2009, falls on a Sunday.] @ 


The IRS has the authority to waive invalid S elections (e.g., inadvertent failure to 
obtain all the necessary shareholder consents to the original election) and to treat 
late elections as timely. 


Loss of the Election 


The S election may be terminated voluntarily (a majority of the shareholders file to 
revoke the election) or involuntarily. An involuntary termination may occur in any of 
the following ways: 


* The corporation ceases to qualify as a small business corporation ery 
the number of shareholders exceeds 100, or a partnership becomes a 
shareholder). 

* The corporation has passive investment income (e.g., interest, dividends) 
in excess of 25 percent of gross receipts for a period of three consecutive 


*§ 1361(c)(1). #8 1362. 


CHAPTER 20 Corporations and Partnerships 20-27 


years. This possibility applies only if the corporation was previously a regu- 
lar corporation and has E & P from that period. 


If the holders of a majority of the shares consent to a voluntary revocation of S sta- 
tus, the election to revoke must be made on or before the fifteenth day of the third 
month of the tax year to be effective for that year. 


The shareholders of Stork Corporation, a calendar year S corporation, elect to revoke ERA MELO 390 


the election on January 2, 2009. Assuming the election is duly executed and timely 
filed, Stork will become a regular corporation for calendar year 2009. If the election to 


revoke is not made until June 2009, Stork will not become a regular corporation until 
calendar year 2010. = 


Suppose the shareholders in Example 35 file the election to revoke on January 2, 
2009, but do not want the revocation to take place until 2010. If the election so speci- 
fies, Stork Corporation will cease to have S status as of January 1, 2010. 

In the case where S status is lost because of a disqualifying act (involuntarily), the 
loss of the election takes effect as of the date on which the event occurs. 


Crow Corporation has been a calendar year S corporation for several years. On August PEXAMPLE 36 | 


14, 2009, one of its shareholders sells her stock to Kite Corporation. Since Crow Corpo- 
ration no longer satisfies the definition of a small business corporation (it has another 
corporation as a shareholder), the election has been involuntarily terminated. For cal- 
endar year 2009, therefore, Crow will be an S corporation through August 13 and a 
regular corporation from August 14 through December 31, 2009. = 


In the event the election is lost through a violation of the passive investment 
income limitation, the loss of S status starts at the beginning of the next tax year. 

Barring certain exceptions, the loss of the election places the corporation in a 
five-year holding period before S status can be reelected. 


OPERATIONAL RULES 


The S corporation is primarily a tax-reporting rather than a taxpaying entity. In this 
respect, the entity is taxed much like a partnership.*’ Under the conduit concept, 
the taxable income and losses of an S corporation flow through to the shareholders 
who report them on their personal income tax returns. 

To ascertain the annual tax consequences to each shareholder, it is necessary to 
carry out two steps at the S corporation level. First, all corporate transactions that will 
flow through to the shareholders on an as is basis under the conduit approach must 
be set aside. Second, what remains is aggregated as the taxable income of the S cor- 
poration and is allocated to each shareholder on a per-share and per-day of stock 
ownership basis.*® 
Separately Stated Items 
The following are some of the items that do not lose their identity as they pass 
through the S corporation and are therefore picked up by each shareholder on an 


as is basis: 


e Tax-exempt income. 

e Long-term and short-term capital gains and losses. 
e Section 1231 gains and losses. 

e Charitable contributions. 


“This is not to imply that an S corporation is always free from the income tax. 48§ 1366. 


For example, a tax may be imposed on certain built-in gains or certain exces- 


sive passive investment income. 
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Devising the most beneficial salary structure has always pre- 
sented a supreme challenge for many S corporations. The 
owner-shareholders may want to receive enough salary to 
be covered under Social Security and private retirement 
plans. Too much, however, will aggravate the employment 
tax cost (particularly the Medicare portion, which does 
not have a cap). (Note that nonsalary distributions to a 
shareholder are not subject to self-employment tax.) Not 
infrequently, common sense disappears, and shareholders 
work for free just to avoid payroll taxes. 

Finding the right salary mix has become even more com- 
plicated with the enactment of the domestic production 


° Domestic production activities deduction (DPAD). 
e Qualified dividend income. 
e Foreign tax credits. 


e Depletion. 
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S CorPORATIONS AND SALARIES: MorE TRAUMA ON THE Way! 


activities deduction (DPAD). Two new variables have been 
added with both detrimental and beneficial effects. The 
bad news is that salary is an expense and will reduce the 
QPAI that passes through. The good news is that salary is a 
Form W-2 item and will increase the wage limitation on 
deducting QPAI. 

When the benefits of the DPAD are fully phased in at 
9 percent, the salary structure of an S corporation will 
become even more significant. 


e Nonbusiness income or loss under § 212. 

e Intangible drilling costs. 

e Investment interest, income, and expenses covered under § 163(d). 
e Certain portfolio income. 

e Passive activity gains, losses, and credits under § 469. 

e AMT adjustments and tax preference items. 


In the case of the DPAD, the individual components needed to determine the 
deduction at the shareholder level must be broken out. These components include 
each shareholder’s pro rata portion of QPAI and the W—2 wages paid by the corpora- 
tion. This information is listed on Schedule K-1 (Form 1120S) and is picked up by 
the shareholder on lines 7 and 15 of his or her Form 8903 (Domestic Production 


Activities Deduction). 


The items listed above are separately stated because each may lead to a different 
tax result when combined with a particular shareholder’s other transactions. 


| BAAMEDE OE io Arnold and Jean are equal shareholders in Lark Corporation (an S corporation). For cal- 


endar year 2009, each must account for one-half of a corporate short-term capital gain 
of $6,000. Arnold has no other capital asset transactions, and Jean has a short-term cap- 
ital loss of $3,000 from the sale of stock in IBM Corporation. In terms of overall effect, 
the difference between the two taxpayers is significant. Although both must report 
the short-term capital gain pass-through, Jean will neutralize its inclusion in gross 
income by offsetting it with the $3,000 short-term capital loss from the sale of the IBM 
stock. For Arnold, the short-term capital gain pass-through results in a $3,000 increase 


in histaxable income. @ 


Taxable Income 


After the separately stated items have been removed, the balance represents the tax- 
able income of the S corporation. In arriving at taxable income, the dividends 
received deduction, the DPAD, and the NOL deduction are not allowed. An S corpo- 
ration does come under the regular corporate rules, however, for purposes of amor- 
tization of organizational expenditures. 
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Once taxable income has been determined, it passes through to each shareholder 
as of the last day of the S corporation’s tax yea: | 


Harrier Corporation, a calendar year S corporation, had the following transactions dur- Pees 8 


ing the current year: 


Sales $ 400,000 
Cost of goods sold (230,000) 
Other income 
*Tax-exempt interest $ 3,000 
*Long-term capital gain 5,000 8,000 
Other expenses 
*Charitable contributions $ 4,000 
Advertising expense 15,000 
Other operating expenses 20,000 
*Short-term capital loss 1,500 (40,500) 
Net income per books $ 137,500 


When the items that are to be separately stated (those preceded by an asterisk [*]) and 
shown as is by each shareholder are withdrawn, Harrier has the following taxable 


income: 
Sales $ 400,000 
Cost of goods sold (230,000) 
Other expenses 
Advertising expense $15,000 
Other operating expenses 20,000 (35,000) 
Taxable income $ 135,000 


EXAMPLE 39 


If Oscar owned 10% of the stock in Harrier Corporation (refer to Example 38) during all 
of the current year, he must account for the following: 


Separately stated items 


Tax-exempt interest $ 300 
Long-term capital gain 500 
Charitable contributions 400 
Short-term capital loss 150 
Taxable income (10% of $135,000) 13,500 


Some of the separately stated items (e.g., the tax-exempt interest) must be reported on 
Oscar’s individual income tax return but may not lead to tax consequences. Oscar picks 
up his share of Harrier’s taxable income ($13,500) as ordinary income. ™ 


Treatment of Losses 

As previously noted, separately stated loss items (e.g., capital losses, § 1231 losses) 
flow through to the shareholders on an as 1s basis. Their treatment by a share- 
holder depends on the shareholder’s individual income tax position. If the S cor- 
poration’s taxable income determination results in an operating loss, it also 
passes through to the shareholders. As is the case with separately stated items, 
the amount of the loss each shareholder receives depends on the stock owner- 


ship during the year. 
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DOR RAMPLE 4000 2 | In 2009, Oriole Corporation (a calendar year S corporation) incurred an operating loss 


of $365,000. During 2009, Jason’s ownership in Oriole was 20% for 200 days and 30% 


LoRREMPLE “TG In 2009, Warbler Corporation is formed with an investment of $500,000, of which Jan- 


ice contributed $100,000 for a 20% stock interest. A timely S election is made, and for 
2009, Warbler earns taxable income of $50,000. Janice’s basis in her stock investment 
now becomes $110,000 [$100,000 (original capital contribution) + $10,000 (the 20% 


PERAMELE 9200 5) Flamingo Corporation, a calendar year S corporation, has an operating loss of $60,000 


for 2009. Norman, a 50% shareholder, has an adjusted basis of $25,000 in his stock 
investment and has made loans to the corporation of $5,000. Based on these facts, Nor- 
man may take full advantage of the $30,000 loss (50% of $60,000) on his 2009 individ- 
ual income tax return. Norman’s basis in the stock and the loans must be reduced 


EXAMPLE 43 


*®§ 1367. 
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for 165 days. Jason’s share of the loss is determined as follows: 


[$365,000 x (200/365)] x 20% = $40,000 
[$365,000 x (165/365)] x 30% = — 49,500 
Total loss for Jason $89,500 


Presuming the basis limitation does not come into play (see the todowing discussion), 


Jason deducts $89,500 in arriving at adjusted gross income. @ 


Basis Determination 


A shareholder’s basis in the stock of an S corporation, like that of a regular corpora- 
tion, is the original investment plus additional capital contributions less return of 
capital distributions. At this point, however, the symmetry disappears. Generally, ba- 
sis is increased by the pass-through of income items (including those Sepataleay 


stated) and decreased by the loss items (including those separately stated) .*9 


share of the corporation's taxable income assigned to Janice)]. ™ 


Distributions by an S corporation reduce the basis of a shareholder’s stock invest- 
ment. However, if the amount of the distribution exceeds basis, the excess normally 


receives capital gain treatment. 


As previously noted, operating losses of an S corporation pass through to the 
shareholders and reduce the basis in their stock investment. Because the basis of the 
stock cannot fall below zero, an excess loss is then applied against the basis of any 


loans the shareholder may have made to the corporation. 


accordingly, and both will be zero after the pass-through. @ 


In the event the basis limitation precludes an operating loss from being absorbed, 


the loss can be carried forward and deducted when and if it is covered by basis. 


as follows: 


Ordinary loss for 2009 

Income to be reported in 2010 (50% of $15,000) 
Restoration of stock basis in 2010 (50% of $15,000) 
Loss allowed for 2010 ($30,000 — $25,000) 

Basis in stock account after 2010 ($7,500 — $5,000) 


Thus, Norman’s unabsorbed loss of $5,000 from 2009 carries over to 2010 and is applied 


against the $7,500 of ordinary income for that year. ™ 


Assume the same facts as in Example 42, except that Norman had not made any loans 
to Flamingo Corporation. Further assume that Flamingo has taxable income of $15,000 
in the following year (2010). Norman’s tax situation for 2009 and 2010 is summarized 


$25,000 


7,500 
7,500 
5,000 
2,500 
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20.7 PARTNERSHIPS 


NATURE OF PARTNERSHIP TAXATION 


Unlike corporations, partnerships are not considered separate taxable entities. Each 
member of a partnership is subject to income tax on his or her distributive share of 
the partnership’s income, even if an actual distribution is not made. The tax return 
(Form 1065) required of a partnership serves only to provide information necessary 
in determining the character and amount of each partner’s distributive share of the 
partnership’s income and expense. Because a partnership acts as a conduit, items 
that pass through to the partners do not lose their identity. For example, tax-exempt 
income earned by a partnership is picked up by the partners as tax-exempt income. 
In this regard, partnerships function in much the same fashion as S corporations, 
which also serve as conduits. 

A partnership is considered a separate taxable entity for purposes of making vari- 
ous elections and selecting its taxable year, method of depreciation, and accounting 
method. A partnership is also treated as a separate legal entity under civil law with 
the right to own property in its own name and to transact business free from the per- 
sonal debts of its partners. 


PARTNERSHIP FORMATION 
Recognition of Gain or Loss 


The general rule is that no gain or loss is recognized by a partnership or any of its 
partners on the contribution of property in exchange for a capital interest in the 
partnership.”° The general rule also applies to all subsequent contributions of prop- 
erty. 

There are certain exceptions to the nonrecognition of gain or loss rule including 
the following: 


e Ifa partner transfers property to the partnership and receives money or 
other consideration (boot) as a result, the transaction will be treated as a 
sale or exchange rather than as a contribution of capital. Realized gain is 
recognized to the extent of the fair market value of the boot received. 

e Ifa partnership interest is received in exchange for services rendered or 
to be rendered by the partner to the partnership, the fair market value of 
the transferred capital interest is regarded as compensation for services 
rendered. In such cases, the recipient of the capital interest must recog- 
nize the amount as ordinary income in the year actually or constructively 
received. 

e If property that is subject to a liability in excess of its basis is contributed 
to a partnership, the contributing partner may recognize gain. 


Basis of a Partnership Interest 
The contributing partner’s basis in the partnership interest received is the sum of 
money contributed plus the adjusted basis of any other property transferred to the 


partnership.” 


In return for the contribution of property (with a basis of $50,000 and a fair market 
value of $80,000) and cash of $10,000 to the Brown Partnership, Marcia receives a 10% 
capital interest worth $90,000. Although Marcia has a realized gain of $30,000 ($90,000 - 
$60,000) on the transfer, none of the gain is recognized. The basis of her interest in 


a — 1g 729. 


L0.9 
Understand the tax 


consequences of forming and 
Operating a partnership. 


aA 
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the Brown Partnership is $60,000 [$50,000 (basis of property contributed) + $10,000 
(cash contribution)]. @ 


A partner’s basis in the partnership interest is determined without regard to 
any amount reflected on the partnership’s books as capital, equity, or a similar 
account. 


PBX AM PER Goo Marge and Clyde form the equal Blue Partnership with a cash contribution of 


$300,000 from Marge and a property contribution (adjusted basis of $180,000 and 
fair market value of $300,000) from Clyde. Although the books of the Blue Partner- 
ship may reflect a credit of $300,000 to each partner's capital account, only Marge has 
a tax basis of $300,000 in her partnership interest. Clyde’s tax basis in his partnership 
interest is $180,000, the amount of his tax basis in the property contributed to the 
partnership. @ 


After its initial determination, the basis of a partnership interest is subject 
to continuous fluctuations. A partner’s basis is increased by additional contri- 
butions and the sum of his or her current and prior years’ distributive share of 
the following: 


e Taxable income of the partnership, including capital gains. 

e Tax-exempt income of the partnership. 

e The excess of the deductions for depletion over the basis of the partner- 
ship’s property subject to depletion.” 


Similarly, the basis of a partner’s interest is decreased, but not below zero, by dis- 
tributions of partnership property and by the sum of the current and prior years’ dis- 
tributive share of the following: 


e Partnership losses, including capital losses. 
e Partnership expenditures that are not deductible in computing taxable 
income or loss and that are not capital expenditures. 


Changes in the liabilities (including trade accounts payable, bank loans, etc.) of a 
partnership also affect the basis of a partnership interest. A partner’s basis is : 
increased by his or her assumption of partnership liabilities and by his or her pro 
rata share of liabilities incurred by the partnership. Likewise, the partner’s basis is 
decreased by the amount of any personal liabilities assumed by the partnership and 
by the pro rata share of any decreases in the liabilities of the partnership. 


 ExAMPTE 66. 


Tony, Martha, and Carolyn form the Orange Partnership with the following contribu- 
tions: cash of $100,000 from Tony for a 50% interest in capital and profits, cash of 
$50,000 from Martha for a 25% interest, and property valued at $66,000 from Carolyn 
for a 25% interest. The property contributed by Carolyn has an adjusted basis of 
$30,000 and is subject to a mortgage of $16,000, which is assumed by the partnership. 
Carolyn’s basis in her interest in the Orange Partnership is $18,000, determined as 
follows: 


Adjusted basis of Carolyn’s contributed property $30,000 


Less portion of mortgage assumed by Tony and Martha 
and treated as a distribution of money to Carolyn 
(75% of $16,000) (12,000) 


Basis of Carolyn’s interest in Orange Partnership $ 18,000 


"28 70)5(a). 
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Assuming the same facts as in Example 46, Tony and Martha have a basis in their part- PExANrCE 


nership interests of $108,000 and $54,000, respectively. 


ee EOP Pe er ee ee ee eee 


Tony Martha 
ee 
Cash contribution $100,000 $50,000 


Plus portion of mortgage assumed and treated 
as an additional cash contribution: 


(50% of $16,000) 8,000 
(25% of $16,000) 4,000 
Basis of interest in Orange Partnership $108,000 $54,000 


Partnership’s Basis in Contributed Property 


The basis of property contributed to a partnership by a partner is the adjusted basis of 
the property to the contributing partner at the time of the contribution.”® Addition- 
ally, the holding period of the property for the partnership includes the period dur- 
ing which the property was held by the contributing partner. This is logical, since 
the partnership’s basis in the property is the same basis the property had in the 
hands of the partner.”* 


EXAMPLE 48 


In 2009, Roger contributed equipment with an adjusted basis of $100,000 and fair mar- 
ket value of $300,000 to the Red Partnership in exchange for a one-third interest in the 
partnership. No gain or loss is recognized by Roger. The Red Partnership's basis in the 
equipment is $100,000. If Roger had acquired the equipment in 2000, the partnership’s 
holding period would include the period from 2000 through 2009. = 


PARTNERSHIP OPERATION 


Measuring and Reporting Partnership Income 


Although a partnership is not subject to Federal income taxation, it is required to 
determine its taxable income and file an income tax return for information pur- 
poses.” The tax return, Form 1065, is due on the fifteenth day of the fourth month 
following the close of the taxable year of the partnership. 

In measuring and reporting partnership income, certain transactions must be 
segregated and reported separately on the partnership return. Items such as charita- 
ble contributions, the domestic production activities deduction, capital gains and 
losses, qualified dividend income, and foreign taxes are excluded from partnership 
taxable income and are allocated separately to the partners.’° These items must be 
segregated and allocated separately because they affect the computation of various 
exclusions, deductions, and credits at the individual partner level. For example, one 
of the partners may have made personal charitable contributions in excess of the 
ceiling limitations on his or her individual tax return. Therefore, partnership chari- 
table contributions are excluded from partnership taxable income and are reported 
separately on the partnership return. 

Similar to the procedure for an S corporation, the individual components needed to 
determine the DPAD at the partner level must be separated. These components include 
each partner’s pro rata portion of QPAI and the W-2 wages paid by the partnership. 
This information is listed on Schedule K—1 (Form 1065) and is picked up by the partner 
on lines 7 and 15 of his or her Form 8903 (Domestic Production Activities Deduction). 

The separate stating of certain attributes of the partnership is essential as they may 
result in differing tax consequences when passed through to the various partners. 


58 6031. 


=§ 723, 
8 "5g 702(a). 


48 1223(2). 
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Bigs Sie Alyssa, Madison, and Brad are equal partners in the Yellow Partnership. All parties use 


the calendar year for tax purposes. Among other transactions, Yellow had the follow- 
ing separately stated items for 2009: $30,000 in QPAI, $15,000 in long-term capital 
gains, and $6,000 in charitable contributions. The pass-through of these items gener- 
ates the following results: Alyssa cannot use all of her $10,000 share of QPAI because of 
the AGI limitation; Madison‘s $5,000 long-term capital gain is not subject to tax (i.e., 
she is in a 15% or lower tax bracket); and Brad cannot benefit from his $2,000 share of 
the charitable contribution as he chooses not to itemize (i.e., claims the standard 
deduction). Thus, the pass-through of these separately stated items caused different 
tax consequences to the partners. @ 


A second step in the measurement and reporting process is the computation of 
the partnership’s ordinary income or loss. The taxable income of a partnership is 
computed in the same manner as the taxable income of an individual taxpayer. 
However, a partnership is not allowed the following deductions:°*’ 


e The deduction for personal and dependency exemptions. 

° The deduction for taxes paid to foreign countries or possessions of the 
United States. 

e The deduction for charitable contributions. 

e The deduction for net operating losses. 

e The additional itemized deductions allowed individuals in §§ 211 through 
PARSE 


The partnership’s ordinary income or loss and each of the items requiring sepa- 
rate treatment are reported in the partnership’s information return and allocated to 
the partners in accordance with their distributive shares. 


Limitation on Partner’s Share of Losses 


A partner’s deduction of the distributive share of partnership losses (including capi- 
tal losses) could be limited. The limitation is the adjusted basis of the partnership in- 
terest at the end of the partnership year in which the losses were incurred. 

The limitation for partnership loss deductions is similar to that applicable to 
losses of S corporations. Like S corporation losses, partnership losses may be carried 
forward by the partner and utilized against future increases in the basis of the part- 
nership interest. Such increases might result from additional capital contributions 
to the partnership, from additional partnership liabilities, or from future partner- 
ship income. 


Florence and Donald do business as the Green Partnership, sharing profits and losses 
equally. All parties use the calendar year for tax purposes. As of January 1, 2009, Flor- 
ence’s basis in her partnership interest is $25,000. The partnership sustained an operat- 
ing loss of $80,000 in 2009 and earned a profit of $70,000 in 2010. For the calendar year 
2009, Florence may claim only $25,000 of her $40,000 distributive share of the partner- 
ship loss (one-half of the $80,000 loss). As a result, the basis in her partnership interest 
is reduced to zero as of January 1, 2010, and she must carry forward the remaining 
$15,000 of partnership losses. ™ 


Assuming the same facts as in Example 50, what are the income tax consequences for 
Florence in 2010? Since the partnership earned a profit of $70,000 for the calendar year 
2010, Florence reports income from the partnership of $20,000 ($35,000 distributive 
share of income for 2010 less the $15,000 loss not allowed for 2009). The adjusted basis 
of her partnership interest now becomes $20,000. = 


°7§ 703(a). 
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Transactions between Partner and Partnership 


A partner engaging in a transaction with the partnership is generally regarded as a 
nonpartner or outsider. However, the Code includes certain exceptions to prevent 
unwarranted tax avoidance in related-party situations. For instance, losses from the 


sale or exchange of property are disallowed if they arise in either of the following 
cases: 


° Between a partnership and a person whose direct or indirect interest in 
the capital or profits of the partnership is more than 50 percent. 

° Between two partnerships in which the same persons own more than a 
50 percent interest in the capital or profits.°° 


An indirect interest includes those owned by family members (e.g., parents, chil- 
dren, brothers, and sisters). 


Michael, Samantha, and Sarah (brother and sisters) are equal partners in the Beige SRRAM ETE §e 


Partnership. For purposes of the 50% related-party rules described above, each partner 
indirectly owns the interests of the others. Thus, Michael has a 100% interest (i.e., his 
one-third direct interest plus the two-thirds indirect interests of his sisters) in the Beige 
Partnership. = 


In a related-party situation, if one of the purchasers later sells the property, any 
gain realized will be recognized only to the extent that it exceeds the loss previously 
disallowed. 


(EXAMPLE 53. 


Pat owns a 60% interest in the capital and profits of the Rose Partnership. In the cur- 
rent year, Pat sells property with an adjusted basis of $50,000 to the partnership for its 
fair market value of $35,000. The $15,000 loss is not deductible since Pat’s ownership 
interest is more than 50%. If the Rose Partnership later sells the property for $40,000, 
none of the $5,000 gain (sale price of $40,000 less adjusted basis to partnership of 
$35,000) will be recognized since it is offset by $5,000 of the previously disallowed loss 
of $15,000. The unused loss of $10,000, however, is of no tax benefit either to the part- 
nership or to Pat. @ 


Payments made by a partnership to one of its partners for services rendered or for 
the use of capital, to the extent they are determined without regard to the income of 
the partnership, are treated by the partnership in the same manner as payments 
made to a person who is nota partner. Referred to as guaranteed payments, these are 
generally deductible by the partnership as a business expense.” The payments must 
be reported as ordinary income by the receiving partner. Their deductibility distin- 
guishes guaranteed payments from a partner’s distributive share of income that is 
not deductible by the partnership. 


Under the terms of the Silver Partnership agreement, Kim is entitled to a fixed annual 
salary of $60,000 without regard to the income of the partnership. He is also to share in 
the profits and losses of the partnership as a one-third partner. After deducting the 
guaranteed payment, the partnership has $300,000 of ordinary income. Kim must 
include $160,000 as ordinary income on his income tax return for his tax year with or 
within which the partnership tax year ends ($60,000 guaranteed payment + $100,000 
one-third distributive share of partnership income). @ 


§ 707(b)(1). 8 707(c). 
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LO.10 


Evaluate the advantages and 


disadvantages of the various 
forms for conducting a business. 


Other Partnership Considerations 

Complex tax provisions involving liquidating and nonliquidating distributions 
and the sale of a partnership interest are beyond the scope of this text and are 
discussed in depth in South-Western Federal Taxation: Corporations, Partnerships, 
Estates, and Trusts. 


TAX PLANNING: 


2().8 CORPORATE VERSUS NONCORPORATE 


NONTAX CONSIDERATIONS 


The decision of which entity to use in conducting a trade or business must be 
weighed carefully. Of prime importance are nontax considerations, including the 
legal attributes of the business entity chosen. For the corporate form, those com- 
monly include limited liability, continuity of life, free transferability of interests, 
and centralized management. Many, if not all, of these attributes can also be 
obtained through the use of a limited liability company. When evaluating nontax 
considerations, close attention must be paid to applicable state law. Many states, 
for example, place severe restrictions on the use of corporations to practice cer- 
tain professions (e.g., medicine, law). Likewise, the legal attributes of a limited 
liability company may vary from one state to another and may not be identical to 
those of corporations. 


TAX CONSIDERATIONS 


The applicable income tax rates will affect the choice of the form of doing business. 
Because of the wide range of possibilities (10 to 35 percent for individuals in 2009 
and 15 to 35 percent for corporations), this factor must be evaluated on a case-by- 
case basis. For example, the corporate form is very appealing if the anticipated tax- 
able income falls within the 25 percent corporate bracket and the shareholder’s 
individual bracket is 35 percent. Here, the time value of the taxes saved could make 
operating a business as a corporation advantageous. Do not, moreover, overlook the 
potential impact of state and local income taxes applicable to individuals and corpo- 
rations. Also, in those states that do not have an income tax, a franchise tax can pose 
an added tax burden on corporations (see Chapter 1). 

Unless an election is made under Subchapter S, operating as a corporation yields 
a potential double tax result. Corporate-source income will be taxed twice—once as 
earned by the corporation and again when distributed to the shareholders. The pay- 
ment of a dividend does not result in a deduction to the corporation, and the receipt 
of a dividend generally results in income to a shareholder. In the case of closely held 
corporations, therefore, a strong incentive exists to avoid the payment of dividends. 
Instead, a premium is put on bailing out profits in some manner that is deductible 
by the corporation. This can be accomplished by categorizing the distributions as sal- 
aries, interest, or rent—all of which are deductible by the corporation. If not prop- 
erly structured, however, these devices can generate a multitude of problems. 
Excessive debt, for example, can lead to its reclassification as equity (under the thin 
capitalization approach) with a resulting disallowance of any interest deduction. 
Large salaries could fail the reasonableness test, and rent payments must meet an 
arm’s length standard. 


Emerald Enterprises is a C corporation that is owned by 


the Baker sisters. The sisters not only work for Emerald 


but also provide it with debt financing and own the capi- 

tal assets (e.g., land and buildings) used in its operations. 
| Emerald’s annual income varies between $1 million and 
$1.5 million before the deduction for executive salaries, 


SHEER COINCIDENCE? 
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interest, and rent expenses. After these expenses are sub- 
tracted, Emerald’s taxable income is a nominal amount 
(i.e., less than $500). Are these modest annual results a 
matter of coincidence, or could some manipulation be 
taking place? If the latter is the case, how might the sis- 
ters be vulnerable? 


Changes in the tax treatment of qualified dividends have interjected an addi- 
tional variable that must be taken into account when structuring corporation- 
shareholder dealings. Prior to 2003, it made little tax difference to an individual 
shareholder whether a corporate distribution was classified as a dividend, interest, 
salary, or rent—all were fully taxed as ordinary income. After 2002, however, quali- 
fied dividends are taxed in the same manner as net long-term capital gain.”° Thus, 
the maximum rate cannot exceed 15 percent (0 percent in some cases—5 percent 
in 2007). In light of this preferential treatment of qualified dividends, effective plan- 
ning becomes a matter of deciding who most needs the tax benefit. If it is the corpo- 
ration, try to pay out profits in a deductible form (i.e., interest, salaries, rents). If it is 
the shareholder, distribute the profits as dividends. These rules apply only to quali- 
fied dividends and are subject to a sunset provision.°! 

Other tax considerations having a bearing on the choice of the corporate form to 
operate a business are summarized below: 


e Corporate-source income loses its identity as it passes through the corpo- 
ration to the shareholders. Thus, items possessing preferential tax treat- 
ment (e.g., interest on municipal bonds) are not taxed as such to the 
shareholders. 

e As noted earlier, it may be difficult for shareholders to recover some or all 
of their investment in the corporation without a dividend income result. 
Recall that most corporate distributions are treated as dividends to the 
extent of the corporation’s E & P. Structuring the capital of the corpora- 
tion to include debt is a partial solution to this problem. Thus, the 
shareholder-creditor could recoup part of his or her investment through 
the tax-free payment of principal. Too much debt, however, may lead to 
the debt being reclassified as equity. 

e Corporate losses cannot be passed through to the shareholders. 

e The domestic production activities deduction generated by the corpora- 
tion is not available to its shareholders. The deduction will become even 
more attractive as the applicable rate progresses from the current 6 per- 
cent to 9 percent. 

e The liquidation of a corporation may generate tax consequences to both 
the corporation and its shareholders. 

e The corporate form provides the shareholders with the opportunity to be 
treated as employees for tax purposes if they render services to the corpo- 
ration. This status makes a number of attractive tax-sheltered fringe bene- 


fits available (e.g., group term life insurance). These benefits are not 


available to partners and sole proprietors. 


a a 61After December 31, 2010, dividend income will be taxed at ordinary income 
rates (i.e., pre-2003 tax treatment is reinstated). 


§ 1(h)(3)(B). 
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ETHICS 
& Equity 


20.9 REGULAR CORPORATION VERSUS S STATUS 


Due to the pass-through concept, the use of S status generally avoids the income tax 
at the corporate level, bringing the individual income tax into play. As noted in the 
previous section, the differential between the rates applicable to noncorporate and 
corporate taxpayers makes this a factor to be considered. The S election enables a 
business to operate in the corporate form, avoid the corporate income tax, and, 
depending on taxable income, possibly take advantage of the lower rates usually 
applicable to individuals. Also, losses incurred at the corporate level pass through 
to the shareholders, who will utilize them on their individual returns. 

Electing S status can present several problems, however. First, the election is avail- 
able only to small business corporations. Consequently, many corporations will not 
qualify for the election. Second, S corporations are subject to the rules governing 
regular corporations unless otherwise specified in the Code. For example, § 351 
applies on the formation of an S corporation. Likewise, if the S corporation later car- 
ries out a stock redemption or is liquidated, the rules governing regular corporations 
apply. Third, a few states do not recognize S status for purposes of state and local tax- 
ation. Therefore, an S corporation might be subject to a state franchise tax or a state 
or local income tax. 


20.10 USE OF AN ENTITY TO REDUCE THE 


REARS = esice 


One objective of tax planning is to keep the income from a business within the fam- 
ily unit but to disperse the income in such a manner as to minimize the overall tax 
burden. To the extent feasible, therefore, income should be shifted from higher- 
bracket to lower-bracket family members. 

Several recent legislative changes, however, have raised major obstacles to shifting 
income to children. The first change, effective for 2007, makes the kiddie tax appli- 
cable to children under age 18. (Previously, it applied only to those under age 14.) 
The second change occurred shortly thereafter and goes even further. Beginning in 
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2008, the kiddie tax applies to all children under age 19 and to those who are full- 
time students under age 24. As a result, shifting investment income (or capital 
gains) to a child provides no benefit to the extent that the income is taxed at the 
parents’ tax rate. 

Unfortunately, the income from property (a business) cannot be shifted to 
another without also transferring an interest in the property. If, for example, a father 
wants to assign income from his sole proprietorship to his children, he must form a 
partnership or incorporate the business. In either case, the transfer of the interest 
may be subject to the Federal gift tax. But any potential gift tax can be eliminated or 
controlled through judicious use of the annual exclusion, the election to split gifts 
(for married donors), and the unified tax credit (refer to the discussion of the Fed- 
eral gift tax in Chapter 1). 

Consequently, the first problem to be resolved becomes which form of business 
organization will best fit the objective of income shifting. For the partnership form, 
one major obstacle arises. Family partnership rules preclude the assignment of 
income to a family member unless capital is a material income-producing factor. If 
not, the family member must contribute substantial or vital services. Ordinarily, capi- 
tal is not a material income-producing factor if the income of the business consists 
principally of compensation for personal services performed by members or employ- 
ees of the partnership. Conversely, capital is a material income-producing factor 
if the operation of the business entails a substantial investment in physical assets 
(e.g., inventory, plant, machinery, or equipment). 

Income shifting through the use of a partnership, therefore, may be ineffectual if 
a personal service business is involved. In fact, it could be hopeless if the assignees 
are minors. The use of the corporate form usually involves no such impediment. 
Regardless of the nature of the business, a gift of stock carries with it the attributes of 
ownership. Thus, dividends paid on stock are taxed to the owner of the stock. 

But what if the corporate form is utilized and the S election is made? A new hur- 
dle arises. The Code authorizes the IRS to make adjustments in situations where 
shareholders are not being adequately compensated for the value of their services 
or capital provided to an S corporation in a family setting.°* Thus, an S corporation 
suffers from the same vulnerability that exists with family partnerships. 

A further factor that favors the corporate form (either a regular or an S corpora- 
tion) as a device for income splitting is the ease with which it can be carried out. 
Presuming the entity already exists, the transfer of stock merely requires an entry in 
the corporation’s stock ledger account. In contrast, a gift of a partnership interest 
probably requires an amendment to the articles of copartnership. 

Regardless of the form of organization used for the business, income shifting will 
not take place unless the transfer is complete.°” If the donor continues to exercise 
control over the interest transferred and does not recognize and protect the owner- 
ship rights of the donee, the IRS may argue that the transfer is ineffective for tax pur- 
poses. In that case, the income from the transferred interest continues to be taxed to 


the donor. 


The kiddie ex is recigcred to unearned income (e.g., interest, dividends) § 1366(e). 
and does not apply to earned income (e.g., wages, salaries). See the discus- 
sion of § 1(g) in Chapter 3. 

38 704(e). 
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Ginsberg v. Comm., 74-2 USTC 49660, 34 AFTR2d 74-5760, 502 F.2d 965 
(CA-6, 1974), and Michael F. Beirne, 61 T.C. 268 (1973). 
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REFOCUS ON THE BIG PICTURE 


CHOICE OF 
BUSINESS ENTITY 


A principal concern of the Todd sisters is limited liability. A food preparation busi- 
ness involves a high risk in terms of potential liability (e.g., litigation resulting from 
food poisoning). This hazard is further magnified by the sisters’ intention to carry 
minimal liability insurance coverage. To obtain limited liability, therefore, the choice 
of entity cannot be a regular partnership—it must be a C or S corporation or a lim- 
ited liability company (LLC). 

The next concern is the pass-through of losses to the sisters in the early years of the 
business. This cannot be achieved with a C corporation and is only available with an S 
corporation or an LLC. 

In making the choice between a corporation and an LLC, the future must be con- 
sidered. If the business is successful, the sisters could expand. This is more easily 
accomplished with a corporation than an LLC. A corporation can raise additional 
capital for expansion by issuing more stock—even going public if necessary. Issuing 
additional stock may cause the S corporation election to be lost, but by then S status 
will have served its purpose (i.e., pass-through of losses). 

When forming the corporation, the sisters should take the following into account: 


e Key assets (e.g., food preparation facilities) might better be purchased by 
the sisters and leased to the corporation. This approach leads to a rent 
deduction for the corporation. 

e A viable salary structure should be established for the services the sisters 
perform. This generates a salary deduction for the corporation. 

® Interest should be charged for the funds the sisters loan to the corpora- 
tion. This yields an interest deduction for the corporation. 


If the S corporation becomes a C corporation, these rent, salary, and interest deduc- 
tions will reduce the taxable income of the corporation and thereby lower any corpo- 
rate income tax imposed. 


C corporation, 20-4 Limited liability company, 20-3 Schedule M-3, 20-16 
Check-the-box Regulations, 20-3 Liquidating distributions, 20-24 Small business corporation, 20-26 
Constructive dividends, 20-22 Organizational expenditures, 20-13 Stock redemption, 20-23 
Dividends received deduction, 20-11 Personal service corporation, 20-14 Thin capitalization, 20-17 


Earnings and profits, 20-21 
Guaranteed payments, 20-35 


S corporation, 20-26 
Schedule M-1, 20-15 
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DISCUSSION QUESTIONS 


LO.1 What is the role of state law in determining whether an entity will be classified as a 
corporation for Federal income tax purposes? 


LO.1 Under what circumstances might the disregard of the corporate entity produce a 
favorable result for the IRS? 


3. L0.1, 10 Why are limited liability companies advantageous? 


10. 


il 


12; 


13. 


L0.1 What purpose is served by the check-the-box Regulations? 


LO.1 Presuming no election is made under the check-the-box Regulations, how will the 

following businesses be treated for Federal income tax purposes? 

a. A one-person entity not incorporated under state law. 

b. A one-person entity incorporated under state law. 

c. A multi-owner entity not incorporated under state law and possessing all of the char- 
acteristics common to corporations (i.e., continuity of life, centralized management, 
limited liability, and free transferability of interests). 


LO.1 Partnerships and S corporations are treated similarly for Federal income tax 
purposes. Explain this statement. 


LO.2 Various tax attributes of the entity’s operations flow through to the individual 
owners to be reported on their personal income tax returns. 

a. What does this statement describe? 

b. To what types of entities does it apply? 


L0.2, 3 Compare the income tax treatment of individuals and C corporations as to each 
of the following: 

Recapture of depreciation on the disposition of business real property. 
Availability of nontaxable exchange treatment as to certain property transactions. 
Tax credits that are allowed. 

The tax rates that apply. 

The tax year (i.e., fiscal, calendar) allowed. 

The method of accounting (e.g., cash, accrual) available. 

The special treatment of qualified dividend income. 

The allowance of deductions from AGI (i.e., itemized deductions). 

The availability of the domestic production activities deduction. 


re TO yo ho op 


L0.2 Taupe Corporation (a C corporation) invests and trades in real estate. During the 

year, it sells a tract of land for a substantial loss. Since the land was held both for resale 

and as an investment, the loss could arguably be classified as ordinary or capital. 

a. In most cases, which classification will be preferable? 

b. Under what circumstances might the classification of the loss not make any immedi- 
ate difference? 

L0.2 The taxpayer has an excess capital loss for the current year. Discuss the income tax 

ramifications of the loss if the taxpayer is: 

a. An individual. 

b. AC corporation. 


L0.2 In late December 2009, Gray Corporation (a calendar year C corporation) pledges 
a $50,000 donation to a local relief agency formed to fight AIDS in Africa. Although 
Gray’s board of directors authorized the donation in 2009, the payment is not made until 
March 2010. What are the issues involved? 

LO.2 Regarding the 10% limitation on the charitable contributions of a C corporation, 
how do the following affect the determination of taxable income? 

a. Charitable contribution deduction. 

b. Net operating loss carryback. 

c. Capital loss carryback. 

d. Dividends received deduction. 

L0.2 Someone has told you that C corporations can deduct the fair market value of any 
inventory they donate to charity. Do you agree? Why or why not? 
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L0.2 In connection with the domestic production activities deduction, comment on the 

following: 

a. In applying the limitation on the deduction, the difference between individual and 
corporate taxpayers. , 

b. How the deduction is determined in the case of an affiliated group of corporations. 

c. What pass-through situations are, why they are necessary, and how they work. 

d. Relevance to the imposition of the AMT. 


L0.2 What factors should be considered before making the election to forgo the 
carryback of a net operating loss? 


L0.2, 3 Corey is a shareholder in Olive Corporation (a C corporation), which owns some 
stock in IBM. From its earnings, IBM declares and pays a dividend. Using its share of the 
dividend it receives from IBM, Olive distributes a dividend to its shareholders. 

a. How many times has the dividend Corey receives been subject to taxation? Explain. 
b. How does the tax law provide relief in this type of situation? 

c. Does the relief completely eliminate the effect of multiple taxation? Why or why not? 


L0.3 Two small corporations have invested in the stock of General Electric Company. 
Although they own the same number and type of shares, one corporation is able to claim 
a larger dividends received deduction than the other. Explain why this could be possible. 


L0.4 Mallard Corporation was formed in December 2008 and plans to use the cash basis 
of accounting. Mallard incurred one-half of its organizational expenses in December 
2008 and one-half in January 2009. The payment of these expenses also occurred in these 
two months. Do you recognize any income tax problem? 


LO.4 Personal service corporations frequently pay out all of their profits to their 
shareholder-employees in the form of salaries. Is there a reason for doing this? Explain. 


LO.5 In view of the current preferential treatment of qualified dividends, the thin 
capitalization procedure is no longer as tax advantageous as it was previously. 

a. Why is this so? 

b. In what respects, if any, is thin capitalization still advantageous? 


L0.5 Cynthia and some associates want to form a corporation to develop and operate an 
industrial park. Cynthia is to contribute the land, which has significantly appreciated in 
value. She would like to recognize some of this gain to offset losses from other sources. In 
view of the rules governing the application of § 351, what do you suggest? 


LO.5 Harvey, an attorney, is retained to incorporate a new real estate venture. Instead of 
charging cash for his work, Harvey requests and receives stock in the new corporation. 
He does this in order to avoid recognizing any income from the performance of his 
services. Is Harvey correct in his assumption? Why or why not? 


L0.6 How do the following transactions affect the E & P of a corporation? 
A nontaxable stock dividend issued to the shareholders. 
b. Cash dividend distributed to shareholders (corporation has a deficit in accumulated 
E & Pand no current E & P). 
Federal corporate income tax liability. 
Domestic production activities deduction. 
Charitable contribution in excess of the 10% limitation. 
Fine imposed for improper disposal of hazardous waste substances. 
Receipt of interest on investment in municipal bonds. 


Timo And 


L0.6 A C corporation makes a cash distribution to its shareholders. Describe the tax 
effect on the shareholders if the distribution is: 

a. A qualified dividend. 

b. Areturn of capital that does not exceed the basis in the stock investment. 

c. Areturn of capital that exceeds the basis in the stock investment. 

d. What causes the “return of capital” result described in parts (b) and (c) above? 


L0.6 When a corporation distributes property as a dividend, what are the tax effects on 
the corporation and its shareholders under the following assumptions? 

a. The property has declined in value. 

b. The property has appreciated in value. 
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L0.6 The stock of Grouse Corporation (a C corporation) is owned equally by a sister and 
two brothers: Mary, Rex, and Orson. During the year, the following transactions occur: 
Mary sells property to Grouse Corporation. 

Orson buys property from Grouse Corporation. 

Rex leases property to Grouse Corporation. 

Grouse Corporation pays for Orson’s medical bills. 

All shareholders use an airplane owned by Grouse Corporation. 

Orson borrows money from Grouse Corporation. 

Same as (f) with the further stipulation that no interest was provided for. 

All shareholders are paid salaries by Grouse Corporation. 


P< Sty 10) ee) eae 


Discuss any potential tax problems that these transactions might present. 


LO.7 As opposed to a corporate distribution that results in dividend income, what is the 
advantage of the sale or exchange treatment of a stock redemption? Doesn’t capital gain 
treatment result in both situations? 


L0.7 Angie is the sole shareholder of Rust Corporation. If the corporation is liquidated, 
what are the tax effects on: 

a. Rust Corporation? 

b. Angie? 


L0.8 A calendar year corporation has an election under Subchapter S. What will be the 

effect, if any, of the following events on its S status? 

In 2008, the board of directors authorizes the issuance of preferred stock. 

Same as (a). In 2009, the preferred stock is issued. 

A shareholder who lives in Minnesota retires and moves to the Republic of Panama. 

The corporation becomes a shareholder in a newly formed urban renewal corpora- 

ution. 

e. Because of the death of a shareholder, the total number of shareholders increases 
from 98 to 101. 

f. Ashareholder transfers her stock to a newly formed limited liability company. 


ae aot 


LO.8 Alexis, Brayden, Brooke, and Charles are equal shareholders in Azul Corporation 
(a calendar year S corporation). During the year, Azul has a short-term capital gain, 
qualified dividend income, charitable contributions, and qualified production activities 
income (with related W-2 wages). Regarding these transactions, explain the following results: 
a. The short-term capital gain results in no additional tax liability to Alexis. 

b. Brayden pays no tax on the qualified dividends. 

c. Brooke cannot claim a deduction for the charitable contributions. 

d. Charles cannot claim allof the domestic production activities deduction. 


LO.8 Tracy and Marvin are equal shareholders in Rojo Company, a calendar year S 
corporation. Each paid the same amount when they originally acquired the stock several 
years ago. In the current year, Rojo has an operating loss. Tracy can deduct all of her 
share of the loss, but Marvin cannot. Explain the difference in the result. 


LO.9 Under what circumstances does the receipt of a partnership interest result in the 
recognition of ordinary income? What is the effect of this on the partnership and the 


other partners? 


L0.9 How do changes in the liabilities of a partnership affect the basis of a partnership 
interest? 


LO.9 Indicate whether each of the following will increase (+), decrease (—), or have no 
effect (NE) ona partner’s basis in a partnership interest: 

Operating profit of the partnership. 

Capital losses of the partnership. 

Tax-exempt income of the partnership. 
Partnership expenditures that are not deductible in computing taxable income. 
Withdrawals by a partner that are not guaranteed payments. 

Withdrawals by a partner that are guaranteed payments. 


pre Ee a eee 


LO.9 Blaine, Cassie, and Kirstin are equal partners in the Maize Partnership. During the 


year, Maize has qualified dividends, charitable contributions, and a domestic production 
, 


activities deduction. Explain the following results: 
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a. Blaine pays less tax than Cassie and Kirstin on his share of the qualified dividends. 
. Cassie cannot deduct any of her share of the charitable contributions. 
c. Kirstin has a larger domestic production activities deduction than either Blaine or 
Cassie. 


L0.9 To what extent can a partner deduct his or her distributive share of partnership 
losses? What happens to any unused losses? 


L0.9 Blanche and her two brothers are equal partners in the Rose Partnership. During 
the year, Blanche sells land (adjusted basis of $220,000) to Rose for its fair market value 
of $200,000. Do you perceive any tax problems as to this transfer? Explain. 


LO0.9 What are guaranteed payments? When might such payments be used? 


L0.2 Robin has the following capital asset transactions during 2009: 


Long-term capital gain $3,000 
Short-term capital gain 1,000 


Further, Robin has an excess capital loss carryforward of $2,000 from 2008. 

a. What are the tax consequences of these transactions if the $2,000 loss is long term 
and Robin is an individual? Robin is a C corporation? 

b. What are the tax consequences of these transactions if the $2,000 loss is short term 
and Robin is an individual? Robin is a C corporation? 


LO.2, 8 Verde, a calendar year taxpayer, began business in January 2008. It had a short- 
term capital gain of $5,000 in 2008 and a long-term capital loss of $9,000 in 2009. For 
both years, Verde had an operating profit in excess of $100,000. How are these capital 
gain and loss transactions handled for income tax purposes if Verde is: 

a. An individual? 

b. AC corporation? 

c. AnScorporation? 


L0.2 On December 8, 2009, Pintail Company (a calendar year taxpayer) authorizes a 
cash contribution of $20,000 to the United Way of Providence. The contribution is 
carried out as follows: $8,000 on December 9, 2009; $9,000 on March 10, 2010; and 
$3,000 on April 12, 2010. Regarding the year of deduction, what are the options if Pintail is: 
a. An accrual basis partnership? 
b. An accrual basis corporation? 
c. Would your answer to parts (a) and (b) change if Pintail uses the cash basis (rather 
than the accrual basis) of accounting? Explain. 


L0.2 During 2009, Avocet Corporation had the following transactions: 


Income from operations $700,000 
Expenses from operations 610,000 
Dividends from domestic corporations (less than 

20% ownership) 30,000 
Dividends received deduction (70% x $30,000) 21,000 
Unused short-term capital loss from 2007 (there 

are no capital gains in 2008 and 2009) 3,000 
NOL carryover from 2008 50,000 


In June 2009, Avocet made a contribution to a qualified charitable organization of 
$13,000 in cash (not included in any of the items listed above). 

a. How much, if any, of the contribution can be claimed as a deduction for 2009? 

b. What happens to any portion not deductible for 2009? 


L0.2 Auburn Company manufactures and sells furnishings for hospitals (e.g., special 
needs bathroom fixtures). In the current year, it donates some of its inventory to a newly 
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constructed hospice. The hospice is adjacent to a cancer treatment center and is 
intended to care for indigent and terminal patients. The property donated has an 
adjusted basis of $40,000 and a fair market value of $90,000. What is the amount of the 
charitable contribution deduction if Auburn is a: 

a. Sole proprietorship? 

b. C corporation? 


c. Would your answer to part (b) change if the fair market value of the property is 
$121,000 (not $90,000)? 


- L0.2 For each of the following independent situations, determine the domestic 


production activities deduction (DPAD) for 2009. 


Qualified Taxable Income 
Production (without Any Relevant W-2 
Corporation Activities Income DPAD) Wages 
Anhinga $600,000 $500,000 $200,000 
Penguin 400,000 450,000 100,000 
Scaup 600,000 700,000 60,000 


LO.3 Determine the dividends received deduction for each of the following independent 
situations. Assume the percentage of stock owned in the corporation paying the dividend 
is 30% for Warbler Corporation and less than 20% for Tern Corporation and Sparrow 
Corporation. 


Tern Sparrow Warbler 
Corporation Corporation Corporation 
Income from operations $6,000,000 $4,500,000 $4,000,000 
Expenses of operations 5,400,000 4,800,000 4,200,000 
Qualified dividends received 1,200,000 150,000 1,000,000 


LO.3 Khaki Corporation was formed on July 1, 2009, and incurred qualifying 
organizational expenditures. It uses a calendar year and wants to accelerate any 
deductions that are available. Based on this assumption, what is Khaki Corporation’s 
deduction for 2009 if its organizational expenditures are: 


a. $4,000? 

b. $35,000? 
c. $54,000? 
d. $57,000? 


L0.4 In each of the following independent situations, determine the C corporation’s 
Federal income tax liability for calendar year 2009. 


eee ee ee ee 
Corporation Taxable Income 


Peacock $ 21,000 
* 
Flycatcher 53,000 
Owl 78,000** 
Razorbill 150,000 
Vireo 370,000 
90,000 


Pipit (a personal service corporation) 


*Does not include a short-term capital loss of $1,000. 


**Does not include a long-term capital gain of $6,000. 
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L0.2, 3, 4 Using the legend provided below, classify each statement. 


ee ee ee ee ee, 
Legend 


| = Applies only to the income taxation of individuals 

C = Applies only to the income taxation of corporations 

B = Applies to the income taxation of both individuals and C corporations 

N = Applies to the income taxation of neither individuals nor C corporations 

SS a a ieee el Ges ae fe eee = 

a. A foreign tax credit may be available. 

b. The deduction of charitable contributions is not subject to percentage limitation (s). 

c. On the contribution of inventory to charity, the full amount of any appreciation can 

be claimed as a deduction. 

Excess capital losses can be carried forward indefinitely. 

Excess capital losses can be carried back. 

A net long-term capital gain is subject to the same tax rate as ordinary income. 

A domestic production activities deduction may be available. 

The like-kind provisions of § 1031 are available. 

Qualified dividend income may be subject to tax at preferential rates. 

A taxpayer with a fiscal year of July 1-June 30 has a due date for filing a Federal 

income tax return of October 15. 

k. The determination of the alternative minimum tax may have to take into account an 
ACE adjustment. 
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LO.5 Elton, Neil, Courtney, and Zelma form Ecru Corporation with the following 
investments: 


Number of 


Basis to Fair Market 
Transferor Value Shares Issued 

From Elton—Cash $ 200,000 $ 200,000 200 
From Neil—Inventory 230,000 270,000 260 
From Courtney—Machinery 

and equipment 400,000 370,000 350 
From Zelma—Land and 

building 1,270,000 1,300,000 1,200 


In addition to its stock, Ecru distributes cash as follows: $10,000 to Neil, $20,000 to Court- 
ney, and $100,000 to Zelma. Assume that each share of Ecru stock is worth $1,000. 
Regarding these transactions, provide the following information: 

Neil’s realized and recognized gain (or loss). 

Neil’s basis in the Ecru stock. 

Ecru’s basis in the inventory. 

Courtney’s realized and recognized gain (or loss). 

Courtney’s basis in the Ecru stock. 

Ecru’s basis in the machinery and equipment. 

Zelma’s realized and recognized gain (or loss). 

Zelma’s basis in the Ecru stock. 

Ecru’s basis in the land and building. 
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L0.6 Amelia is the sole shareholder of Emerald Corporation. At a time when Emerald 
has a deficit in accumulated E & P of $80,000 and current E & P of $40,000, it distributes 
a cash dividend of $70,000. If Amelia’s basis in her stock is $25,000, what are the tax 
consequences of the distribution to: 

a. Amelia? 

b. Emerald Corporation? 
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10.6, 10 The stock of Sandpiper Corporation is held equally by Russ and Erlyne. The 
shareholders would like to receive, as a dividend, value of $200,000 each. The 
corporation has the following assets it can spare: 


eh oe Oe ee eee 


Adjusted Basis to Fair Market 
Asset Sandpiper Corporation Value 
Land (parcel A) $ 120,000 $200,000 
Land (parcel B) 260,000 200,000 


a 5 aa ey ee ee Ss 


Both assets are held as investments. Sandpiper Corporation has a capital loss carryover 
from the previous year of $20,000 and has accumulated E & P in excess of $1 million. 

Russ and Erlyne have come to you for advice. Suggest an attractive tax plan to carry 
out what the parties want. Write a letter (addressed to Sandpiper Corporation at P.O. 
Box 1150, St. Louis, MO 63130) describing your plan and its tax consequences. 


L0.7 In the current year, Carmine Corporation is liquidated under the general rules of 
§ 331 and § 336. It has cash of $200,000 and undeveloped land (basis of $100,000 and fair 
market value of $400,000). After taxes, Carmine distributes all remaining assets to Amy, 
its sole shareholder. Amy’s basis in the Carmine stock is $50,000. 

a. What are Carmine Corporation’s income tax consequences? 

b. What are Amy’s income tax consequences? 

c. What basis will Amy have in the land? 


LO.7 Ten years ago, Rose Corporation purchased all of the stock of Fuchsia Corporation 
for $200,000. In the current year, Fuchsia has a basis in its assets of $600,000 and a fair 
market value of $800,000. Rose liquidates Fuchsia Corporation and receives all of its 
assets. The exception to the carryover basis rule does not apply. 

a. Does Rose Corporation recognize any gain as a result of the liquidation? 

b. What is Rose Corporation’s basis for the assets it receives from Fuchsia Corporation? 


L0.8 During 2009, Rubio (a calendar year, accrual basis S corporation) has the following 
transactions: 


Sales $940,000 
Cost of goods sold 450,000 
Long-term capital gain 4,000 
Short-term capital gain 1,000 
Salaries 130,000 
Qualified dividends from stock investments 15,000 
Rent expense 140,000 
Advertising expense 80,000 
Interest on City of Philadelphia bonds 11,000 
§ 1231 gain 21,000 
Organizational expenditures 1,000 
Charitable contributions 3,000 
Bad debt (trade account receivable deemed to be 

uncollectible) 9,000 
Cash dividend distributed to shareholders 100,000 


a. Determine Rubio Corporation’s separately stated items for 2009. 

Determine Rubio taxable income for 2009. 

Pamela Burns is a 40% shareholder in Rubio Corporation. She is aware of the tax 
consequences of the various items listed on the Schedule K-1 (Form 1120S) she 
received, but does not know of their effect on basis. Since she is considering selling 
her stock and wants to estimate the gain or loss, she requests your help. Write a letter 
to Pamela (4120 Chestnut Lane, Philadelphia, PA 19104) summarizing the changes 


to stock basis that the 9009 transactions cause. 
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55. LO.8, 10 Malcolm Werner owns all of the stock in Oro, a calendar year S corporation. 
For calendar year 2009, Oro anticipates an operating loss of $80,000 and could, if 
deemed worthwhile, sell a stock investment that would generate a $10,000 long-term 
capital loss. Malcolm has an adjusted basis of $50,000 in the Oro stock. For the year, he 
has already realized a short-term capital gain of $8,000. He anticipates no other capital 
asset transactions and expects to be in the 33% tax bracket in 2009. 

Write a letter to Malcolm (3129 Adams Street, Worcester, MA 01616) suggesting a 
course of action that could save him some income taxes. 


56. LO.8 Jennifer owns 30% of the stock in Blond, a calendar year S corporation. Blond 
Corporation has an operating loss of $400,000 in 2009 and an operating profit of 
$300,000 in 2010. Jennifer withdraws $30,000 in cash from the corporation in 2010. As of 
January 1, 2009, Jennifer’s basis in the Blond Corporation stock is $100,000. 

a. Whatare Jennifer’s tax consequences as to 2009? 
b. 2010? 
c. WhatisJennifer’s basis in the Blond Corporation stock as of January 1, 2010? 
d. January 1, 2011? 


57. LO.9 Guy, Alma, and Kara form the Rust Partnership. In exchange for a 30% capital 
interest, Guy transfers property (basis of $200,000; fair market value of $400,000) subject 
to a liability of $100,000. The liability is assumed by the partnership. Alma transfers 
property (basis of $350,000; fair market value of $300,000) for a 30% capital interest. 
Kara invests cash of $400,000 for the remaining 40% capital interest. Concerning these 
transactions, provide the following information: 

Guy’s recognized gain. 

Guy’s basis in the partnership interest. 

Alma’s recognized loss. 

Alma’s basis in the partnership interest. 

Kara’s basis in the partnership interest. 

Rust Partnership’s basis in the property transferred by Guy and Alma. 


58. L0.9, 10 As of January 1, 2008, Norman has a basis of $90,000 in his 30% capital interest 
in the Plata Partnership. He and the partnership use the calendar year for tax purposes. The 
partnership incurs an operating loss of $450,000 for 2008 and a profit of $270,000 for 2009. 

a. How much, if any, loss may Norman recognize for 2008? 

b. How much income must Norman recognize for 2009? 

c. What basis will Norman have in his partnership interest as of January 1, 2009? 

d. What basis will Norman have in his partnership interest as of January 1, 2010? 

e. What year-end tax planning would you suggest to ensure that a partner could deduct 
all of his or her share of any partnership losses? 
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59. LO.9 Vicky owns a 55% interest in the capital and profits of the Green Partnership. In 
2009, Vicky sells property (adjusted basis of $100,000) to Green for its fair market value of 
$90,000. In 2010, Green Partnership sells the same property to an outside party for 
$105,000. 

a. Whatare Vicky’s tax consequences on the 2009 sale? 

b. What are Green Partnership’s tax consequences on the 2010 sale? 

c. Would the answers to parts (a) and (b) change if Vicky owns only a 45% interest and 
the other 55% interest is owned by her mother? Explain. 


. RESEARCH PROBLEMS 


i} THOMSON REUTERS 
Checkpoint® Student Edition 


Note: Solutions to Research Problems can be prepared by using the Checkpoint® 
Student Edition online research product, which is available to accompany this text. It is 
also possible to prepare solutions to the Research Problems by using tax research mate- 
rials found in a standard tax library. 


Research Problem 1. In 2004, Rhoda forms Madison Healthcare Center, LLC, to own and 
operate several nursing homes. Madison is a limited liability company with Rhoda as its sole 
owner. Rhoda did not elect under the “check-the-box” Regulations to have Madison treated 
as a corporation for Federal income tax purposes. 

In 2009 and after several years of Madison’s failure to pay taxes, the IRS assesses 
Rhoda for the delinquency. Because Madison is a sole proprietorship, Rhoda is directly 
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liable for the tax obligations of the business. Under the check-the-box Regulations, a one- 
owner limited liability company is a sole proprietorship in a default situation (i.e., failure to 
elect otherwise) [Reg. § 301.7701-3(b) (1) (iii). 

Rhoda maintains that Madison is a corporation and that, as a shareholder, she is not 
liable for its obligations. She says that Madison is a corporation because it meets the 
definition of a corporation under § 7701(a)(2). Included in the definition is an 
“association,” which is an entity that possesses a preponderance of corporate attributes— 
continuity of life, centralized management, limited liability, and free transferability of 


interests. Consequently, says Rhoda, the check-the-box Regulations are an unnecessary 
and invalid interpretation of the Code. 


Which party will prevail? 


Partial list of research aids: 

§§ 7701(a)(2) and (3). 

Reg. § 301.7701-2. The “Kintner” Regulations issued in 1960 and effective prior to January 
151997. 

Reg. §§ 301.7701-1 through ~3. The check-the-box Regulations, effective after 1996. 
Littriello v. U.S., 2005-1 USTC 450,385, 95 AFTR2d 2005-2581 (D.Ct.Ky., 2005). 


Research Problem 2. Tim is a real estate broker who specializes in commercial real estate. 
Although he usually buys and sells on behalf of others, he does maintain a portfolio of 
property of his own. He holds this property, mainly unimproved land, either as an 
investment or for sale to others. 

In early 2003, Irene and Al contact Tim regarding a tract of land located just outside 
the city limits. Tim bought the property, which is known as the Moore farm, several years 
ago for $600,000. At that time, no one knew that it was located on a geological fault line. 
Irene, a well-known architect, and Al, a building contractor, want Tim to join them in 
developing the property for residential use. They are aware of the fault line, but believe 
they can circumvent the problem by using newly developed design and construction 
technology. Because of the geological flaw, however, they regard the Moore farm as being 
worth only $450,000. Their intent is to organize a corporation to build the housing project, 
and each party will receive stock commensurate to the property or services contributed. 

After consulting his tax adviser, Tim agrees to join the venture if certain modifications 
to the proposed arrangement are made. The transfer of the land would be structured as a 
sale to the corporation. Instead of receiving stock, Tim would receive a note from the 
corporation. The note would be interest bearing and become due in five years. The 
maturity value of the note would be $450,000—the amount that even Tim concedes is the 
fair market value of the Moore farm. 

What income tax consequences ensue from Tim’s suggested approach? Compare this 
result with what would happen if Tim merely transferred the Moore farm in return for 


stock in the new corporation. 


Research Problem 3. In anticipation that a dividend will be declared, Garnet Corporation 
purchases $300,000 worth of common stock of Magenta Corporation. Of the $300,000 
purchase price, $200,000 is borrowed from a bank. After the dividend is declared and paid, 
Garnet sells the Magenta stock for a loss. Earlier in the year, Garnet realized a capital gain 
from the sale of a different investment. 

a. Whatare the hoped-for tax advantages of these transactions? 
b. What can go wrong? 


Research Problem 4. In 1996, Claude received a distribution of $50,000 from Swallow 


Corporation that purported to be a return of capital. Since Claude's basis in the stock was 
$80,000, he reduced the basis to $30,000 and recognized no income as to the distribution. 
In 2003, it was determined that Swallow Corporation has been miscalculating its E & P fora 
number of years. As a result, the 1996 distribution it made should have been taxed to the 
shareholders as a dividend. Due to the expiration of the evga statute of limitations, 
‘ustment to his income tax return for 1996. 
Be ae ae sells his stock in Swallow for $300,000. He feels that he should 
recognize a gain of only $290,000 from the sale. Since the 1996 distribution was a dividend 
and not a return of capital, his stock ee agate Bee aaa and should 
i igi 80,000. Claude seeks your advice on this matter. 

sae. ‘aa ae Romano, Box 1340, Clinton, MS 39058, explaining his 
position. Use layperson terminology, as your client is not well versed in tax matters. 
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@ INTERNET 
activity 


i 


’ 


a 
Use the tax resources of the Internet to address the following questions. Do not re: trict 
your search to the World Wide Web, but include a review of newsgroups and ge k 
reference materials, practitioner sites and resources, primary sources of the tax law, 


chat rooms and discussion groups, and other opportunities. 


Research Problem 5. Does your state permit CPAs to practice public accounting in the 
corporate form? If not, can they form limited liability companies? What, if any, special 
restrictions are imposed? 


Research Problem 6. Does your state recognize a Subchapter S election for state tax purposes? 
If so, does it treat out-of-state shareholders in the same way as resident shareholders? 


Research Problem 7. To report its transactions for the year, a partnership must file a Form 
1065 with the IRS. 
a. When is this return due? : 
b. As is the case with individuals and corporations, can a partnership obtain an automatic 
six-month extension for filing the Form 1065? 
c. Doesa partnership need to include a Schedule M-3 with its Form 1065? Explain. 


1’ 


Appendix A 


AX RATESCHEDULES 
ND TABLES 


(The 2009 Tax Tables and 2009 Sales Tax Tables can be accessed at the IRS 
web site: [http:// www.irs.gov] when released.) 


2008 Income Tax Rate Schedules A-2 
2009 Income Tax Rate Schedules A-2 
2008 Tax Tables A-3 
2008 Sales Tax Tables A-15 
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2008 Tax Rate Schedules 
Head of household—Schedule Z 


Single—Schedule X 
If taxable 
income is: But not 
Over— over— 
$ 0 $ 8,025 
8,025 32,550 
32,550 78,850 
78,850 164,550 
164,550 357,700 
3574700 eerie 


Married filing jointly or Qualifying 


widow/(er)—Schedule Y-1 


If taxable 


income is: 


Over— 


$ 0 
16,050 
65,100 

131,450 
200,300 
357,700 


Single—Schedule X 


If taxable 


income is: 


Over— 


$ 0 
8,350 
33,950 
82,250 
171,550 
372,950 


Married filing jointly or Qualifying 


But not 
over— 


$ 16,050 
65,100 
131,450 
200,300 
357,700 


But not 
over— 


$ 8,350 
33,950 
82,250 

171,550 
372,950 


widow(er)—Schedule Y-1 


If taxable 


income is: 


Over— 


$ 0 
16,700 
67,900 

137,050 
208,850 
372,950 


But not 
over— 


$ 16,700 
67,900 
137,050 
208,850 
372,950 


of the 
amount 
over— 


$ i) 
11,450 
43,650 

112,650 
182,400 
357,700 


of the 
amount 
over— 


$ i) 
8,025 
32,550 
65,725 
100,150 
178,850 


11,950 
45,500 
117,450 
190,200 
372,950 


of the 
amount 
over— 


$ 0 
8,350 
33,950 
68,525 
104,425 


of the If taxable 
amount income is: But not 
The tax is: over— Over— over— The tax is: 
renee 10% $ 0 $ 0 $ 11,450 er Ovo 
$ 802.50 + 15% 8,025 11,450 ‘43,650 $ 1,145.00 + 15% 
4,481.25 + 25% 32,550 43,650 112,650 5,975.00 + 25% 
16,056.25 + 28% 78,850 112,650 182,400 23,225.00 + 28% 
40,052.25 + 33% 164,550 182,400 357,700 42,755.00 + 33% 
103,791.75 + 35% 357,700 357.2003 & “eee 100,604.00 + 35% 
Married filing separately—Schedule Y—2 
of the If taxable 
amount income is: But not 
The tax is: over— Over— over— The tax is: 
Lone Cee 10% $ 0 $ 0 $ 8,025 emis 
$ 1,605.00 + 15% 16,050 8,025 32,550 $ 802.50+15% 
8,962.50 + 25% 65,100 32,550 65,725 4,481.25 + 25% 
25,550.00 + 28% 131,450 65,725 100,150 12,775.00 + 28% 
44,828.00 + 33% 200,300 100,150 178,850 22,414.00 + 33% 
96,770.00 + 35% 357,700 178,850.” |) eee 48,385.00 + 35% 
2009 Tax Rate Schedules 
Head of household—Schedule Z 
of the If taxable 
amount income is: But not 
The tax is: over— Over— over— The tax is: 
aca 10% $ 0 $ 0 $ 11,950 ee Oe 
$ 835.00 + 15% 8,350 11,950 45,500 $ 1,195.00 + 15% 
4,675.00 + 25% 33,950 45,500 117,450 6,227.50 + 25% 
16,750.00 + 28% 82,250 117,450 190,200 24,215.00 + 28% 
41,754.00 + 33% 171,550 190,200 372,950 44,585.00 + 33% 
108,216.00 + 35% 372,950 372,950 eee 104,892.50 + 35% 
Married filing separately—Schedule Y-2 
of the If taxable 
amount income is: But not 
The tax is: over— Over— over— The tax is: 
atone mee 10% $ 0 $ 0 $ 8,350 Me elo 
$ 1,670.00 + 15% 16,700 8,350 33,950 $ 835.00+15% 
9,350.00 + 25% 67,900 33,950 68,525 4,675.00 + 25% 
26,637.50 + 28% 137,050 68,525 104,425 13,318.75 + 28% 
46,741.50 + 33% 208,850 104,425 186,475 23,370.75 + 33% 
100,894.50 + 35% 372,950 186,475 50,447.25 + 35% 


186,475 
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2008 
Tax Table 


CAUTION 


figure your tax. 


See the instructions for line 44 that begin on page 
36 to see if you must use the Tax Table below to 


Example. Mr. and Mrs. Brown are filing a joint return. Their 
taxable income on Form 1040, line 43, is $25,300. First, they find 
the $25,300-25,350 taxable income line. Next, they find the 
column for married filing jointly and read down the column. The 
amount shown where the taxable income line and filing status 
column meet is $2,996. This is the tax amount they should enter 


on Form 1040, line 44. 


And you are— 


Married] Married) Head 


filing 
sepa- 
rately 


Your tax is— 


If line 43 
(taxable And you are— lavable 
income) is— income) is— 
Single | Married] Married] Head At But Single 
filin filing jofa least less filin 
jointly |sepa- | house- than jointly 
rately | hold - 
Your tax is — 
all. 
0 5 0 0 0 0 1,300 1,325] 131 131 
5 15 1 1 1 1 1,325 1,350| 134 134 
15 25 2 2 2 2 1350 1,375| 136 136 
S 50 4 4 4 4 1375 1,400} 139 139 
6 6 6 
1,400 1,425} 141 141 
ee eee i00 9 9 9 9 1,425 1,450] 144 144 
100 125 ll ll ll re 1,450 1,475| 146 146 
125 150 14 14 14 14 1475 1,500] 149 149 
150 175 16 s 16 16 
ed fo ieee 
200 225 21 21 21 21 1,550 1,575] 156 156 
225 -250| 24 ek ae 1,575 1,600] 159 ‘159 
250 «275| (26 eae 
1,600 1,625} 161 161 
275 300 29 29 29 29 1,625 1,650 164 164 
300-325 31 31 31 31 1,650 1,675] 166 166 
325 350 34 34 1,675 1,700} 169 169 
350 375 36 36 36 36 1.700 1.725 171 171 
375 400 3 39 39 39 1.725 1.750 174 174 
400 425} 41 41 41 4 1,750 1,775| 176 176 
425 450| 44 4 1,775 1,800} 179 179 
450 475 46 46 46 46 1,800 1,825 181 181 
475-500 49 49 49 49 1,825 1,850] 184 184 
500 «525 51 . 51 51 1,850 1,875] 186 186 
525 550| 54 @eeeee 8654 ee 1,875 1,900] 189 189 
550 575 56 56 56 56 1,900 1,925 191 191 
575 600 59 59 59 39 1,925 1,950] 194 194 
600 625 61 61 61 61 1,950 1,975] 196 196 
625 650| 64 64 64 64 1,975 2,000} 199 199 
650 «675 66 Meee, 86066 Fae 
675 700 69 69 69 69 2,000 
700725) 71 71 2,000 2,025] 201. 201 
725 750 74 eee 74 ee 2025 2050/ 204 204 
750 775| 76 eeme] 676 Geeege 2050 2075| 205 206 
715 800| 79 79 2075 2,100| 209 + ~—-209 
800 825| 81 Gieee, 81 Beat 2,100 2,125| 211 et 
825 850 84 84 84 84 2125 2,150] 214 214 
850 875) 86 86 86 86 2150 2175) 216 216 
$75 900 89 fmmee, 89 Fess 2,175 2,200] 219 219 
900 = 925 91 91 91 91 2,200 2,225) 221 | 2o4 
925 950 94 94 94 94 2,225 2,250| 224 | ee 
950 975 as! 2,250 2,275| 226 226 
975 1,000 99 ieee 99 2,275 —-2,300| 229 © 229 
2,300 2,325/ 231 231 
1,000 2,325 2,350] 234 234 
2,350 2,375| 236 236 
1,000 1,025] 101 (ADH) 101 Ge) | 2375 24001 239 | aaa 
1,025 1,050| 104 age 108 425| 241 peed 
075| 106 106 106 106 2,400 2, 
Se aa 109 109 2,425 2,450) 244 244 
1,075 1,100} 109 7108 2450 2,475] 246 246 
1100 1125) 111 Ge 1 a 2475 2500) 249 249 
1125 1,150/ 114 Ee ie 2,500 2,525} 251 251 
1,150 1,175) 116 aaa 325 2,550| 254 | 98d 
119 Meee, (119 ede 2,525 2, : 2 
itis) 23,20 71 ee 2550 2575| 256 256 
1,200 1,225 121 121 as 124 2,575 2,600} 259 259 
1225 1250) 1 ee 25 eme| | 2,000 2625] 261 fae 
1,250 1,275) 126 eee oo 2,625  2,650| 264 264 
1,275 1,300}. 129 19 2650 2,675| 266 266 
2,675 2,700| 269 269 


131 
134 
136 
139 


141 
144 
146 
149 


151 
154 
156 
159 


161 
164 
166 
169 


171 
174 
176 
179 


181 
184 
186 
189 


191 
194 
196 
199 


201 
204 
206 
209 
211 
214 
216 
219 
221 
224 
226 
229 
231 
234 
236 
239 
241 
244 
246 
249 
251 
254 
256 
259 
261 
264 
266 
269 


ofa 
house- 
hold 


131 
134 
136 
139 
141 
144 
146 
149 


151 | 


154 
156 
159 


161 
164 
166 
169 


171 
174 
176 
179 


181 
184 
186 
189 


191 
194 
196 
199 


201 
204 
206 
209 


211 
214 
216 
219 
221 
224 
226 
229 
231 
234 
236 
239 
241 
244 
246 
249 
251 
254 
256 
259 
261 
264 
266 
269 


*This column must also be used by a qualifying widow(er). 


Sample Table 


If line 43 
(taxable — 
income) is— 


25,200 25,250 


Your tax is— 


3,383 2,981 3,383 
3,390 2,989 3,390 
3,398 (2,996) 3,398 


3,405 3,004 3,405 


And you are— 


403 
408 
413 
418 


423 
428 
433 
438 


443 
448 
453 
458 


463 
468 
473 
478 


483 
488 
493 
498 


3,211 
3,219 | 


(Continued on next page) 
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4 If line 43 
haveble And you are— Naga And you are— 
income) is— ncome) is— 


i i i Single | Married] Married) Head 
eng hati ste aes . filin filing |ofa 
joi jointly | sepa- 

x rately 


Your tax is— 


2008 Tax Table—Continued 


If line 43 
taxable And you are— 
ncome) is— 


Single | Married| Married} Head 
filin filing |ofa 


7,000 


7,000 7,050 703 703 
7,050 7,100 708 708 
7,100 7,150 713 713 
7,150 7,200 718 718 


7,200 7,250 723 723 
7,250 7,300 728 728 
7,300 7,350 733 733 
7,350 7,400 738 738 


7,400 7,450 743 743 
7,450 7,500 748 748 
7,500 7,550 753 753 
7,550 7,600 758 758 


7,600 7,650| 763 763 
7,650 7,700| 768 768 
7,700  7,750| 773 == 993 
7,750  7,800| 778 778 


7,800 7,850 783 783 
7,850 7,900 788 788 
7,900 7,950 793 793 
7,950 8,000 798 798 


1,553. 1303. 1,553 il) 
1,560 1308 1.560 1.389 

1,568 1313 1,568 1,396 
1575 = §3%8) 1,575 eeaod 


1,583 @ 153232 1,583 | 44d 
1590 1,328 1,590 1,419 
1,598 1,333 1,598 1,426 
1605 1,338 1,605 1,434 


1,613 <2 4343: 1,613 = taal 
1,620 1,348 1,620 1,449 
1,628 1,353 1,628 1,456 
1,635 1,358 1,635 1,464 


1,643 1,363 1,643 | 1471 
1,650 1,368 1,650 1,479 
1,658 1,373 1,658 1,486 
1,665 1,378 1,665 1,494 


1,673 (29383 1,673 R501 
1,680 1,388 1,680 1,509 
1,688 1,393 1,688 1,516 
1,695 1,398 1,695 1,524 
| 


13,800 13,850 
13,850 13,900 
13,900 13,950 
13,950 14,000 


*This column must also be used by a qualifying widow(er). (Continued on next page) 
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2008 Tax Table—Continued 


(taxable And you are— Hea! es 
And ke - 
NEUEN Ss: freon) is— ON ee oe is— seed ok 
At But Single | Married} Married] Head At But i i 
Vi Vi M M 
least ets Hae i poll a least hee Area Mage cree 
n . Is an joi | Sepa- sepa- 
ey hold rately rately 
Your tax is— Your tax is— Your tax is— 
14,000 17,000 
|! 
14,050] 1,703 1,403 1,703. 15311 | 17,000 17,080 2431 
14,100) 1,710 1408 1.710 1,539 | | 170 i aay eae roto ee 
: 539 | 050 17,100 20,050 20,100 
14,100 oe ; ; 2,610 
100 14,150] 1,718 1413 1.718 1,546} | 17,100 17,150 20,100 20,150 2.618 
14,150 14,200] 1,725 1,418 1.725 1.554] | 17.150 17.200 20,150 20,200 2,625 
14,200 14,250] 1,733 1,423. 1,733 1,561 | | 17,200 17 : 
14250 14300] 1.740 1,428 1.740 11560 | | 177250 7500 Bion ee oe - 
14,300 14,350] 1,748 1,433 1.748 1,576 | | 17,300 17,350 20,300 20,350 2648 
14,350 14,400] 1,755 1,438 1.755 1,584 | | 17.350 17,400 20,350 20,400 2,655 be 
14,400 14,450] 1,763 1,443 1,763 1,591 | | 17,400 17,450 20,400 20,450 2 
o) ’ ey > ’ ’ D) 5) o) 2,663 a 
14,450 14,500] 1,770 1,448 1.770 1,599 | | 17,450 17,500 20,450 20,500 2,670 © 
14,500 14,550} 1,778 1.453 1.778 1,606 | | 17,500 17.550 20,500 20,550 2.678 
14,550 14,600] 1.785 1,458 1.785 1,614 | | 17,550 17,600 20,550 20,600 2,685 
14,600 14,650] 1,793 1,463 1,793 1,621 | | 17,600 17,650 20,600 20,650 2,693 
14,650 14,700) 1,800 1468 1,800 1,629 | | 17,650 17,700 20,650 20,700 2700 
14,700 14.750| 1,808 1473 1,808 1,636 | | 17,700 17.750 20,700 20,750 2.708 
14,750 14,800} 1.815 1,478 1.815 1,644| | 17.750 17,800 20.750 20,800 2715 
14,800 14,850} 1,823 1,483 1,823 1,651 | | 17,800 17,850 20,800 20,850 2.723 
14,850 14,900 1.830 1.488 1,830 1.659 | | 17,850 17,900 20.850 20,900 2.730 
14,900 14,950 | 1.838 1,493 1.838 1,666 | | 17,900 17,950 20,900 20,950 2738 
15,000| 1.845 1498 1845 1,674] | 17,950 18,000 20,950 21,000 2745 
18,000 21,000 | 
15,000 15,050] 1,853 1,503 1,853 1.681 | | 18,000 18,050 21,000 21,050 2,753. 2351 2,753. 2581 
15,050 15,100| 1.860 1508 1.860 1,689 | | 18,050 18,100 21,050 21,100 | 2.760 2359 2.760 2,589 
15,100 15,150| 1.868 1,513 1.868 1,696 | | 18100 18,150 21,100 21,150| 2768 2,366 2.768 2,596 
15.150 15.200| 1.875 1,518 1.875 1,704] | 18150 18,200 21.150 21.200| 2775 2374 2.775 2,604 | 
15,200 15,250| 1,883 1,523 1,883 1,711] | 18200 18,250 21,200 21,250 | 2,783 2381 2,783 2,611 
15.250 15,300| 1.890 1,528 1.890 1,719 | | 18,250 18,300 21.250 21.300 | 2.790 2389 2790 2619 
15.300 15,350] 1.898 1.533 1898 1,726] | 18,300 18,350 21300 21,350| 2,798 2396 2,798 2,626 
15.350 15,400] 1.905 1538 1,905 1,734] | 18,350 18,400 21,350 21,400} 2.805 2404 2,805 2,634 
15,400 15,450] 1,913 1,543 1,913 1,741 | | 18,400 18,450 21,400 21,450] 2,813 2411 2813 2641 
15.450 15,500] 1.920 1548 1.920 1,749 | | 18,450 18,500 21,450 21,500| 2820 2419 2820 2,649 
15,500 15550| 1.928 1,553 1,928 1.756 | | 18,500 18,550 21/500 21,550 | 2828 2426 2.828 2,656 
15.550 15,600| 1935 1558 1.935 1,764 | | 18,550 18,600 21:550 21,600 | 2,835 2,434 2,835 2,664 
15,600 15,650| 1,943 1,563 1,943 1771 | | 18,600 18,650 21,600 21,650} 2843 2441 2,843 2,671 
15,650 15,700| 1.950 1,568 1,950 1,779 | | 18,650 18,700 21,650 21.700| 2850 2,449 2850 2,679 
15.700 15,750| 1.958 1,573 1,958 1,786 | | 18,700 18,750 21.700 21.750| 2.858 2,456 2858 2,686 
15.750 15,800| 1.965 1,578 1.965 1,794] | 18,750 18,800 21.750 21.800 | 2,865 2464 2.865 2,694 
15,800 15,850 | 1,973 1,583 1,973 1,801 | | 18,800 18,850 21,800 21,850} 2,873 2471 2,873 2,701 
15850 15.900| 1.980 1,588 1.980 1,809 | | 18,850 18,900 21.850 21,900 | 2.880 2479 2.880 2,709 
15.900 15,950] 1.988 1,593 1,988 1,816 | | 18,900 18,950 21,900 21.950 | 2.888 2486 2888 2,716 
15,950 16,000| 1.995 1,598 1.995 1,824 | | 18,950 19,000 21.950 22,000 | 2895 2,494 2,805 2.724 
16,000 19,000 22,000 
16,000 16,050] 2,003 1,603 2,003 1,831 | | 19,000 19,050 22,000 22,050] 2,903 | 2,501 2,903 2,731 
16,050 16,100} 2.010 1,609 2,010 1,839 | | 19,050 19,100 22.050 22,100| 2910 2509 2910 2,739 
16100 16150; 2.018 1,616 2,018 1,846] | 19,100 19,150 22100 22.150| 2918 2516 2918 2.746 
16150 16200; 2025 1,624 2,025 1,854 | | 19,150 19,200 22150 22.200| 2925 2,524 2925 2,754 
16,200 16,250 | 2,033 1,631 2,033 1,861 19,200 19,250 22,200 22,250 | 2,933 2,531 2,933 2,761 
16250 16.300} 2,040 1,639 2,040 1,869 | | 19,250 19,300 22.250 22,300| 2940 2539 2.940 2,769 
16300 16350| 2048 1,646 2.048 1,876 | | 19,300 19,350 22300 22350| 2948 2546 2.948 2,776 
16.350 16,400| 2055 1,654 2,055 1,884 | | 19,350 19,400 22350 22,400| 2.955 2554 2,955 2,784 
16,400 16,450 | 2,063 1,661 2,063 1,801 | | 19,400 19,450 22,400 22,450 | 2,963 2,561 2,963 2,791 
16450 16500 | 2070 1669 2070 1,899 | | 19,450 19,500 22,450 22,500| 2970 2569 2,970 2,799 
16500 16550| 2078 1676 2.078 1,906 | | 19,500 19,550 22,500 22550; 2978 2576 2978 2,806 
16550 16600 2085 1684 2085 1,914] | 19,550 19,600 22550 22,600| 2.985 2584 2,985 2,814 
16,600 16,650 | 2,093 1,691 2,093 1,921. | | 19,600 19,650 22,600 22,650] 2,993 2,591 2,993 2,821 
16650 16700| 2100 1,699 2,100 1,929) | 19,650 19,700 22,650 22,700 | 3,000 2,599 3,000 2,829 
16700 16750| 2108 1,706 2,108 1,936 | | 19,700 19,750 22700 22.750} 3,008 2,606 3,008 2,836 
16750 16800] 2115 1714 2,115 1,944 | | 19,750 19,800 22,750 22,800] 3,015 2614 3,015 2,844 
16.800 16,850 | 2,123 1,721 2,123 1,951 | | 19,800 19,850 22,800 22,850 | 3,023 2,621 3,023 2,851 
16350 16900 | 2130 1,729 2,130 1,959] | 19,850 19,900 22'850 22,900 | 3,030 2,629 3,030 2,859 
16900 16950| 2138 1,736 2138 1,966 | | 19,900 19,950 22.900 22.950 | 3,038 2,636 3,038 2,866 
| 16950 177000 | 2145 na 2145 1,974 | | 19,950 20,000 22950 23,000 | 3,045 2.644 3,045 2.874 


*This column must also be used by a qualifying widow(er). 
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If line 43 
taxable 
ncome) is— 


Appendix A Tax Rate Schedules and Tables 


And you are— 


filin 
jointly 


Single | Married} Married} Head 
filing 
sepa- 
rately | hold 


Your tax is— 


If line 43 
(taxable — 
income) is— 


filin 


www.cengage.com/taxation/swft 


Single | Married} Married} Head 
filing 
sepa- 
rately 


Your tax is— 


ofa 


Single | Married} Married] Head 


25,000 


25,000 25,050} 3,353 2,951 3,353 

25,050 25,100 | 3,360 2,959 3,360 3,189 
25,100 25,150 | 3,368 2,966 3,368 3,196 
25,150 25,200 | 3,375 2,974 3,375 3,204 
25,200 25,250) 3,383 2,981 3,383 3,211 
25,250 25,300 | 3,390 2,989 3,390 3,219 
25,300 25,350 | 3,398 2,996 3,398 3,226 
25,350 25,400] 3,405 3,004 3,405 3,234 
25,400 25,450] 3,413 3,011 3,413 3,241 
25,450 25,500 | 3,420 3,019 3,420 3,249 
25,500 25,550] 3,428 3,026 3,428 3,256 
25,550 25,600 | 3,435 3,034 3.435 3,264 
25,600 25,650 | 3,443 3,041 3,443 3,271 
25,650 25,700 | 3,450 3,049 3,450 3,279 
25,700 25,750 | 3,458 3,056 3,458 3,286 
25,750 25,800] 3,465 3,064 3,465 3,294 
25,800 25,850} 3,473 3,071 3,473 3,301 
25,850 25,900 | 3,480 3,079 3,480 3,309 
25,900 25,950] 3,488 3,086 3,488 3,316 
25,950 26,000 | 3,495 3,094 3,495 3,324 


*This column must also be used by a qualifying widow(er). 


filin filing |ofa 
sepa- 


rately 
Your tax is— 


28,550 


28,600 
28,650 
28,700 
28,750 


28,800 
28,850 
28,900 
28,950 


28,050 
28,100 
28,150 
28,200 


28,250 
28,300 
28,350 
28,400 


28,450 
28,500 
28,550 
28,600 


28,650 
28,700 
28,750 
28,800 


28,850 
28,900 
28,950 
29,000 


3,803 
3,810 
3,818 
3,825 


3,833 
3,840 
3,848 
3,855 


3,863 
3,870 
3,878 
3,885 


3,893 
3,900 
3,908 
3,915 


5923 
3,930 
3,938 
3,945 


(Continued on next page) 


oa) a 


Appendix A Tax Rate Schedules and Tables A-7 


If line 43 
Hagetilele And you are— 
income) is— 


Single | Married] Married] Head 
filin filing |ofa 


2008 Tax Table—Continued 


If line 43 
taxable And you are— 
income) is— 


If line 43 
taka And you are— 
income) is— 


Single | Married} Married] Head 
filin fili ofa 


At But Single | Married} Married] Head 
least less filin filing jofa 


less 


than 


4,706 
4 714 


; j xt le, 
*This column must also be used by a qualifying widow(er). (Continued on:hext page) 


A-8 Appendix A Tax Rate Schedules and Tables + www.cengage.com/taxation/swft 


If line 43 If line 43 
(taxable And you are— (taxable — And you are — 
income) is— income) is— 


i i i Single | Married} Married] Head 
me in Manes eg y filin filing |ofa 


2008 Tax Table—Continued 


If line 43 
taxable And you are— 
ncome) is— 


Single | Married] Married] Head 
filin filing f 
sepa- 
rately 


Your tax is — 


48,000 


48,000 48,050) 8,350 6,401 8,350 7,069 
48,050 48,100 | 8,363 6,409 8363 7,081 
48,100 48,150} 8375 6,416 8375 7,094 
48,150 48,200) 8,388 6,424 8388 7,106 


48,200 48,250) 8400 6,431 8,400 7,119 
48,250 48,300} 8.413 6439 8413 7,131 
48,300 48,350} 8425 6446 8425 7,144 
48,350 48,400} 8,438 6,454 8438 7,156 


48,400 48,450) 8450 6461 8450 7,169 
48,450 48,500} 8463 6469 8463 7,181 
48,500 48,550] 8475 6,476 8475 7,194 
48,550 48,600) 8,488 6,484 8488 7,206 


48,600 48,650) 8500 6491 8500 7,219 
48,650 48,700) 8513 6,499 8513 7,231 
48,700 48,750) 8,525 6,506 8525 7,244 
48,750 48,800] 8538 6514 8538 7,256 


48,800 48,850 | 8,550 6,521 8550 7,269 
48,850 48,900 | 8,563 6,529 8563 7,281 
48,900 48,950 | 8575 6536 8575 7,294 
48,950 49,000 | 8,588 6544 8588 7,306 


49,000 


45,050 | 7,600 5,951 7,600 
45,050 45,100} 7,613 5,959 7,613 6,331 
45,100 45,150) 7,625 5,966 7,625 6,344 
45,150 45,200} 7,638 5,974 7,638 6,356 


45,200 45,250] 7,650 5,981 7,650 6,369 
45,250 45,300] 7,663 5,989 7,663 6,381 
45,300 45,350) 7,675 5,996 7,675 6,394 
45,350 45,400) 7,688 6,004 7,688 6,406 


45,400 45,450} 7,700 6,011 7,700 6,419 
45,450 45,500} 7,713 6019 7,713 6,431 
45,500 45,550 | 7,725 6,026 7,725 6,444 
45,550 45,600 | 7,738 6,034 7,738 6,456 


45,600 45,650) 7,750 6,041 7,750 6,469 
45,650 45,700 | 7,763 6,049 7,763 6,481 
45,700 45,750) 7,775 6,056 7,775 6,494 
45,750 45,800) 7,788 6,064 7,788 6,506 


45,800 45,850) 7,800 6,071 7,800 6,519 
45,850 45,900] 7,813 6,079 7,813 6,531 
45,900 45,950] 7,825 6,086 7,825 6,544 
45,950 46,000) 7,838 6,094 7,838 6,556 


46,000 


43,000 43,050 | 7,100 5,651 7,100 5,881 46,000 46,050} 7,850 6,101 7,850 6,569 49,000 49,050} 8,600 6551 8600 7,319 
43,050 43,100 | 7,113 5,659 7,113 5,889 46,050 46,100) 7,863 6,109 7,863 6,581 49,050 49,100} 8.613 6559 8613 7,331 
43,100 43,150 | 7,125 5,666 7,125 5,896 46,100 46,150} 7,875 6,116 7,875 6,594 49,100 49,150} 8,625 6566 8625 7,344 
43,150 43,200 | 7,138 5,674 7,138 5,904 46,150 46,200) 7,888 6,124 7,888 6,606 49,150 49,200 | 8.638 6574 8638 7,356 
43,200 43,250) 7,150 5,681 7,150 5,911 46,200 46,250} 7,900 6,131 7,900 6,619 49,200 49,250] 8,650 6581 8,650 7,369 
43,250 43,300 | 7,163 5,689 7,163 5,919 46,250 46,300} 7,913 6,139 7,913 6,631 49,250 49,300) 8,663 6,589 8,663 7,381 
43,300 43,350} 7,175 5,696 7,175 5,926 46,300 46,350} 7,925 6,146 7,925 6,644 49,300 49,350 | 8,675 6,596 8,675 7,394 
43,350 43,400] 7,188 5,704 7,188 5,934 46,350 46,400} 7,938 6154 7,938 6,656 49,350 49,400] 8,688 6,604 8688 7,406 


43,400 43,450] 7,200 5711 7,200 5,941 46,400 46,450] 7,950 6,161 7,950 6,669 49,400 49,450) 8,700 6611 8,700 7,419 
43,450 43,500} 7,213 5,719 7,213 5,949 46,450 46,500] 7,963 6,169 7,963 6,681 49,450 49,500) 8,713 6,619 8,713 7,431 
43,500 43,550) 7,225 © 5,726 7,225 5,956 46,500 46,550] 7,975 6,176 7,975 6,694 49,500 49,550) 8,725 6626 8,725 7,444 
43,550 43,600} 7,238 5,734 7,238 5,964 46,550 46,600) 7,988 6,184 7,988 6,706 49,550 49,600} 8,738 6634 8738 7,456 
43,600 43,650} 7,250 5,741 7,250 5,971 46,600 46,650} 8,000 6191 8,000. 6,719 49,600 49,650] 8,750 6641 8,750 7,469 
43,650 43,700} 7,263. 5,749 7,263 5,981 46,650 46,700} 8,013 6,199 8013 6,731 49,650 49,700] 8,763 6649 8763 7,481 
43,700 43,750 | 7,275 5,756 7,275 5,994 46,700 46,750} 8,025 6,206 8025 6,744 49,700 49,750 | 8,775 6,656 8,775 7,494 
43,750 43,800) 7,288 5,764 7,288 6,006 46,750 46,800 | 8,038 6214 8038 6,756 49,750 49,800 | 8,788 6,664 8,788 7,506 
43,800 43,850 | 7,300 5,771 7,300 6,019 46,800 46,850} 8,050 6,221 8,050 6,769 49,800 49,850] 8800 6671 8,800 7,519 
43,850 43,900] 7,313 5,779 7,313 6,031 46,850 46,900} 8,063 6,229 8063 6,781 49,850 49,900] 8.813 6679 8813 7,531 


43,900 43,950) 7,325 5,786 7,325 6,044 46,900 46,950} 8,075 6,236 8,075 6,794 49,900 49,950] 8.825 6686 8825 7,544 
43,950 44,000) 7,338 5,794 7,338 6,056 46,950 47,000} 8,088 6,244 8088 6,806 49,950 50,000) 8.838 6,694 8,838 7,556 


*This column must also be used by a qualifying widow(er). (Continued on next page) 


Appendix A Tax Rate Schedules and Tables A-9 


2008 Tax Table—Continued 


if line 43 if line 43 
erat And you are—. (taxable And you are— 
ncome) is— income) is— 


At But Single | Married] Married| Head 
least mle filin ili 
an 


If line 43 


(taxable _ And you are— 
income) is— 


At But Single | Married} Married] Head 
least less filin 


8,850 7,569 
8,863 7,581 
8,875 7,594 
8,888 7,606 


8,900 7,619 

8,913 7,631 

6 8,925 7,644 

50,400 8,938 7,656 


50,450 8,950 7,669 
50,500 8,963 7,681 
50,550 8,975 7,694 
50,600 8,988 7,706 


50,650 9,000 7,719 
50,700 9,013 Saveren 
50,750 9,025 7,744 
50,800 E 9,038 7,756 


50,850 9,050 7,769 
50,900 9,063 7,781 
50,950 9,075 7,794 
51,000 ! 9,088 7,806 


10,438 


10,450 

10,463 

10,475 

10,488 10,488 


10,500 10,500 
10,513 53 10,513 
10,525 10,525 
10,538 10,538 


10,550 10,550 
10,563 10,563 
10,575 10,575 ~ 
10,588 10,588 


9,100 7,819 10,600 10,600 


51,050 51,100) 9,113 6,859 9,113 7,831 10,613 10,613 
51,100 51,150 | 9,125 6,866 9,125 7,844 10,625 10,625 
51,150 51,200} 9,138 6874 9,138 7,856 : 10,638 10,638 
51,200 51,250] 9,150 6,881 9,150 7,869 10,650 10,650 
51,250 51,300} 9,163 6,889 9,163 7,881 10,663 10,663 
51,300 51,350} 9,175 6896 9,175 7,894 ; 10,675 10,675 
51,350 51,400} 9,188 6,904 9,188 7,906 10,688 10,688 
51,400 51,450} 9,200 6,911 9,200 7,919 : 10,700 10,700 
51,450 51,500 | 9,213 6,919 9,213 7,931 10,713 10,713 
51,500 51,550 | 9,225 6,926 9,225 7,944 : ; 10,725 10,725 
51,550 51,600 | 9,238 6,934 9,238 7,956 A 10,738 10,738 
51,600 51,650] 9,250 6,941 9,250 7,969 i 10,750 10,750 
51,650 51,700 | 9,263 6,949 9,263 7,981 : ,013 10,763 10,763 
51,700 51,750} 9,275 6,956 9,275 7,994 10,775 10,775 
51,750 51,800 | 9,288 6,964 9,288 8,006 { } 57,750 10,788 10,788 
51,800 51,850} 9,300 6971 9,300 8,019 ; 57,800 10,800 10,800 
51,850 51,900} 9,313 6,979 9,313 8,031 ; ,063 57,850 10,813 10,813 
51,900 51,950) 9,325 6,986 9,325 8,044 57,900 10,825 10,825 
51,950 52,000} 9,338 6,994 9,338 | ’ ; 57,950 10,838 10,838 
52,000 
52,000 52,050 | 9,350 7,001 9,350 8,069 ! 10,850 
52,050 52,100 | 9,363 7,009 9,363 8,081 f 113 ule 10,863 


52,100 52,150} 9,375 7,016 9,375 8,094 55,100 55,150 | 10,125 7,466 10,125 8844 58,100 58,150 | 10,875 7,916 10,875 9,594 
52,150 52,200] 9,388 7,024 9,388 8,106 55,150 55,200 | 10,138 7,474 10,138 8,856 58,150 58,200 | 10,888 7,924 10,888 ; 


52,200 52,250} 9,400 7,031 9,400 8,119 55,200 55,250 | 10,150 7,481 10,150 8,869 58,200 58,250 | 10,900 7,931 10,900 
52,250 52,300} 9,413 7,039 9,413 8,131 55,250 55,300 | 10,163 7,489 10,163 8,881 58,250 58,300 | 10,913 7,939 10,913 
52,300 52,350} 9,425 7,046 9,425 8,144 55,300 55,350 | 10,175 7,496 10,175 8,894 58,300 58,350 | 10,925 7,946 10,925 
52,350 52,400] 9,438 7,054 9,438 8,156 55,350 55,400 | 10,188 7,504 10,188 8,906 58,350 58,400 | 10,938 7,954 10,938 : 


52,400 52,450] 9,450 7,061 9,450 8,169 55,400 55,450 | 10,200 7,511 10,200 8,919 58,400 58,450} 10,950 7,961 10,950 
52,450 52,500] 9,463 7,069 9,463 8,181 55,450 55,500 | 10,213 7,519 10,213 8,931 58,450 58,500 | 10,963 7,969 10,963 
52,500 52,550| 9,475 7,076 9,475 8,194 55,500 55,550 | 10,225 7,526 10,225 8,944 58,500 58,550 | 10,975 7,976 10,975 
52,550 52,600] 9,488 7,084 9,488 8,206 55,550 55,600 | 10,238 7,534 10,238 8,956 58,550 58,600 | 10,988 7,984 10,988 : 


2,650 | 9,500 7,091 9,500 8,219 | | 55,600 55,650] 10,250 7,541 10,250 8,969 | | 58,600 58,650} 11,000 7,991 11,000 
52650 27700 | 9313 7099 9513 8231 | | 55650 $57700| 10263 7549 10263 8.981 | | 38650 58,700 | 11,013 7,999 11,013 
52700 527501 9525 7,106 9,525 8,244] | 55,700 55,750 | 10,275 7,556 10,275 8,994 |_| 58,700 58,750 | 11,025 8,006 11,025 
52.750 52.800| 9.538 7,114 9,538 8,256 | | 55,750 55,800 | 10,288 7,564 10,288 9,006 |_| 58,750 58,800 | 11,038 8.014 11,038 9, 

50 | 9,550 7,121 9,550 8,269 | | 55,800 55,850 | 10,300 7,571 10,300 9,019 |_| 58,800 58,850) 11,050 8,021 11,050 
52850 52900 9.563 7,129 9.563 8,281 | | 55,850 55,900 | 10,313 7,579 10,313 9,031 | | 58,850 58,900] 11,063 8,029 11,063 


5 75 
9,575 WegeksGs | 9,575 paeeo4 55,900 55,950 | 10,325 7,586 10,325 9,044 58,900 58,950 | 11,075 8,036 11,0 
57980 33/000 9,588 7,144 9,588 8,306 55,950 56,000 | 10,338 7,594 10,338 9,056 58,950 59,000 | 11,088 8,044 11,088 F 


*This column must also be used by a qualifying widow(er). 


(Continued on next page) 
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if line 43 
(taxable And you are— acta And you are— 
ncome) is— ncome) is— 


Single | Married] Married} Head Single | Married Ley Head 
pe: filin filing jofa filin filing jofa 


2008 Tax Table—Continued 


If line 43 
taxable And you are— 
ncome) is— 


Single | Married] Married] Head 
filin filing jofa 


sepa- 
en 


Your tax is— 


11,900 


11,925 
11,938 


11,950 


11,188 9,906 | 
11,200 8111 11,200 9,919 
11213 8119 11.213 9,931 
11.225 8,126 11,225 9,944 
11238 8,134 11.238 9,956 


11,250 8,141 11,250 9,969 
11,263 8,149 11,263 9,981 
11,275 8,156 11,275 9,994 
11,288 8,164 11,288 10,006 


11,300 8,171 11,300 10,019 
11,313 Geeoe 11,313 eaOueE 
11,325 8,186 11,325 10,044 
11,338 


11,975 
11,988 


12,000 
12,013 
12,025 
12,038 


12,050 
12,063 
12,075 
12,088 


11,350 
11,363 8,209 11,363 10,081 
11,375 8,216 11,375 10,094 
11,388 8,224 11,388 10,106 


11,400 8,231 11,400 10,119 
11,413 8,239 11,413 10,131 
11,425 8,246 11,425 10,144 
11,438 8,254 11,438 10,156 


11,450 8,261 11,450 10,169 
11,463 8,269 11,463 10,181 
11,475 8,276 11,475 10,194 
11,488 8,284 11,488 10,206 


11,500 8,291 11,500 10,219 
11,513 398,299° 11,513 © 40,234 
11,525 8,306 11,525 10,244 
11,538 8,314 11,538 10,256 


11,550 8,321. 11,550 10,269 
11,563 8,329 11,563 10,281 
11,575 8,336 11,575 10,294 
11,588 11,588 10,306 


12,100 
12,113 
12,125 
12,138 


12,150 
12,163 
12,175 
12,188 


12,200 
12,213 
12,225 
12,238 


12,250 
12,263 
12,275 
12,288 


12,300 
12,313 
12,325 
12,338 


63,150 — 63,200 


63,200 63,250 
63,250 63,300 
63,300 63,350 
63,350 63,400 


63,400 63,450 
63,450 63,500 
63,500 63,550 
63,550 63,600 


63,600 63,650 
63,650 63,700 
63,700 63,750 
63,750 63,800 


63,800 63,850 
63,850 63,900 
63,900 63,950 
64,000 


11,888 8 


11,913 — 


11,963 — 


11,600 11,600 10,319 
61,050 61,100 | 11,613 8,359 11,613 10,331 
61,100 61,150 | 11,625 8,366 11,625 10,344 
61,150 61,200 | 11,638 8374 11,638 10,356 


61,200 61,250} 11,650 8,381 11,650 10,369 
61,250 61,300 | 11,663 8,389 11,663 10,381 
61,300 61,350 | 11,675 8,396 11,675 10,394 
61,350 61,400 | 11,688 8404 11,688 10,406 


61,400 61,450 11,700 8411 11,700 10,419 
61,450 61,500 | 11,713 8419 11,713 10,431 
61,500 61,550 | 11,725 8426 11,725 10,444 
61,550 61,600 | 11,738 8434 11,738 10,456 


61,600 61,650 | 11,750 8441 11,750 10,469 
61,650 61,700 | 11,763 8449 11,763 10,481 
61,700 61,750 | 11,775 8,456 11,775 10,494 
61,750 61,800} 11,788 8464 11,788 10,506 


61,800 61,850 | 11,800 8471 11,800 10,519 
61,850 61,900 | 11,813 8479 11,813 10,531 
61,900 61,950 | 11,825 8,486 11,825 10,544 
61,950 62,000 | 11,838 8,494 11,838 10,556 


— 


*This column must also be used by a qualifying widow(er). 


12,363 
12375 
12.388 


12,400 
12,413 
12,425 
12,438 


12,450 
12,463 
12,475 
12,488 


12,500 
12,513 
12,525 
12,538 
12,550 
12,563 
12,575 


12,075 


12,338 


12,363 
12,375 
12,388 


12,400 
12,413 
12,425 
12,438 


12,450 
12,463 
12,475 
12,488 


12,500 
12,513 
12,525 
12,538 
12,550 
12,563 
Vey pe) 
12,588 


10,781 


10,794 | 
10,806 


10,819 
10,831 
10,844 
10,856 


10,869 
10,881 
10,894 
10,906 


10,919 
10,931 


10,944 


10,956 


10,969 
10,981 


10,994 
11,006 


11,019 
11,031 
11,044 
11,056 


11,069 
11,081 
11,094 
11,106 


11,119 
11,131 
11,144 
11,156 
11,169 
11,181 
11,194 


11,206 


11,219 
11,231 


11,244 


11,256 


11,269 
11,281 
11,294 
11,306 


10,756 | 
10,769 | 


12363 9206 12.873 11,581 
12875 9.219 12887 11,594 
12888 9,231 12.901 11,606 


12,900 9,244 12,915 11,619 | 
12,913 BeO:296. 12,929 | aioe 
12,925 9,269 12,943 11,644 
12,938 = 928%) 12,957 | 415656 


12,950 9,294 12,971 11,669 
12,963 9,306 12,985 11,681 
12,975 9,319 12,999 11,694 
12,988 9,331 13,013 11,706 


13,000 9,344 13,027 11,719 
13,013 9,356 13,041 11,731 
13,025 9,369 13,055 11,744 
13,038 9,381 13,069 11,756 


13,050 9,394 13,083 11,769 
13,063 9,406 13,097 11,781 
13,075 9,419 13,111 11,794 
13,088 9,431 13,125 11,806 


13,139 Piero 
13,113 9,456 13,153 11,831 
13,125 9,469 13,167 11,844 
13,138 9481 13,181 11,856 


13,150 9,494 13,195 11,869 
13,163 9,506 13,209 11,881 
13,175 | 9,519 13,223 11,894 
13,188 9,531 13,237 | 11,906 


13,200 9,544 13,251 11,919 
13,213 | 9,556 13,265 11,931 
13,225 9,569 13,279 11,944 
13,238 9,581 13,293 11,956 


13,250 9,594 13,307 11,969 
13,263 9,606 13,321 11,981 
13,275 9,619 13,335 11,994 
13,288 9,631 13,349 12,006 


13,300 9,644 13,363 12,019 
13,313 9,656 13,377 12,031 
13,325 9,669 13,391 12,044 
13,338 9,681 13,405 12,056 


(Continued on next page) 


If line 43 
oe And you are— 
ncome) is— 


Single | Married] Married] Head 
filin filing jofa 

sepa- 
rately 


Your tax is— 


13,350 9,694 13,419 
13,363 9,706 13,433 12,081 
13,375 9,719 13,447 12,094 | 
13,388 9,731 13,461 12,106 


13,400 9,744 13,475 12,119 | 14,150 
13,413 9,756 13,489 12,131 | 14,163 
13,425 9,769 13,503 12,144 | 14,175 
13,438 9,781 13,517 12,156 | 14,188 
13,450 9,794 13,531 12,169 | 14,200 
13,463 9,806 13,545 12,181 14,213 
13,475 9,819 13,559 12,194 | 14,225 
13,488 9,831 13,573 12,206 14,238 
13,500 9,844 13,587 12,219 | 14,250 
13,513 9,856 13,601 12,231 14,263 
13,525 9,869 13,615 12,244 14,275 
13,538 9,881 13,629 12,256 | 14,288 
13,550 9,894 13,643 12,269 14,300 
13,563 9,906 13,657 12,281 14,313 
13,575 9,919 13,671 12,294 14,325 


13,588 13,685 14,338 


13,838 10,181 13,965 12,556 72,950 14,588 


13,850 10,194 13,979 12,569 


13,863 10,206 13,993 12,581 14,613 

13,875 10,219 14,007 12,594 14,625 

13,888 10,231 14,021 12,606 14,638 

13,900 10,244 14,035 12,619 14,650 

13,913 10,256 14,049 12,631 73,250 73,300 | 14,663 
70,300 70,350 | 13,925 10,269 14,063 12,644 73,300 73,350 | 14,675 
70,350 70,400 | 13,938 10,281 14,077 12,656 73,350 73,400 | 14,688 
70,400 70,450 | 13,950 10,294 14,091 12,669 73,400 73,450 | 14,700 
70,450 70,500 | 13,963 10,306 14,105 12,681 73,450 73,500 | 14,713 
70,500 70,550 | 13,975 10,319 14,119 12,694 73,500 73,550 | 14,725 
70,550 70,600 | 13,988 10,331 14,133 12,706 73,550 73,600 | 14,738 
70,600 70,650] 14,000 10,344 14,147 12,719 73,600 73,650 | 14,750 
70,650 70,700 | 14,013 10,356 14,161 12,731 73,650 73,700 | 14,763 
70,700 70,750 | 14,025 10,369 14,175 12,744 73,700 73,750 | 14,775 
70,750 70,800 | 14,038 10,381 14,189 12,756 73,750 73,800 | 14,788 
70,800 70,850 | 14,050 10,394 14,203 12,769 73,800 73,850 | 14,800 
70,850 70,900 | 14,063 10,406 14,217 12,781 73,850 73,900 | 14,813 
70,900 70,950 | 14,075 10,419 14,231 12,794 73,900 73,950 | 14,825 


14,088 10,431 14,245 12,806 73,950 74,000 


71,000 


*This column must also be used by a qualifying widow(er). 


filin 


10,694 


13,600 9,944 13,699 12,319 14,350 
13,613 9,956 13,713 12,331 14,363 
13,625 9,969 13,727 12,344 72,100 72,150 | 14,375 
13,638 9,981 13,741 12,356 72,150 72,200 | 14,388 
13,650 9,994 13,755 12,369 72,200 72,250 | 14,400 
13,663 10,006 13,769 12,381 72,250 72,300 | 14,413 
13,675 10,019 13,783 12,394 72,300 72,350 | 14,425 
13,688 10,031 13,797 12,406 72,350 72,400 | 14,438 
13,700 10,044 13,811 12,419 72,400 72,450 | 14,450 
13,713 10,056 13,825 12,431 72,450 72,500 | 14,463 
13,725 10,069 13,839 12,444 72,500 72,550 | 14,475 
13,738 10,081 13,853 12,456 72,550 72,600 | 14,488 
13,750 10,094 13,867 12,469 72,600 72,650 | 14,500 
13,763 10,106 13,881 12,481 72,650 72,700 | 14,513 
13,775 10,119 13,895 12,494 72,700 72,750 | 14,525 
13,788 10,131 13,909 12,506 72,750 72,800 | 14,538 
13,800 10,144 13,923 12,519 72,800 72,850 | 14,550 
13,813 10,156 13,937 12,531 72,850 72,900 | 14,563 
13,825 10,169 13,951 12,544 72,900 72,950 | 14,575 


10,481 
10,494. 
10,506 
10,519 
10,531 


10,544 
10,556 


10,569. 


10,581 


10,594 


10,606 
10,619 


10,631 
10,644 
10,656 


10,669 


10,706 
10,719 
10,731 


10,744 
10,756 
10,769 
10,781 


10,794 
10,806 
10,819 
10,831 


10,844 
10,856 
10,869 
10,881 


10,894 
10,906 
10,919 
10,931 


10,944 
10,956 
10,969 
10,981 


10,994 
11,006 
11,019 
11,031 


11,044 
11,056 
11,069 
11,081 


11,094 
11,106 
11,119 
11,131 


11,144 
11,156 
11,169 
11,181 


10,681 
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If line 43 
(taxable — And you are— 
income) is— 


Single | Married} Married blend 
filing 


13,144 
13,156 


13,169 
13,181 
13,194 
13,206 


13,219 
13,231 
13,244 
13,256 


13,269 
13,281 
13,294 
13,306 


2008 Tax Table—Continued 


If line 43 
(taxable — And you are— 
income) is— 


At 
least 


But 


Single | Married] Married) Head 
less 


filin filing |ofa 
sepa- 
rately 


Your tax is — 


31 15,141 


4 15,155 
15,169 
15,183 
15,197 


15,211 
06 15,225 
14,975 11,319 15,239 13,694 | 
14,988 11,331 15,253 13, 

15,000 11,344 15,267 13,719 
15,013 11,356 15,281 13,731 | 
15,025 11,369 15,295 13 ore 
15,038 11,381 15,309 13,756 | 
15,050 11,394 15,323 13,769 
15,063 11,406 15,337 13,781 | 
15,075 11,419 15,351 13,794 
15,088 11,431 15,365 13,806 


: 11,444 15,379 13,819 
15,113 11,456 15,393 13,831 
15,125 11,469 15,407 13,844 | 
15,138 11,481 15,421 | 13,856 


15,150 11,494 15,435 13,869 

15,163 11,506 15,449 13,881 
15,175 11,519 15,463 13,894 
15,188 11,531 15,477 13,906 


15,200 11,544 15,491 13,919 
15,213 =Ee5562 15,505 =13,931 
15,225 11,569 15,519 13,944 
15,238 11,581 15,533 13,956 


15,250 11,594 15,547 13,969 
15,263 11,606 15,561 13,981 
15,275 11,619 15,575 13,994 
15,288 11,631 15,589 14,006 


15,300 11,644 15,603 14,019 
15,313 11,656 15,617 14,031 
15,325 11,669 15,631 14,044 
15,338 11,681 15,645 14,056 


13,319 
13,331 
13,344 
13,356 


13,369 
13,381 
13,394 
13,406 


13,419 
13,431 
13,444 
13,456 


13,469 
13,481 
13,494 
13,506 


13,519 
13,531 
13,544 
13,556 


4 15,350 11,694 15,659 14,069 
76,050 76,100 | 15,363 11,706 15,673 14,081 
76,100 76,150 | 15,375 11,719 15,687 14,094 
76,150 76,200 | 15,388 11,731 15,701 14,106 


76,200 76,250 | 15,400 11,744 15,715 14,119 
76,250 76,300 | 15,413 11,756 15,729 14,131 
76,300 76,350 | 15,425 11,769 15,743 14,144 
76,350 76,400 | 15,438 11,781 15,757 14,156 


76,400 76,450 | 15,450 11,794 15,771 14,169 
76,450 76,500 | 15,463 11,806 15,785 14,181 
76,500 76,550 | 15,475 11,819 15,799 14,194 
76,550 76,600 | 15,488 11,831 15,813 14,206 


76,600 76,650 | 15,500 11,844 15,827 14,219 
76,650 76,700 | 15,513 11,856 15,841 14,231 
76,700 76,750 | 15,525 11,869 15,855 14,244 
76,750 76,800 | 15,538 11,881 15,869 14,256 


76,800 76,850 | 15,550 11,894 15,883 14,269 
76,850 76,900 | 15,563 11,906 15,897 14,281 
76,900 76,950 | 15,575 11,919 15,911 14,294 
76,950 77,000 | 15,588 11,931 15,925 14,306 


(Continued on next page) 
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If line 43 If line 43 
(taxable And you are— (taxable — And you are— 
income) is— income) is— 


At But Single | Married] Married} Head Single Married| Married| Head 


2008 Tax Table—Continued 


If line 43 
(taxable And you are— 
income) is— 


Single | Married} Married] Head 


ill ili least less filin filin ofa filin filing |ofa 
join oe fee = ha joi sepa: jointly | sepa- 

rately rately 
Your tax is— Your tax is— 


1 17,661 15,856 | 
17,675 15,869 | 
17,689 15,881 
309 17,703 15,894. 
17,323 13,531 17,717 15,906 | 
17,337 13,544 17,731 15,919 
17,351 13,556 17,745 15,931 | 
17,365 13,569 17,759 15,944. 
17,379 13,581 17,773 15,956 


17,393 13,594 17,787 15,969 
17,407 13,606 17,801 15,981 
17,421 13,619 17,815 15,994 
17,435 13,631 17,829 16,006 


17,449 13,644 17,843 16,019 | 
17,463 13,656 17,857 16,031 
17,477 13,669 17,871 16,044 
17,491 13,681 17,885 16,056 


16,427 


16,441 12,744 16,835 15,119 
16,455 12,756 16,849 15,131 
16,469 12,769 16,863 15,144 
16,483 12,781 16,877 15,156 | 


16,497 12,794 16,891 15,169 
16,511 12,806 16,905 15,181 
16,525 12,819 16,919 15,194 
16,539 12,831 16,933 15,206 


16,553 12,844 16,947 15,219 
16,567 12,856 16,961 15,231 
16,581 12,869 16,975 15,244 
16,595 12,881 16,989 15,256 


16,609 12,894 17,003 15,269 
16,623 12,906 17,017 15,281 
16,637 12,919 17,031 15,294 
16,651 12,931 17,045 15,306 


14,356 


15,650 11,994 15,995 14,369 
15,663 12,006 16,009 14,381 
15,675 12,019 16,023 14,394 
15,688 12,031 16,037 14,406 


15,700 12,044 16,051 14,419 
15,713 12,056 16,065 14,431 
15,725 12,069 16,079 14,444 
15,738 12,081 16,093 14,456 


15,750 12,094 16,107 14,469 
15,763 12,106 16,121 14,481 
15,775 12,119 16,135 14,494 
15,788 12,131 16,149 14,506 


15,800 12,144 16,163 14,519 
15,813 12,156 16,177 14,531 
15,825 12,169 16,191 14,544 
15,838 12,181 16,205 14,556 


83,750 83,800 


83,800 83,850 
83,850 83,900 
83,900 83,950 
83,950 


| 81,000 81,050 | 16,665 12,944 17,059 15,319 
81,050 81,100 | 16,679 12,956 17,073 15,331 84,050 84,100 
81,100 81,150 | 16,693 12,969 17,087 15,344 84,100 84,150 | 17,533 13,719 17,927 16,094 
81,150 81,200 | 16,707 12,981 17,101 15,356 84,150 84,200 | 17,547 13,731 17,941 16,106 


81,200 81,250 | 16,721 12,994 17,115 15,369 84,200 84,250 | 17,561 13,744 17,955 16,119 
81,250 81,300 | 16,735 13,006 17,129 15,381 84,250 84,300 | 17,575 13,756 17,969 16,131 
81,300 81,350 | 16,749 13,019 17,143 15,394 84,300 84,350 | 17,589 13,769 17,983 16,144 
81,350 81,400 | 16,763 13,031 17,157 15,406 84,350 84,400 | 17,603 13,781 17,997 16,156 


81,400 81,450 | 16,777 13,044 17,171 15,419 84,400 84,450 | 17,617 13,794 18,011 16,169 
81,450 81,500 | 16,791 13,056 17,185 15,431 84,450 84,500 | 17,631 13,806 18,025 16,181 
81,500 81,550 | 16,805 13,069 17,199 15,444 84,500 84,550 | 17,645 13,819 18,039 16,194 
81,550 81,600 | 16,819 13,081 17,213 15,456 84,550 84,600 | 17,659 13,831 18,053 16,206 


81,600 81,650 | 16,833 13,094 17,227 15,469 84,600 84,650 | 17,673 13,844 18,067 16,219 
81,650 81,700 | 16,847 13,106 17,241 15,481 84,650 84,700 | 17,687 13,856 18,081 16,231 
81,700 81,750 | 16,861 13,119 17,255 15,494 84,700 84,750 | 17,701 13,869 18,095 16,244 
81,750 81,800 | 16,875 13,131 17,269 15,506 84,750 84,800 | 17,715 13,881 18,109 16,256 


81,800 81,850 | 16,889 13,144 17,283 15,519 84,800 84,850 | 17,729 13,894 18,123 16,269 
81,850 81,900 | 16,903 13,156 17,297 15,531 84,850 84,900 | 17,743 13,906 18,137 16,281 
81,900 81,950 | 16,917 13,169 17,311 15,544 84,900 84,950 | 17,757 13,919 18,151 16,294 
81,950 82,000 | 16,931 13,181 17,325 15,556 84,950 85,000 | 17,771 13,931 18,165 16,306 


82,000 85,000 


82,000 82,050 13,194 17,339 85,000 85,050 | 17,785 13,944 18,179 16,319 
82,050 82,100 | 16,959 13,206 17,353 15,581 85,050 85,100 | 17,799 13,956 18,193 16,331 
82,100 82,150 | 16,973 13,219 17,367 15,594 85,100 85,150 | 17,813 13,969 18,207 16,344 
82,150 82,200 | 16,987 13,231 17,381 15,606 85,150 85,200 | 17,827 13,981 18,221 16,356 


82,200 82,250 | 17,001 13,244 17,395 15,619 85,200 85,250 | 17,841 13,994 18,235 16,369 
82,250 82,300 | 17,015 13,256 17,409 15,631 85,250 85,300 | 17,855 14,006 18,249 16,381 
82,300 82,350 | 17,029 13,269 17,423 15,644 85,300 85,350 | 17,869 14,019 18,263 16,394 
82,350 82,400 | 17,043 13,281 17,437 15,656 85,350 85,400 | 17,883 14,031 18,277 16,406 


82,400 82,450 | 17,057 13,294 17,451 15,669 85,400 85,450 | 17,897 14,044 18,291 16,419 
82,450 82,500 | 17,071 13,306 17,465 15,681 85,450 85,500 | 17,911 14,056 18,305 16,431 
82,500 82,550 | 17,085 13,319 17,479 15,694 85,500 85,550 | 17,925 14,069 18,319 16,444 
82,550 82,600 | 17,099 13,331 17,493 15,706 85,550 85,600 | 17,939 14,081 18,333 16,456 


82,600 82,650 | 17,113 13,344 17,507 15,719 85,600 85,650 | 17,953 14,094 18,347 16,469 
82,650 82,700 | 17,127 13,356 17,521 15,731 85,650 85,700 | 17,967 14,106 18,361 16,481 
82,700 82,750 | 17,141 13,369 17,535 15,744 85,700 85,750 | 17,981 14,119 18,375 16,494 
82,750 82,800 | 17,155 13,381 17,549 15,756 85,750 85,800 | 17,995 14,131 18389 16,506 


82,800 82,850 | 17,169 13,394 17,563 15,769 85,800 85,850 | 18,009 14,144 18,403 16,519 
82,850 82,900 | 17,183 13,406 17,577 15,781 85,850 85,900 | 18,023 14,156 18,417 16,531 
82,900 82,950 | 17,197 13,419 17,591 15,794 85,900 85,950 | 18,037 14,169 18,431 16,544 
82,950 83,000 | 17,211 13,431 17,605 15,806 85,950 86,000 | 18,051 14,181 18,445 16.556 


14,569 13,694 17,899 16,069 


17,519 13,706 17,913 16,081 


15,850 12,194 16,219 
15,863 12,206 16,233 14,581 
15,875 12,219 16,247 14,594 
15,888 12,231 16,261 14,606 


15,900 12,244 16,275 14,619 
15,913 12,256 16,289 14,631 
15,925 12,269 16,303 14,644 
15,938 12,281 16,317 14,656 


15,950 12,294 16,331 14,669 
15,963 12,306 16,345 14,681 
15,975 12,319 16,359 14,694 
15,988 12,331 16,373 14,706 


16,000 12,344 16,387 14,719 
16,013 12,356 16,401 14,731 
16,025 12,369 16,415 14,744 
16,038 12,381 16,429 14,756 


16,050 12,394 16,443 14,769 
16,063 12,406 16,457 14,781 
16,077 12,419 16,471 14,794 
16,091 12,431 16,485 14,806 


78,550 78,600 


78,600 78,650 
78,650 78,700 
78,700 78,750 
78,750 78,800 


78,800 78,850 
78,850 78,900 
78,900 78,950 
78,950 79,000 


79,000 79,050 
79,050 79,100 
79,100 79,150 


16,105 12,444 16,499 14,819 
16,119 12.456 16,513 14,831 
16,133 12,469 16,527 14,844 
79,150 79,200 | 16,147 12,481 16,541 14,856 


79,200 79,250 | 16,161 12,494 16,555 14,869 
79,250 79,300 | 16,175 12,506 16,569 14,881 
79,300 79,350 | 16,189 12,519 16,583 14,894 
79,350 79,400 | 16,203 12,531 16,597 14,906 


79,400 79,450 | 16,217 12,544 16,611 14,919 
79,450 79,500 | 16,231 12,556 16,625 14,931 
79,500 79,550 | 16,245 12,569 16,639 14,944 
79,550 79,600 | 16,259 12,581 16,653 14,956 


79,600 79,650 | 16,273 12,594 16,667 14,969 
79,650 79,700 | 16,287- 12,606 16,681 14,981 
79,700 79,750 | 16,301 12,619 16,695 14,994 
79,750 79,800 | 16,315 12,631 16,709 15,006 


79,800 79,850 | 16,329 12,644 16,723 15,019 
79,850 79,900 | 16,343 12,656 16,737 15,031 
79,900 79,950 | 16,357 12,669 16,751 15,044 
79,950 80,000 oe 12,681 16,765 15,056 


*This column must also be used by a qualifying widow(er). (Continued on next page) 


If line 43 
exabis 
ncome) is— 


86,050 
86,100 
86,150 
86,200 


86,250 
86,300 
86,350 
86,400 


86,450 
86,500 
86,550 
86,600 


86,650 
86,700 
86,750 
86,800 


86,850 


86,900 
86,950 
87,000 


18,065 
18,079 
18,093 
18,107 


18,121 
18,135 
18,149 
18,163 


18,177 
18,191 
18,205 
18,219 


18,233 
18,247 
18,261 
18,275 


18,289 
18,303 
18,317 
18,331 


And you are— 


Married] Married} Head 


14,281 


14,294 
14,306 
14,319 
14,331 


14,344 
14,356 
14,369 
14,381 


14,394 
14,406 
14.419 
14,431 


18,473 
18,487 
18,501 


18,515 
18,529 
18,543 
18,557 


18,571 
18,585 
18,599 
18,613 


18,627 
18,641 
18,655 
18,669 


18,683 
18,697 
18,711 
18,725 


16,656 


16,669 
16,681 
16,694 
16,706 


16,719 
16,731 
16,744 
16,756 


16,769 
16,781 
16,794 
16,806 


89,150 


89,200 
89,250 
89,300 
89,350 


89,400 
89,450 
89,500 
89,550 


89,600 
89,650 
89,700 
89,750 


89,800 
89,850 
89,900 
89,950 


If line 43 
(taxable 
income) is— 


19,003 
19,017 


19,045 
19,059 


19,073 
19,087 
19,101 
19,115 


19,129 
19,143 
19,157 
19,171 


19,031 — 


filin 


15,131 


15,144 
15,156 
15,169 
15,181 
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Single | Married] Married peed 


filing 


19,509 


19,523 
19,537 
19,551 
19,565 


17,481 


17,406 
17,419 
17,431 
17,444 
17,456 
17,469 


17,494 
17,506 


17,519 
i753 
17,544 
17,556 


87,000 18,345 14,444 16,819 i 15,194 19,579 17,569 
87,050 18,359 14,456 16,831 | | 90,050 90,100 | 19,199 15,206 19,593 17,581 
87,100 18,373 14,469 16,844 | | 90,100 90,150 | 19,213 15,219 19,607 17,594 
87,150 18,387 14,481 16,856 | | 90,150 90,200 | 19,227 15,231 19,621 17,606 
87,200 18,401 14,494 16,869 | | 90,200 90,250 | 19,241 15,244 19,635 17,619 
87,250 18,415 14,506 16,881 | | 90,250 90,300 | 19,255 15,256 19,649 17,631 
87,300 18,429 14,519 16,894 | | 90,300 90,350 | 19,269 15,269 19,663 17,644 
87,350 18,443 14,531 16,906 | | 90,350 90,400 | 19,283 15,281 19,677 17,656 
87,400 18,457 14,544 16,919 | | 90,400 90,450 | 19,297 15,294 19,691 17,669 
87,450 18,471 14,556 16,931 | | 90,450 90,500 | 19,311 15,306 19,705 17,681 
87,500 18,485 14,569 16,944 | | 90,500 90,550 | 19,325 15,319 19,719 17,694 
87,550 18,499 14,581 16,956 | | 90,550 90,600 | 19,339 15,331 19,733 17,706 
87,600 18,513 14,594 16,969 | | 90,600 90,650 | 19,353 15,344 19,747 17,719 
87,650 18,527 14,606 16,981 | | 90,650 90,700 | 19,367 15,356 19,761 17,731 
87,700 18,541 14,619 16,994 | | 90,700 90,750 | 19,381 15,369 19,775 17,744 
87,750 18,555 14,631 17,006 | | 90,750 90,800 | 19,395 15,381 19,789 17,756 
87,800 18,569 14,644 17,019 | | 90,800 90,850 | 19,409 15,394 19,803 17,769 
87,850 18,583 14,656 17,031 | | 90,850 90,900 | 19,423 15,406 19,817 17,781 
87,900 18,597 14,669 17,044 | | 90,900 90,950 | 19,437 15,419 19,831 17,794 
87,950 18,611 14,681 17,056 | | 90,950 91,000 | 19,451 15,431 19,845 17,806 
88,000 91,000 
88,000 88,050 | 18,625 14,694 19,019 17,069 | | 91,000 91,050 | 19,465 15,444 19,859 17,819 
88,050 88,100 | 18.639 14,706 19,033 17,081 | | 91,050 91,100 | 19,479 15,456 19,873 17,831 
88,100 88,150 | 18,653 14,719 19,047 17,094] | 91,100 91,150 | 19,493 15,469 19,887 17,844 
88.150 88,200 | 18,667 14,731 19,061 17,106 | | 91,150 91,200 | 19,507 15,481 19,901 17,856 
88,200 88,250 | 18,681 14,744 19,075 17,119 | | 91,200 91,250 | 19,521 15,494 19,915 17,869 
88,250 88,300 | 18,695 14,756 19,089 17,131 | | 91,250 91,300 | 19,535 15,506 19,929 17,881 
88.300 88.350 | 18.709 14,769 19.103 17,144 | | 91,300 91,350} 19,549 15,519 19,943 17,894 
88,350 88,400 | 18.723 14,781 19,117 17,156 | | 91,350 91,400 | 19,563 15,531 19,957 17,906 
88,400 88,450 | 18,737 14,794 19,131 17,169 | | 91,400 91,450 | 19,577 15,544 19,971 17,919 
88,450 88,500 | 18.751 14,806 19,145 17,181 | | 91,450 91,500 | 19,591 15,556 19,985 17,931 
88,500 88,550 | 18.765 14.819 19,159 17,194] | 91,500 91,550] 19,605 15,569 19,999 17,944 
88,550 88,600 | 18.779 14,831 19,173 17,206 | | 91,550 91,600 | 19,619 15,581 20,013 17,956 
88,600 88,650 | 18,793 14,844 19,187 17,219 | | 91,600 91,650 | 19,633 15,594 20,027 17,969 
88,650 88,700 | 18.807 14,856 19,201 17,231 | | 91,650 91,700 | 19,647 15,606 20,041 17,981 
88,700 88,750 | 18.821 14,869 19,215 17,244] | 91,700 91,750 | 19,661 15,619 20,055 17,994 
88.750 88,800 | 18.835 14,881 19.229 17,256 | | 91,750 91,800 | 19,675 15,631 20,069 18,006 
849 14,894 19,243 17,269 | | 91,800 91,850 | 19,689 15,644 20,083 18,019 
88850 $8900 18.863 14.906 19,257 17,281 | | 91,850 91,900 | 19,703 15,656 20,097 18,031 
88.900 88.950 | 18.877 14,919 19.271 17,294 | | 91,900 91,950] 19,717 15,669 20,111 18,044 
88,950 89,000 | 18,891 14.931 19.285 17,306 | | 91,950 92,000 | 19,731 15,681 20,125 18,056 


*This column must also be used by a qualifying widow(er). 
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2008 Tax Table—Continued 


If line 43 
(taxable — 


And you are— 
income) is— 


Single | Married] Married] Head 
filin filing |ofa 
sepa- 
rately 


Your tax is— 


18,106 
18,119 
18,131 
18,144 | 
18,156 | 
18,169 
18,181 | 
18,194 
18,206 


18,219 
18,231 
18,244 
18,256 


18,269 
18,281 
18,294 | 
18,306 


19,829 15,769 20,223 
19,843 15,781 20,237 


19,857 
19,871 15,806 
19,885 15,819 
19,899 15,831 


19,913 15,844 
19,927 15,856 
19,941 15,869 20,335 
19,955 15,881 20,349 


19,969 15,894 20,363 
19,983 15,906 20,377 
19,997 15,918, 20,391 
20,011 15,931 


92,400 


92,450 
92,500 
92,550 
92,600 


92,650 
92,700 
92,750 
92,800 


92,850 
92,900 
92,950 
93,000 


15,944 
15,956 20,433 
15,969 20,447 
15,981 20,461 


15,994 20,475 
16,006 
16,019 20,503 
16,031 


16,044 20,531 
16,056 
16,069 
16,081 


16,094 20,587 
16,106 20,601 
16,119 20,615 
16,131 20,629 


16,144 20,643 
16,156 20,657 
16,169 20,671 
16,181 20,685 


20,025 
20,039 
20,053 
20,067 


20,081 
20,095 
20,109 
20,123 


20,137 
20,151 
20,165 
20,179 


20,193 
20,207 
20,221 
20,235 
20,249 
20,263 
20,277 
20,291 


18,319 
18,331 
18,344 
18,356 


18,369 
18,381 
18,394 
18,406 


18,419 
18,431 
18,444 
18,456 


18,469 
18,481 
18,494 
18,506 


18,519 
18,531 
18,544 
18,556 


20,305 
20,319 
20,333 
20,347 


20,361 
20,375 
20,389 
20,403 


20,417 
20,431 
20,445 
20,459 
20,473 
20,487 
20,501 
20,515 
20,529 
20,543 
20,557 
20,571 


16,194 
16,206 
16,219 
16,231 


16,244 
16,256 
16,269 
16,281 


16,294 
16,306 
16,319 
16,331 


16,344 
16,356 
16,369 
16,381 


16,394 
16,406 
16,419 
16,431 


20,699 
20,713 
20,727 
20,741 


20,755 
20,769 
20,783 
20,797 


20,811 
20,825 
20,839 
20,853 


20,867 
20,881 
20,895 
20,909 


20,923 
20,937 
20,951 
20,965 


18,569 
18,581 
18,594 
18,606 


18,619 
18,631 
18,644 
18,656 


18,669 
18,681 
18,694 
18,706 


18,719 
18,731 
18,744 
18,756 


18,769 
18,781 
18,794 
18,806 


94, 200 


94,250 
94,300 
94,350 
94,400 


94,450 
94,500 
94,550 
94,600 


94,650 
94,700 
94,750 
94,800 


94,850 
94,900 
94,950 
95,000 


94,200 
94,250 
94,300 
94,350 


94,400 
94,450 
94,500 
94,550 


94,600 
94,650 
94,700 
94,750 


94,800 
94,850 
94,900 
94,950 


(Continued on next page) 
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2008 Tax Table—Continued 


If line 43 If line 43 
And you are— axel And you are— uxabie And you are— 
ncome) is— income) is— 


Single | Married} Married Heed 


filin filing 
sepa- 
rately 


Your tax is— 


20,627 16,481 
20,641 16,494 18,869 | 21,761 

20,655 16,506 ‘18,881 21,775 6 38 

20,669. 16,519 18,894 | 21,789 17,519 22,183 19,894 
20,683 16,531 18,906 21,803 | 17,531 22,197 | 19,906 | 
20,697 16,544 18,919 21,817 17,544 22,211 19,919 
20,711 16,556 18,931 21,831 17,556 22,225 19,931 
20,725 16,569 18,944 5 21,845 17,569 22,239 19,944 
20,739 16,581 18,956 21,299 17,08 19,456 21,859 17,981 22,253 19,956 
20,753 16,594 18,969 21,313 17,094 21,707 19,469 21,873 17,594 22,267 19,969 
20,767 16,606 18,981 21,327 17,106 21,721 19,481 21,887 17,606 22,281 19,981 | 
20,781 16,619 18,994 21,341 17,119 21,735 19,494 21,901 17,619 22,295 19,994 
20,795 16,631 21,189 19,006 21,355 17,131 21,749 19,506 21,915 17,631 22,309 20,006 
20,809 16,644 21,203 19,019 21,369 17,144 21,763 19,519 21,929 17,644 22,323 20,019 
20,823 16,656 21,217 19,031 21,383 17,156 21,777 19,531 21,943 17,656 22,337 20,031 
20,837 16,669 21,231 19,044 21,397 17,169 21,791 19,544 21,957 17,669 22,351 20,044 
20,851 16,681 21,245 19,056 21,411 17,181 19,556 99,950 21,971 17,681 22,365 20,056 | 


20,865 
20,879 
20,893 
20,907 


20,921 
20,935 
20,949 
20,963 


20,977 
20,991 
21,005 
21,019 


21,033 
21,047 


21,259 
21,273 
21,287 
21,301 


PENIS) 
21,329 
21,343 
21,357 


21,371 
21,385 
21,399 
21,413 


21,427 
21,441 


filin 


17,194 
17,206 
17,219 
17,231 


17,244 
17,256 
17,269 
17,281 


17,294 
17,306 
17,319 
17,331 


17,344 
17,356 


ofa 


Single | Married] Married] Head 
filing 


19,569 
19,581 
19,594 
19,606 


19,619 
19,631 
19,644 
19,656 
19,669 
19,681 
19,694 
19,706 


19,719 
19,731 


21,061 21,455 98,750 17,369 19,744 
21,075 21,469 98,750 98,800 17,381 19,756 
21,089 21,483 98,800 98,850 17,394 19,769 
21,103 21,497 98,850 98,900 17,406 19,781 
21,117 21,511 98,900 98,950 17,419 19,794 


21,131 


21,525 


99,000 


*This column must also be used by a qualifying widow(er). 


17,431 


19,806 


filin 


21,747 17,481 


$100,000 
or over — 
use the Tax 


Computation 
Worksheet 
on page A-2 


Single | Married] Married} Head 
filing 
sepa- 


ofa 


Appendix A Tax Rate Schedules and Tables 


2008 OPTIONAL SALES TAX TABLES 


When Used 


The election to deduct state and local general sales taxes requires that the taxpayer 


forgo any deduction for state and local income taxes. Whether this is advisable or 
not depends on a comparison of the amounts involved. In making the choice, how- 
ever, the outcome could be influenced by the additional sales tax incurred due to 
any “big ticket” purchases that were made. For example, a taxpayer who chose to 
deduct state and local income taxes for 2007 might well prefer the sales tax deduc- 
tion in 2008 if a new family automobile was purchased during the year. To make the 
sales tax election, the taxpayer must enter the amount on Schedule A, line 5, and 
check box b. 

If the sales tax election is made, the amount of the deduction can be determined 
by use of the actual expense method or the optional sales tax tables issued by the IRS. The 
actual expense method can be used only when the taxpayer has actual receipts to 
support the deduction claimed. In the absence of receipts, the usual case with most 
taxpayers, resorting to the optional sales tax tables is necessary. Under neither 
method, however, is the purchase of items used in a taxpayer’s trade or business to 
be considered. 


Adjustments Necessary 


The optional sales tax tables are based on a number of assumptions that require 
adjustments to be made. As the starting point for the use of the tables is AGI, nontax- 
able receipts have not been included. Examples of receipts that should be added 
include: tax-exempt interest, veterans’ benefits, nontaxable combat pay, public assis- 
tance payments, workers’ compensation, nontaxable Social Security and other 
retirement benefits. But do not include any large nontaxable items that are not likely 
to be spent. For example, a $100,000 inheritance should not be added if it was 
invested in a certificate of deposit. 

The tables represent the sales tax on the average (and recurring) expenditures 
based on level of income by family size and do not include exceptional purchases. 
Therefore, add to the table amount any sales taxes on major purchases (such as 
motor vehicles, aircraft, boats, and home building materials, etc.). 

When the optional sales tax tables are utilized, special adjustments may be 
needed when a taxpayer has lived in more than one taxing jurisdiction (e.g., state, 
county, city) during the year. The adjustments involve apportionment of taxes based 
on days involved and are illustrated in Instructions to Form 1040, pages A-3 to A-5. 


Local Sales Taxes 

Local sales taxes (i.e., those imposed by counties, cities, transit authorities) may or 
may not require a separate determination. In those states where they are not 
imposed, no further computations are necessary. This is also the case where the local 
taxes are uniform and are incorporated into the state sales tax table. In other situa- 
tions, another step is necessary to arrive at the optional sales tax table deduction. 
Depending on where the taxpayer lives, one of two procedures needs to be used. In 
one procedure, the local sales tax is arrived at by using the state table amount—see 
the Example 1 worksheet. In the other procedure, special local tables issued by the 
IRS for enumerated state and local jurisdictions are modified (if necessary) and 


used—see the Example 2 worksheet. 


Use Illustrated 
EXAMPLE 1 The Archers file a joint return for 2008 reflecting AGI of $88,000 and 
claiming three exemptions. They have tax-exempt interest of $3,000, end during oes 
year they incurred sales tax of $1,650 on the purchase of an automobile for their 
dependent teenage son. They live in Bellaire, Texas, where the general sales tax rates 


are 6.25% for state and 2% for local. Since the IRS has not issued optional local sales tax 
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tables for Texas, use the Worksheet below to arrive at the Archers’ general sales tax 
deduction of $3,111. 


Sales Tax Deduction Worksheet 
(To be used when no IRS Optional Local Sales Tax Table Available) 


Adjusted Gross Income (AGI) as listed on line 38 of Form 1040 $88,000 
Add nontaxable items 3,000 
Table income to be used for purposes of line 1 below $91,000 


1. Use table income to determine table amount—go to 
state of residence and find applicable range of 
table income and exemption column* for state 
sales tax $ 1,107 


2a. Enter local general sales tax rate 

2b. Enter state general sales tax rate 

2c. Divide 2a by 2b 

2d. Multiply line 1 by line 2c for the local sales tax 354 
3. Enter general sales tax on large purchases 1,650 


4. Deduction for general sales tax (add lines 1 + 2d + 3) 
and report on line 5 of Schedule A of Form 1040 $ 3,111 


IS 
=) 


on 
N 
ul 


9 
re) 
N 


*Use total of personal and dependency exemptions as reported in item 6d of Form 1040. 


EXAMPLE 2 The Hardys file a joint return for 2008, reporting AGI of $40,000 and 
claiming four exemptions (two personal and two dependency). They received $30,000 in 
nontaxable pension benefits. Although the Hardys do not keep sales tax receipts, they 
can prove that they paid $4,800 in sales tax on the purchase of a new RV in 2008. The 
Hardys are residents of Georgia and live in a jurisdiction that imposes a 2% local sales tax. 
Since the IRS has issued optional local sales tax tables for Georgia, use the Worksheet A 
below to arrive at the Hardys’ general sales tax deduction of $5,733. 


SAR 


Sales Tax Deduction Worksheet 
[To be used for Alaska, Arizona, Arkansas, California (Los Angeles County), 
Colorado, Georgia, Illinois, Louisiana, Missouri, New York, North Carolina, 
South Carolina, Tennessee, Utah, and Virginia] 


Adjusted Gross Income (AGI) as listed on line 38 of Form 1040 $40,000 
Add nontaxable income 30,000 
Table income to be used for purpose of line 1 below $70,000 


1. Use the table income to determine state 
sales tax amount—go to table for state of 
residence and find applicable income 
range and exemption column* 5°) 567 
2a. Enter local general sales tax rate 2.0 
2b. Enter IRS /ocal sales tax table amount 
(based on 1%) 
2c. Multiply line 2b by 2a for the local sales tax 366 
3. Enter general sales tax on large purchases 4,800 
4. Deduction for general sales tax 
(add lines 1 + 2c + 3) and report on line 5 
of Schedule A of Form 1040 $533 


Ff 
=s 
(oe) 
WwW 


*Use total of personal and dependency exemptions as reported in item 6d of Form 1040. 
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2008 Optional State and Certain Local Sales Tax Tables 


Income Exemptions Exemptions Exemptions Exemptions 
Over Over Over Over Over 
a BUS je eS 2 Se Sen Nos gebe |Mipnr2s 2Gp Fae be on) ie es Sp EAE eb ba] Se Oe Ge Pan bp Ge Uae eon ts ee 


less 
least than | Alabama 4.0000% | Arizona 5.6000% | Arkansas 6.0000% | California’ 7.2500% | Colorado 2.9000% 


$0 $20,000} 201 246 278 390 410 438 96 110 120 127 133 142 
20,000 30,000} 310 377 423 633 665 709 161 184 200 212 222 235 
30,000 40,000} 364 442 495 5 758 796 849 i 195 223 242 256 268 285 
40,000 50,000} 411 497 557 866 909 969 225 257 279 295 308 327 
50,000 60,000} 453 546 612 } 963 1010 1077 253 288 312 330 345 366 
60,000 70,000} 491 591 661 1051 1103 1175 278 317 343 363 379 402 
70,000 80,000} 527 634 708 f 1135 1191 802 344 3872 393 411 436 
80,000 90,000} 560 673 751 1213 1272 325 370 399 422 441 467 
90,000 100,000} 592 710 792 10 1287 1350 347 394 425 450 470 497 

100,000 120,000} 633 759 846 1384 1452 375 426 460 486 507 537 
120,000 140,000} 690 825 919 1518 1592 166 415 471 508 536 560 593 
140,000 160,000} 740 8838 983 1635 1714 450 510 550 581 606 641 
160,000 180,000} 790 941 1047 1752 1837 485 550 592 625 652 690 
180,000 200,000} 835 994 1104 1858 1948 | 517 586 631 666 694 734 
200,000 or more |1060 1254 1390 2387 2501 681 768 826 871 908 959 

Income |Connecticut 6.0000% Hawaii 4.0000% 

$0 $20,000 256 264 165 186 142 177 197 e209 283 313 335 354 381 
20,000 30,000 450 285 319 236 293 324 878 445 490 525 555 596 
30,000 40,000 547 349 391 286 353 390 447 526 579 621 655 703 
40,000 50,000 633 405 453 829 405 447 507 596 656 702 741 795 
50,000 60,000 711 456 510 368 452 499 561 658 724 775 818 877 
60,000 70,000 782 508, 563 404 496 547 609 715 786 841 887 952 
70,000 80,000 850 548 613 438 5387 592 655 768 844 904 953 1021 
80,000 90,000 914 591 660 470 576 634 697 817 898 961 1013 1086 
90,000 100,000 974 631 705 501 612 675 738 864 949 1015 1070 1147 

100,000 120,000 1055 685 765 541 661 728 791 925 1016 1087 1145 1227 
120,000 140,000 1166 760 848 597 728 801 863 1009 1108 1185 1248 1337 
140,000 160,000 1264 826 921 647 788 866 926 1083 1188 1270 1337 1433 
160,000 180,000 1362 893 995 697 847 931 989 1155 1267 1354 1426 1527 
180,000 200,000 1451 954 1062 742 901 1046 1221 1339 1430 1506 1613 
200,000 or more 1903 1264 1405 971 1094 1174 1328 1546 1694 1808 1903 2035 

Income 6.0000% | Illinois Kansas 5.3000% 

$0 $20,000 452 940 277 282 341 382 414 441 479 
20,000 30,000 401 442 533 595 644 685 743 
30,000 40,000 486 524 629 702 759 807 876 
40,000 50,000 560 593 711 793 857 911 988 


50,000 60,000 627 655 785 875 945 1004 1088 
60,000 70,000 712 «852 949 1025 1089 1179 
70,000 80,000 765 915 1018 1100 1168 1265 
80,000 90,000 814 973 1083 1169 1241 1344 
90,000 100,000 861 1028 1144 1234 1310 1418 


100,000 120,000 923 1101 1223 1320 1401 1516 
120,000 140,000 1007 1200 1333 1437 1525 1650 
140,000 160,000 1080 1286 1428 1540 1633 1766 
160,000 180,000 1153 1372 1523 1641 1741 1881 
180,000 200,000 1219 1449 1608 1733 1837 1985 


200,000 or more 1548 1834 2031 2185 2315 2499 


Income 4.0000% i Massachusetts 5.0000% 

$0 $20,000 192 202 210 190 265 294 155 172 184 193 200 209 
20,000 30,000 324 340 354 323 447 489 263 292 311 325 336 352 
30,000 40,000 393 414 430 394 543 594 320 355 378 395 409 428 
40,000 50,000 454 477 496 457 626 685 371 411 4386 456 472 494 
50,000 60,000 510 535 556 514 703 767 417 461 490 512 529 554 
60,000 70,000 560 589 612 773 844 459 508 539 563 582 609 
70,000 80,000 609 640 664 840 916 500 552 586 612 633 661 
80,000 90,000 654 687 714 902 984 5388 594 630 657 680 710 
90,000 100,000 697 732 761 962 1048 574 633 672 701 725 757 
100,000 120,000 755 792 823 1041 1134 622 686 727 759 784 819 
120,000 140,000 834 875 909 1252 689 759 804 839 867 905 
140,000 160,000 34 904 948 985 1357 748 823 872 910 940 981 
160,000 180,000 974 1022 1061 916 1461 807 888 941 981 1013 1058 
180,000 200,000 1088 1130 978 1026 1066 1120 1557 861 947 1003 1045 1080 1127 
200,000 or more 1426 1480 1358 1409 1479 2039 1136 1247 1319 1374 1418 1479 

Income 7.0000% Nebraska 5.5000% 

$0 $20,000 209 246 5 387 463 555 589 637] 169 224 252 271 285 297 313 
20,000 30,000 362 426 609 724 865 917 990] 283 378 426 457 480 499 526 
30,000 40,000 444 522 720 856 1021 1082 344 459 517 554 583 606 638 
40,000 50,000 517 607 1154 1222 396 5380 596 6389 672 698 735 
50,000 60,000 583 684 1273 1347 444 594 668 716 753 782 823 
60,000 70,000 644 755 1380 1461 489 653 735 787 827 860 905 
70,000 80,000 702 824 1481 1567 531 710 798 855 898 933 982 
80,000 90,000 757 887 1666 570 762 857 918 964 1002 1054 
90,000 100,000 : 809 948 1759 608 812 913 978 1027 1067 1122 
100,000 120,000 879 1030 1882 657 879 987 1057 1110 1154 1213 
120,000 140,000 975 1142 2049 726 971 1090 1167 1226 1273 1339 
140,000 160,000 1061 1241 2195 787 1052 1180 1264 1327 1378 1449 
160,000 180,000 4147 1342 2339 849 4133 1271 1361 1429 1484 1560 
180,000 200,000 1433 2470 904 1028 1111 1206 1353 1449 1521 1580 1660 


200,000 or more 1896 3115 3346] 1187 1346 1452 1579 1769 1893 1986 2063 2168 
(Continued on next page) 
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2008 Optional State and Certain Local Sales Tax Tables (Continued) 


Income Exemptions Exemptions Exemptions Exemptions Exemptions eee 
Over Ore a Over : 2 Fe 
But 1 2 
0, 

ibest OVinen Nera 00% New Jersey’ “7.0000%| Noe Meo soon New York «oom North Carolina’ 4.3128% 

$0 $20,000 306 321 249 280 201 3 | 197 230 253 s a 
20,000 30,000 523 | 415 ae 467 485 af : ee 
30,000 40,000 448 503 538 : | 382° roe aah 
40,000 50,000 516 578 619 436 
50,000 60,000} 632 , ‘S77 647 692 er 673 vase - 
60,000 70,000} 695 783 840 883 919 968 634 710 760 ‘aes aes ae we ne ae 
70,000 80,000} 756 850 912 959 997 1051 688 770 823 ps ne ie 207 EBM 908 
80,000 90,000} 813 914 980 1030 1071 1128) § 738 826 883 Ss 
90,000 100,000 i 1097 1141 903 998 1058 1104 1142 1193 . 879 940 695 650 753 82 
100,000 120,000 1187 1234 979 1081 1147 1197 1237 1292] 848 950 1015 1064 1104 1159] 752 699 810 885 942 990 
120,000 140,000 }1038 1165 1247 1311 1362 1433}1085 1197 1270 1325 1369 1430} 936 1047 1118 1173 1217 1277 832 768 889 970 1033 sess ae 
140,000 160,000 }1126 1262 1352 1420 1475 1552]1178 1300 1378 1438 1486 1552}1012 1132 1210 1268 1316 1381 902] 827 957 1044 1112 1167 124 
160,000 180,000 }1214 1361 1456 1529 1589 167111272 1403 1487 1551 1603 1674 1089 1218 1301 1363 1414 1485 973] 887 1026 41119 1190 1250 1333 
180,000 200,000 }1295 1450 1552 1629 1692 1779 bd 1497 1506 1654 1709 1785 199 1295 1383 1450 pon 1579 992 1037} 941 1088 1186 1262 1324 1412 
200,000 or more 2035 2134 2216 ) 1686 1800, 1886 4 1522 1618 1697 1808 


— 


$0 $20,000 207 259 279 293 | 322 
20,000 30,000 Had 348 377 400 os 423 453 476 te 522 
30,000 40,000} 372 423 458 485 507 507 543 570 593 624 
40,000 50,000 489 580 621 652 677 712 
50,000 60,000 548 646 691 725 753 792 
60,000 70,000] 531 603 651 689 720 706 755 792 823 865 
70,000 80,000} 578 655 707 748 781 763 816 856 888 934 
80,000 90,000} 622 704 760 803 839 816 872 915 950 998 
90,000 100,000] 663 751 810 9856 893 867 926 971 1008 1059 
100,000 120,000} 719 813 876 925 966 934 997 1045 1084 1139 
120,000 140,000] 795 898 968 1022 1066 1026 1094 1147 1190 1249 
140,000 160,000} 863 974 1049 1107 1155 1106 1180 1236 1282 1346 
160,000 180,000} 931 1050 1130 1192 1244 1187 1265 1325 1374 1442 
480,000 200,000} 993 1119 1260 1343 1406 1458 1530 
200,000 or more |1309 1470 1627 1732 1811 1877 1967 

Income _| South Carolina 6.0000%/| South Dakota 4.0000%| Tennessee 7.0000% | Texas 6.2500% | Utah 4.6500% 

$0 $20,000 353 417 460 494 522 562 263 289 309 326 349. 
20,000 30,000 567 667 735 788 832 894 569 603 424 465 497 523 560 
30,000 40,000 677 795 875 938 989 691 732 507 555 593 624 667 
40,000 50,000 772 905 996 1066 1125 578 633 675 711 760 
50,000 60,000 1005 1104 1182 1246 642 703 750 789 843 
60,000 70,000 1095 1203 1287 1357 701 767 818 860 919 
70,000 80,000 1180 1296 1386 1461 756 827 882 927 991 
80,000 90,000 1260 1383 1478 1558 808 883 941 990 1057 
90,000 100,000 1335 1465 1566 1650 857 936 998 1049 1120 
100,000 120,000 1434 1573 1681 1770 922 1007 1073 1127 1203 
120,000 140,000 1570 1721 1839 1936 1011 1103 1175 1234 1318 
140,000 160,000 1690 1851 1977 2081 1089 1188 1265 1328 1417 
160,000 180,000 1809 1981 2115 2296 1167 1272 1354 1422 1517 
180,000 200,000 ; 1917 2098 2239 ost 1237 1349 1435 1507 1607 
200,000 or more 2456 2684 2861 1591 1731 1841 1931 2057 

Income ee 6.0000% a aE ane eae aoe West Virginia 6.0000%| Wisconsin 5.0000% 

$0 $20,000} 141 156 173 187 222 395 416 445 229 246 259 270 284 
20,000 30,000} 237 262 290 299 353 ee 637 670 716 387 415 437 454 479 
30,000 40,000} 288 317 351 357 420 443 761 800 854 470 504 530 551 580 
40,000 50,000} 383 366 387 404 407 478 504 868 912 973 542 582 611 636 669 
50,000 60,000} 373 410 434 452 452 530 558 964 1012 608 652 685 712 750 
60,000 70,000} 410 450 476 496 493 577 608 1052 1104 668 716 753 783 824 
70,000 80,000} 446 489 517 538 531 622 655 1135 1191 726 778 817 850 894 
80,000 90,000} 479 525 555 578 568 664 699 1212 1272 779 835 878 912 960 
90,000 100,000} 510 559 591 615 602 703 740 1285 1349 830 890 935 972 1022 
100,000 120,000} 552 605 639 665 647 756 795 1381 1450 898 962 1011 1050 1105 
120,000 140,000} 610 668 705 734 757 710 827 870 1514 1588 991 1062 1116 1159 1219 
140,000 160,000} 661 723 764 794 819 661 765 890 936 1630 1740 1074 1150 1208 1255 1320 
160,000 180,000} 7143 779 822 855 882 709 820 953 1002 1746 1831 1156 1238 1300 1351 1421 
180,000 200,000} 759 830 875 910 938 753 870 949 1010 1062 1851 1941 1231 1318 1384 1438 1512 
200,000 or more 974 1120 1219 1296 1360 2376 2490 1610 1723 1809 1878 1974 

Income |Wyoming 4.0000% Note. Alaska does not have a state sales tax. Alaska residents should follow the instructions on the next page to 

$0 $20,000 472 195 | oe determine their local sales tax amount. 

20,000 30,000} 259 293 315 331 345 364] 1 The California table includes the 1% uniform local sales tax rate in additon to the 6.25% state sales tax rate. 
30,000 40,000} 316 357 383 403 420 443] 2 The Nevada table includes the 2.25% uniform local sales tax rate in addition to the 4.25% state sales tax rate. 
40,000 50,000 413 466 485 3 The rates for Indiana, lowa, Maryland, and North Carolina increased during 2008, so the rate given is averaged over the year. 
50,000 60,000} 4 464 524 545 4 Residents of Salem County should deduct only half of the amount in the state table. 

60,000 70,000} 454 511 548 576 600 632 

70,000 80,000} 494 556 596 627 652 687 

80,000 90,000} 531 597 641 674 701 738 

90,000 100,000] 567 637 683 719 747 787 

100,000 120,000} 614 690 740 778 809 9852 

120,000 140,000} 680 764 819 861 895 942 

140,000 160,000} 738 829 888 933 970 1021 

160,000 180,000} 797 9894 958 1006 1046 1100 

180,000 200,000} 850 953 1021 1073 1115 1173 


200,000 or more 


1120 1255 1342 1409 1464 


Appendix A Tax Rate Schedules and Tables A-19 


Which Optional Local Sales Tax Table Should | Use? 


IF you live in 
the state of... 


| Alaska | 


é THEN use 
AND you live in... Local Table... 
ARV GORI yori ry ee eon ae te ce Oe ee 
Glendale, Mesa, Phoenix, or Tucson 


Chandler, Gilbert, Peoria, Scottsdale, Tempe, 


| California _ [Los Angeles County 
Colorado Aurora, Fort Collins, Greeley, Jefferson County, Lakewood, or Longmont 
Arvada, City of Boulder, Thornton, or Westminster ce coo 
Adams County, Arapahoe County, Boulder County, Centennial, Colorado Springs, Denver City/Denver 
County, El Paso County, Larimer County, City of Pueblo, Pueblo County, or any other locality 


[Georgia bey LU 
Ca ee et ee a ae 
Any other locali ee 


Louisiana 

Ascension Parish, Bossier Parish, Caddo Parish, Calcasieu Parish, East Baton Rouge Parish, Iberia Parish, 
Jefferson Parish, Lafayette Parish, Lafourche Parish, Livingston Parish, Orleans Parish, Ouachita Parish, 
Rapides Parish, St. Bernard Parish, St. Landry Parish, St. Tammany Parish, Tangipahoa Parish, or 
Terrebonne Parish 


Saint Charles County or Saint Louis County 
Saint Louis City or any other locality 


New York City, or one of the following counties: Albany, Allegany, Cattaraugus, Cayuga, Chemung, Clinton, 
Cortland, Erie, Essex, Franklin, Fulton, Genesee, Herkimer, Jefferson, Lewis, Livingston, Monroe, 
Montgomery, Nassau, Niagara, Oneida, Onondaga, Ontario, Orange, Orleans, Oswego, Otsego, Putnam, 
Rensselaer, Rockland, St. Lawrence, Saratoga, Schenectady, Schoharie, Seneca, Steuben, Suffolk, 
Sullivan, Tompkins, Ulster, Warren, Washington, Westchester, Wyoming, or Yates 


Any other locality 


North Carolina | Any locality : 
South Carolina Cherokee, Chesterfield, Darlington, Jasper, Lee, or Lexington 
Any other locality Be 


New York 


Any locality 
| Utah | Any locality A 
Any locality 


2008 Optional Local Sales Tax Tables for Certain Local Jurisdictions 
(Based on a local sales tax rate of 1 percent) 


Local Table A Local Table B Local Table C Local Table D 


Exemptions Exemptions Exemptions 
Over Over 
5 1 vin Magen 4 Miperg eS hey on Game Ay Sees 
BA, 65 272) 77 (62) 89NGS= 39 42 43 45 47 


$0 $20,000 
20,000 30,000 
30,000 40,000 
40,000 50,000 


50,000 60,000 
60,000 70,000 
70,000 80,000 
80,000 90,000 
90,000 100,000 


100,000 120,000 
120,000 140,000 
140,000 160,000 
160,000 180,000 
180,000 200,000 


200,000 or more 


Appendix B 


TAX FORMS 


(Tax forms can be obtained from the IRS web site: http://www.irs.gov) 


Form 1040 U.S. Individual Income Tax Return B-2 
Schedules A&B [temized Deductions; Interest and 
Ordinary Dividends B-4 
Schedule C Profit or Loss from Business B-6 
Schedule D Capital Gains and Losses B-8 
Schedule E Supplemental Income and Loss B-10 
Schedule F Profit or Loss from Farming B-12 
Schedule SE Self-Employment Tax B-14 


B-1 


: 1040 


Label 


(See 
instructions 
on page 14.) 
Use the IRS 
label. 
Otherwise, 
please print 
or type. 


Presidential 


Election Campaign > Check here if you, or your spouse if filing jointly, 


Filing Status 


Check only 
one box. 


Exemptions 


If more than four 
dependents, see 
page 17. 


Income 


Attach Form(s) 
W-2 here. Also 
attach Forms 
W-2G and 
1099-R if tax 
was withheld. 


If you did not 
get a W-2, 
see page 21. 


Enclose, but do 
not attach, any 
payment. Also, 
please use 
Form 1040-V. 


Adjusted 
Gross 
Income 


For Disclosure, 


momxr rmop>r 


Appendix B_ Tax Forms B-2 


Department of the Treasury — Internal Revenue Service 


U.S. Individual Income Tax Return 
For the year Jan. 1-Dec. 31, 2008, or other tax year beginning 


Your first name and initial 
If a joint return, spouse’s first name and initial 


Home address (number and street). If you have a RO. box, see page 14. 


City, town or post office, state, and ZIP code. If you have a foreign address, see page 14. 


want $3 to go to this fund (see page 14) > 


2008 


, 2008, ending 


IRS Use Only—Do not write or staple in this space. 


OMB No. 1545-0074 
Your social security number 


Last name 


Pppues* social security number 


A 


Checking a box below will not 
change your tax or refund. 


J You L] Spouse 


4 L Head of household (with qualifying person). (See page 15.) If 
the qualifying person is a child but not your dependent, enter 
this child’s name here. > 


Qualifying widow(er) with dependent child (see page 16) 
Boxes checked 
on 6a and 6b 
No. of children 
on 6c who: 

e lived with you 
@ did not live with 
you due to divorce 
or separation 

(see page 18) 
Dependents on 6c 
not entered above 


Last name 


You must enter 
your SSN(s) above. 


1 L] Single 
2 L] married filing jointly (even if only one had income) 


3 L) Married filing separately. Enter spouse’s SSN above 
and full name here. > 


6a [s] Yourself. If someone can claim you as a dependent, do not check box 6a 


b [| Spouse . ; 
aie Sarees 
social security number 


c Dependents: 


if qualifying 
child for child tax 


T73) Dependent’s 
relationship to 


(1) First name Last name 


Add numbers on 


d_ Total number of exemptions claimed lines above > 
7 Wages, salaries, tips, etc. Attach Form(s) W-2 oe ee 
8a Taxable interest. Attach Schedule B if required Bdge ha 
b Tax-exempt interest. Do not include on line 8a 8b ibe 
9a Ordinary dividends. Attach Schedule B if required ea 
b Qualified dividends (see page 21) 9b ae 
10 Taxable refunds, credits, or offsets of state and ie income taxes (see page 22) 
11. Alimony received A. 2D & ovary 
12 Business income or (loss). Attach Schedule C or Cc EZ Be a ee 
13 Capital gain or (loss). Attach Schedule D if required. If not required, tna aye > oO ris ie am 
14 SOther gains'or (losses), Attachwkonm 4797 8. ose ts be a ee 
15a_IRA distributions | eat +. sail _| b Taxable amount (see page 23) ES es 
16a Pensions and annuities | 16a | b Taxable amount (see page 24) eo) 
17.‘ Rental real estate, royalties, partnerships, S corporations, trusts, etc. Attach Schedule E 
18 Farm income or (loss). Attach Schedule F ACN 
19 Unemployment compensation e———— 
20a _ Social security benefits jope hem Tea aoe ae b eqaiesle amount ogee page 26) f20b |’ Be 
21 Other income. List type and amount (see page 28) _............-------------+------ bee ey 
22 Addthe amounts in the fai right column for lines 7 through 21. This i 
23 Educator expenses (see page 28) 
24 Certain business expenses of reservists, performing artists, and 
fee-basis government officials. Attach Form 2106 or 2106-EZ 
25 Health savings account deduction. Attach Form 8889. 
26 Moving expenses. Attach Form 3903 
27 ~— One-half of self-employment tax. Attach Schedule SE. 
28 Self-employed SEP, SIMPLE, and qualified plans . 
29 Self-employed health insurance deduction (see page 29) 
30 Penalty on early withdrawal of savings . 
31a Alimony paid b Recipient's SSN > 
32 IRA deduction (see page 30) . 
33 Student loan interest deduction (see page 33) . 
34 ‘Tuition and fees deduction. Attach Form 8917 . 
35 Domestic production activities deduction. Attach Form 8903 
36 Add lines 23 through 31a and 32 through 35 : 
37. Subtract line 36 from line 22. This is your adjusted gross income > Raf! 


Cat. No. 11320B Form 1040 (2008) 


Privacy Act, and Paperwork Reduction Act Notice, see page 88. 


B-3 


Form 1040 (2008) 


Tax 38 
and 39a 
Credits 

b 


Standard c 


Deduction 
for— 
41 


42 


e@ People who 
checked any 
box on line 
39a, 39b, or 
39c or who 
can be 
claimed as a 
dependent, 
see page 34. 


&RS 


@ All others: 


Single or 
Married filing 
separately, 
$5,450 


Married filing | 
jointly or 
Qualifying 
widow(er), 
$10,900 


Head of 
household, 
$8,000 


Other a 
Taxes 
59 
60 
61 
Payments 6&2 


If you have a 
qualifying 
child, attach 
Schedule EIC. 


Refund 
Direct deposit? 
See page 63 

and fill in 73b, Pe 
73c, and 73d, > 4 


Appendix B_ Tax Forms 


www.cengage.com/taxation/swft 


Amount from line 37 (adjusted gross income) at agua eins eee 
Check { (1 You were born before January 2, 1944, O Blind. | Total boxes Eis 
if: C Spouse was born before January 2, 1944, im Le checked ® 39a 

If your spouse itemizes on a separate return or you were a dual-status alien, see page 34 and check here > 39b LI 
Check if standard deduction includes real estate taxes or disaster loss (see page 34) P 39c _ 
Itemized deductions (from Schedule A) or your standard deduction (see left margin) . 
Subtract line 40 from line 38 ae ae act een des atta ae eras 

If line 38 is over $119,975, or you provided housing to a Midwestern displaced individual, see 
page 36. Otherwise, multiply $3,500 by the total number of exemptions claimed on line 6d 
Taxable income. Subtract line 42 from line 41. If line 42 is more than line 41, enter -0- 
Tax (see page 36). Check if any tax is from: aL] Form(s) 8814 b L] Form 4972 
Alternative minimum tax (see page 39). Attach Form 6251 . 
Add lines 44 and 45 . : 

Foreign tax credit. Attach Form 1116 if roaueed 

Credit for child and dependent care expenses. Attach Form 2441 
Credit for the elderly or the disabled. Attach Schedule R . 
Education credits. Attach Form 8863 . 

Retirement savings contributions credit. Attach Form 8880 
Child tax credit (see page 42). Attach Form 8901 if required . 
Credits from Form: aL]s396 bL] 8839 c L] 5695 
Other credits from Form: a L]3800 b L1 8801 ¢ LJ 


Add lines 47 through 54. These are your total credits 
Subtract line 55 from line 46. If line 55 is more than line 46, enier tor 


950000593 
ae ER aay 


Self-employment tax. Attach Schedule SE (“GRR HES 
Unreported social security and Medicare tax from Eon aLl4i137 bL1 8919 
Additional tax on IRAs, other qualified retirement plans, etc. Attach Form 5329 if required . 
Additional taxes: a L] AEIC payments b _] Household Sl ali taxes. Attach Schedule H 
Add lines 56 through 60. This is your total tax 

Federal income tax withheld from Forms W-2 and 1099 . 
2008 estimated tax payments and amount applied from 2007 return 
Earned income credit (EIC) 

Nontaxable combat pay election 64b 

Excess social security and tier 1 RRTA tax withheld (see page 61) 
Additional child tax credit. Attach Form 8812 é 
Amount paid with request for extension to file (see page 61) 
Credits from Form: a_]2439  bLJ4136 cLJaso1 al_Jases 
First-time homebuyer credit. Attach Form 5405. 


Recovery rebate credit (see worksheet on pages 62 and 63) . 
Add lines 62 through 70. These are your total payments 


6 


| vuehaie HEE 
"TT re 


70 


If line 71 is more than line 61, subtract line 61 from line 71. This is the amount you overpaid 
Amount of line 72 you want refunded to you. If Form 8888 is attached, check here > [_]| 
Routing number P c Type: C] Checking eal Savings 
Account number 


or Form 8888. 74 Amount of line 72 you want applied to your 2009 estimated tax > 74 
Amount 75 Amount you owe. Subtract line 71 from line 61. For details on how to pay, see page 65 
You Owe 76 __Estimated tax penalty (see page 65) . : 76 
Third P arty Do you want to allow another person to discuss this return with the IRS (see page 66)? [_] Yes. Complete the following. [_] No 
Designee Designee’s Phone Personal identification 
name > no. pb ( ) number (PIN) > ft eae 
Sign sis, ligt of perjury, | declare di | have examined this return and accompanying schedules and statements, and to the best of my knowledge and 
Hote elief, they are true, correct, and complete. Declaration of preparer (other than taxpayer) is based on all information of which preparer has any knowledge. 
Joint round Your signature Date Your occupation Daytime phone number 
See page 15. ( ) 
Ror me Spouse's signature. If a joint return, both must sign. Few | Spouse’s occupation 
records. 
. Preparer’s Date ; Preparer’s SSN or PTIN 
Pes rors ome a smb O 
fod Ss Firm’s name (or ce i 
yours if self-employed), 
oe i} y address, and ZIP code 


Phone no. ( ) 


Form 1040 (2008) 


Appendix B Tax Forms B-4 


SCH 
x Toa A&B Schedule A— Itemized Deductions OMB NaalSae00s 
orm 
(Schedule B is on back) 2008 
Roelieenataws Lo |) abaAtiech tor ; Sequence 
‘orm 1040. > See Instructions for Schedules A&B (Form 1040). Sequence No. 07 


Name(s) shown on Form 1040 Your social security number 


Medical Caution. Do not include expenses reimbursed or paid by others. ee it FR 
and Medical and dental expenses (see page A-1). . . . Ais . 
Dental Enter amount from Form 1040, line 38 [2 eens, 
Expenses Multiply line 2 by 7.5% (.075) . . . a 
Subtract line 3 from line 1. If line 3 is more than line 1, enter con ; | 4 | 
Taxes You State and local (check only one box): arse a 
Paid a LJ Income taxes, or | eee et. ers 


(See b LJ General sales taxes 


page A-2.) 6 Realestate taxes (see page A-5). . . . 2... is aa eo 
7 Personal property taxes. . . 7 ote ere ee lean bem | e 


8 Other taxes. List type and amount >. 


alton — 


9 Add lines 5 through 8 


Interest 10 Home mortgage interest and points ae, to you on Form 1098 que 
You Paid 11. Home mortgage interest not reported to you on Form 1098. If paid | ~ 


(See to the person from whom you bought the home, see page A-6 
page A-5.) and show that person’s name, identifying no., and address 
INOte wR Mee ae oR ee ns ee ae ee eee ee eae en ee as eee 
ike 12 Points not reported to you on Form 1098. See page A-6 
not for special rules, FE yer Rees 
deductible. 13 Qualified mortgage insurance premiums (see page A-6) 
14 Investment interest. Attach Form 4952 if required. (See 
page A-6.) ae 


15 Add lines 10 through 14 _ 
Gifts to 16 Gifts by cash or check. If you made any gift of oe or 


Charity more, see page A-7 . 
If youmadea 17 Other than by cash or check. if any cit of $250 o or more, 


gift and got a see page A-8. You must attach Form 8283 if over $500 
benefit Span 18 Carryover from prior year ca ae ee 
see page "49 Add lines 16 through 18. 


Casualty and 
Theft Losses 20 Casualty or theft loss(es). Attach Form 4684. (See page A-8.) . 


Job Expenses 21 Unreimbursed employee expenses—job travel, union dues, job 
and Certain education, etc. Attach Form 2106 or 2106-EZ if required. (See page 
Miscellaneous io Ge) gt AAO ne ee ete ore Peer per ne at errs Be re anicome 
Deductions 22 Tax preparation fees . 
(See 23 Other expenses—investment, safe none noe etc. List Nes and 
page A-9.) BTGUnt DP: wesc. sees omer beter OR Se 
24 Add lines 21 through 23 ew 
25 Enter amount from Form 1040, line 38 25 


26 Multiply line 25 by 2% (.02) . . 
27. Subtract line 26 from line 24. If line 26 is is more than line 24, enter -0- 


Other 28 Other—from list on page A-10. List type and amount PB .................----------------- 
MISCHUANOOUS Meeee alah podh wre. Ws O20 Ei @, BERT aC mere. Hees Gecreee ls 2. see 
Deductions 

Total 29 Is Form 1040, line 38, over $159,950 (over $79,975 if married filing separately)? 
Itemized [1] No. Your deduction is not limited. Add the amounts in the far right column for 
Deductions lines 4 through 28. Also, enter this amount on Form 1040, line 40. > 


[] Yes. Your deduction may be limited. See page A-10 for the amount to enter. 
30 If you elect to itemize deductions even though they are less than your standard 
deduction, check here > 


For Paperwork Reduction Act Notice, see Form 1040 instructions. Cat. No. 11330X Schedule A (Form 1040) 2008 


B-5 Appendix B Tax Forms www.cengage.com/taxation/swft 


OMB No. 1545-0074 Page 2 
Your social security number 


Schedules A&B (Form 1040) 2008 
Name(s) shown on Form 1040. Do not enter name and social security number if shown on other side. 


. = Attachment 
Schedule B—Interest and Ordinary Dividends Sequence No. 08 
Amount 
Part | 1 List name of payer. If any interest is from a seller-financed mortgage and the 
2 buyer used the property as a personal residence, see page B-1 and list this 
Interest interest first. Also, show that buyer’s social security number and address > 
(See page B-4 === ne ene een eee nner cress ence rence es 
ancuihese ef 1.) Ce Te ae? Oe Oe ee Ree eee ee eee eee eee 
ipattuetions for’ ")- Gaygeed tales ffs m= 2 Sprig ibaa th eet aly eres alee a eee eee ee 
(Relig 1h0Y: (0 raegee ata = umeuen pas alr ieee el ohn n> a ene him cn 6 Or mins a ae 
a= =) Seas 


Note. If you 
received a Form 
HOOSEINT FONT 5 ee nse einen eee eo eS Soom e lS ae idariats pan ant eee ee 
TOROACTB):.ole. eR cc, ee EE eee Ae - he, TER eerie ee SOR RP lh, 4a Per a Ee Ss are ES 
substitute 

statement from 

aibrokerage fit,» saeeceR os =coam- sac 5a = occ siovseh secs: reo ols sanias mia acatnng alan tak gaits wan 
fistthettirin's "pa eS RR et gc ce nes ee ea 
name as the 

payer and enter 

the total imterest ea a Pw lat ie tlt fe am lee le 
shown on that 2 Add the amounts on line 1 


pene 3 Excludable interest on series EE and | U.S. savings bonds issued after 1989. 
Attach Form 8815 AAA Ge HS tae eee < 
4 Subtract line 3 from line 2. Enter the result here and on Form 1040, line 8a > 
Note. If line 4 is over $1,500, you must complete Part Ill. 


Amount 


Sa Bistename. Of Dayen, Pe. ohio k eee Oe ee Se epee eee ae ge Gate 


Part Il 
Crainnal yaa Sate ts sk ce te See ee ee Eee 
DMVIGeNGS. aes 2. ke oe an ee te mee eee 


(See page B=1 ww wn wn nn nn nn a a nn a nn ne ee een 
and the 

instructions for 

FOrmgO40,, ~ "RR GRE oS = NS str SSeS Sr oe ier Sega Ti aan prea ee  eew Aalemg Dean take 
WME Qa) i nla a ne ee ene 


Note. If you 

FECOIVGCIaTEOIm,”)  “S iaiemmaeia: <a ede bie nae Fp MRM cc IR I ae a aa 
WOCEEIBIN (ele is. 3S SSB Here se se Sees 2 aenO sees SAB Sess eee esos emcaerecereaSseesscuoossase Sfeon be. 
substitute 

statement from 

aybrokerage stir; . SRR ee ee eee eee nee ee ree Ce ore saat aie oie ee 
iStthOyiInS, ©  Paamememeac= tt -scoae = so cems ae eee eens. Soe cic ee eee ce ARO Ree ee cease eee Cees 
name as the 

payer and enter 

RMMGRONCIMEN Vien fh Oo Naaman Gere abe SS Fe SR ale Seniesa eons rol o a aio ei Sia ae 
CHVICGNOS:SHOWN: © ©" sgeeseccas cements ce scc cae te cate ae este = com cee Nee ea, ae een ee 
on that form. 


6 Add the amounts on line 5. Enter the total here and on Form 1040, line 9a . > 
Note. If line 6 is over $1,500, you must complete Part Ill. 


You must complete this part if you (a) had over $1,500 of taxable interest or ordinary dividends; or (b) had 


Part Ill a foreign account; or (c) received a distribution from, or were a grantor of, or a transferor to, a foreign trust. we) 
Foreign 7a At any time during 2008, did you have an interest in or a signature or other authority over a financial 
Accounts account in a foreign country, such as a bank account, securities account, or other financial account? 
and Trusts See page B-2 for exceptions and filing requirements for Form TD F 90-22.1. 
b If “Yes,” enter the name of the foreign country ® ____......................... 
(See 8 During 2008. did . EN er eee Ey Eee ee Ei ee 1 ak es pes me 
page B-2,) uring , di you receive a distribution from, or were you the grantor of, or transferor to, a 
foreign trust? If “Yes,” you may have to file Form 3520. See page B-2 d 


For Paperwork Reduction Act Notice, see Form 1040 instructions. Schedule B (Form 1040) 2008 
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SC Ly a 
poesia Profit or Loss From Business OMB No. 1545-0074 


(Sole Proprietorship) 200 8 
Departtientr tia Wedetny > Partnerships, joint ventures, etc., generally must file Form 1065 or 1065-B. eee 
Internal Revenue Service (99) | B Attach to Form 1040, 1040NR, or 1041. > See Instructions for Schedule C (Form 1040).] Sequence No. 09 


Name of propriet 
proprietor Social security number (SSN) 


A Principal business or profession, including product or service (see page C-3 of the instructions) B Enter code from pages C-9, 10, & 11 
> 


C Business name. If no separate business name, leave blank. D Employer ID number (EIN), if any 


E Business address (including suite or room no.) > 
City, town or post office, state, and ZIP code 


F Accounting method: (1) L] Cash (2) C1 Accrual (3) ) Other (specify) Pt. F oc. uc. ones. 2a 


G Did you “materially participate” in the operation of this business during 2008? If “No,” see page C-4 for limit on losses LlYes [LINo 
H If you started or acquired this business during 2008, check here : 


Part | Income 


1 Gross receipts or sales. Caution. See page C-4 and check the box if: 
@ This income was reported to you on Form W-2 and the “Statutory employee” box 
on that form was checked, or > 
@ You are a member of a qualified joint venture reporting only rental real estate pe. CL an 


income not subject to self-employment tax. Also see page C-4 for limit on losses. 


2 Returns and allowances 

3 Subtract line 2 from line 1 iment ohaich Wind taut! adeppetet hse ph tmbadd G28” CoieeHe ESSE ae are ee aa 

4 ee Cosvoi.goods sold (trom line 42.0n page’2)—. =... 5 = ss 5) « . Meecepecreel aie Wee Wie EP 
Smee Gross prone oubtracuiine 4 from lines) a. ee ee ee |B | Bo re 
6 Other income, including federal and state gasoline or fuel tax credit or refund (see page C-4). . . beg t] aden 
Jee GIOssimcomenAdGlines’s ‘and 65 os ei ee re ne en Oe ne ah ce eae Ps em bee 
Part Il Expenses. Enter expenses for business use of your home only on line 30. 


8 Advertising . . ... (ie ake les 18 Office expense . . . 
9 Car and truck expenses (see Loweby sia) eniSoa vba 19 Pension and profit-sharing plans 
DAgGiG=Ohewe eee cas 20 Rent or lease (see page C-6): 
10 Commissions and fees ~~ iid [yairey sist Lowper As] a Vehicles, machinery, and equipment 
11. Contract labor (see page C-5) GENES eases exmerirece a oor b Other business property . 


12 Depletion Py es 21 Repairs and maintenance 
13 Depreciation and section 179 oper 22 Supplies (not included in Part Ill) 
expense deduction (not 23 Taxes and licenses , Sse Sod al a 
included in Part III) (see page 24 Travel, meals, and entertainment: ae 
(CLG) kOe ms CW Cle)) PAS eS, SR a 
14 Employee benefit programs [i esa acme b Deductible meals and bacon 
(other than on line 19) . entertainment (see page C-7) 
15 _ Insurance (other than health) -—— | 25 Utilities 2 OR Reats | 
16 Interest: te 26 Wages (less employment credits) . Mies. | 
a Mortgage (paid to banks, etc.) 27 Other expenses (from line 48 on i camino 
b Other . a ne ese ee 
17 Legal and professional ae trey 
services S : 
28 Total expenses before expenses for business use of home. Add lines 8 through 27. . St > 2 {_______ 
29 Tentative profit or (loss). Subtract line 28 from line7. . . ss ct ae 
30 Expenses for business use of your home. AACHIF ONT GG20 at eye te ee nese eet ter eT ae 
31 Net profit or (loss). Subtract line 30 from line 29. 
@ If a profit, enter on both Form 4040, line 12, and Schedule SE, line 2, or on Form 1040NR, Piles 


line 13 (if you checked the box on line 1, see page C-7). Estates and trusts, enter on Form 1041, 


line 3. 
@ If a loss, you must go to line 32. a 

32 ‘If you have a loss, check the box that describes your investment in this activity (see page C-8). | | 
@ If you checked 32a, enter the loss on both Form 1040, line 12, and Schedule SE, line 2, or on 32a |_| All investment is at risk. 


O40NR, line 13 (if you checked the box on line 1, see the line 31 instructions on page C-7). 32b L_] Some investment is not 


Form 1 at risk. 


Estates and trusts, enter on Form 1041, line 3. ¥ 
@ If you checked 32b, you must attach Form 6198. Your loss may be limited. 


For Paperwork Reduction Act Notice, see page C-9 of the instructions. Cat. No. 11334P Schedule C (Form 1040) 2008 
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Schedule C (Form 1040) 2008 


Appendix B Tax Forms www.cengage.com/taxation/swft 


Page 2 


Part Ill Cost of Goods Sold (see page C-8) 


33 


Part IV 


Method(s) used to : 
value closing inventory: a L] Cost b L] Lower of cost or market c LJ Other (attach explanation) 


Was there any change in determining quantities, costs, or valuations between opening and closing inventory? 
IfitYess .attach..explanation, ©, <.. s» deme. Rac setee ate Gey ap Geedats meal wicuig ae ceed eee ee L] Yes L] No 


Inventory at beginning of year. If different from last year’s closing inventory, attach explanation 
Purchases less cost of items withdrawn for personal use 

Cost of labor. Do not include any amounts paid to yourself . 

Materials and supplies . 

Other costs 

Add lines 35 through 39 


Inventory at end of year 


Cost of goods sold. Subtract line 41 from line 40. Enter the result here and on page 1, line 4 
Information on Your Vehicle. Complete this part only if you are claiming car or truck expenses on 
line 9 and are not required to file Form 4562 for this business. See the instructions for line 13 on page 
C-5 to find out if you must file Form 4562. 


43 When did you place your vehicle in service for business purposes? (month, day, year) > Setanie bitin een, 2. 
44 Of the total number of miles you drove your vehicle during 2008, enter the number of miles you used your vehicle for: 

a SUSINCSS -sete s->.. eee b Commuting (see instructions) __..._..........-.----. CG (Other 2 eee see eee eee 
45 Was your vehicle available for personal use during off-duty hours? . . . . . . . . . . L] Yes L] No 
46 Do you (or your spouse) have another vehicle available for personaluse?. . . . . . . . . .. L] Yes L] No 
47a Do youphaveevidenceitorsupport: vou GeduCtION?aekaee) ME ee eso tn. 5 | ee eee L] Yes L] No 

b_ If “Yes,” is the evidence written? L] Yes L] No 


48 Total other expenses. Enter here and on page 1, line27 . . . . . ....., , | 48 | 


Schedule C (Form 1040) 2008 
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SCHEDULE D 
(Form 1040) 


Department of the Treasury 
Internal Revenue Service —_ (99) 


Name(s) shown on return 


OMB No. 1545-0074 


2008 


Attachment 
Sequence No. 12 


Your social security number 


Capital Gains and Losses 
P Attach to Form 1040 or Form 1040NR. > See Instructions for Schedule D (Form 1040). 


> Use Schedule D-1 to list additional transactions for lines 1 and 8. 


Short-Term Capital Gains and Losses—Assets Held One Year or Less 


(a) Description of property (b) Date (c) Date sold os Sales price (e) Cost or other basi (f) Gai \ 
EX f acquired (see page D-7 of (see page D-7 of ain or (loss) 
(Example: 100 sh. XYZ Co.) (Mo., day, yr) | (Mo., day, yr) the instructions) the instructions) Subtract (e) from (d) 


1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

1 

' 

! 

' 

' 

' 

' 

a ee me eeeg F 
1 

pease | Se a ern | 
' 

! 

' 

1 

1 
1 
1 
' 
1 
1 


2 Enter your short-term totals, if any, from Schedule D-1, ge 
line 2. 

3 Total short-term Eales price amounts: Add ines 1 Ae 2 in zn 
column (d) . 


4 Short-term gain from Form 6252 and short-term gain or (loss) from Forms 4684, 6781, and 8824 


5 Net short-term gain or (loss) from partnerships, S corporations, estates, and trusts from be 
MChHECUIE(S) KTM) ose be ctesan : P : 

6 Short-term capital loss carryover. Enter the amount, ifa any, erom ae 8 aC your . Capital Vee es | | 
Carryover Worksheet on page D-7 of the instructions . ce 


7 Net short-term capital gain or (loss). Combine lines 1 through 6 in column (f) . 


Part Il Long-Term Capital Gains and Losses—Assets Held More Than One Year 


(a) Description of property (b) Date (c) Date es (d) Sales ae f (e) Cost or ne pias (f) Gain or (loss) 
: XYZ C feed Mon day, ynjaden ore pace Ptr S (Ses page, D7 0 Subtract (e) from (d) 
(Example: 100 sh. 0.) (Mo., ror yr.) (Mo., day, y the instructions) the instructions) 


10 Total long-term sales price amounts? eh lines 8 wand 9 in 


9 Enter your long-term totals, if any, from Schedule D-1, A 
ORO ee oe <p 


column (d) . ; tate os | 

141. Gain from Form 4797, Part ; onde -term gain from penne 2439 and 6252; and long-term gain or e 
(loss) from Forms 4684, 6781, and 8824 Pe , ; : 

12 Net long-term gain or (loss) from partnerships, S corporations, estates, Ley trusts ro o | 
Schedule(s) K-1 7 

13 Capital gain distributions. See page D-2 of the instructions . . iE : 

14 Long-term capital loss carryover. Enter the amount, if any, from line 13 7 your Capital (eee alk 
Carryover Worksheet on page D-7 of the instructions . — 

15 Net long-term capital gain or (loss). Combine lines 8 through 141 in eorunin (0. Then go to 


Part Ill on the back . 


duction Act Notice, 566 For Form 1040 or Form 1040NR instructions. Cat. No. 11338H Schedule D (Form 1040) 2008 


For Paperwork Re 
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Schedule D (Form 1040) 2008 


rclamiis Summary 


16 Combine lines 7 and 15 and enter the result. 


If line 16 is: 

e A gain, enter the amount from line 16 on Form 1040, line 13, or Form 1040NR, line 14. Then 
go to line 17 below. 

e A loss, skip lines 17 through 20 below. Then go to line 21. Also be sure to complete line 22. 

© Zero, skip lines 17 through 21 below and enter -0- on Form 1040, line 13, or Form 1040NR, 
line 14. Then go to line 22. 


17. Are lines 15 and 16 both gains? 
C1 Yes. Go to line 18. 
LC No. Skip lines 18 through 21, and go to line 22. 


18 Enter the amount, if any, from line 7 of the 28% Rate Gain Worksheet on page D-8 of the 
MIStICONS te ee ee te e D ch wt, Me a Oe ee ene ed ee et 


19 Enter the amount, if any, from line 18 of the Unrecaptured Section 1250 Gain Worksheet on 
Page iD-9.0f she MStrGHOMNS a eae pemrseiem err rer a gee a a 


20 Are lines 18 and 19 both zero or blank? 
LJ Yes. Complete Form 1040 through line 43, or Form 1040NR through line 40. Then complete 
the Qualified Dividends and Capital Gain Tax Worksheet on page 38 of the Instructions for 
Form 1040 (or in the Instructions for Form 1040NR). Do not complete lines 21 and 22 below. 
L] No. Complete Form 1040 through line 43, or Form 1040NR through line 40. Then complete the 
Schedule D Tax Worksheet on page D-10 of the instructions. Do not complete lines 21 and 
22 below. 


21 _~=‘If line 16 is a loss, enter here and on Form 1040, line 13, or Form 1040NR, line 14, the smaller 


of: 
@ The loss on line 16 or : 
e ($3,000), or if married filing separately, ($1,500) 


Note. When figuring which amount is smaller, treat both amounts as positive numbers. 


22 Do you have qualified dividends on Form 1040, line 9b, or Form 1040NR, line 10b? 
L] Yes. Complete Form 1040 through line 43, or Form 1040NR through line 40. Then complete 
the Qualified Dividends and Capital Gain Tax Worksheet on page 38 of the Instructions for 
Form 1040 (or in the Instructions for Form 1040NR). 


L] No. Complete the rest of Form 1040 or Form 1040NR. 


Schedule D (Form 1040) 2008 
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SCHEDULE E 
(Form 1040) 


Department of the Treasury 
Internal Revenue Service (99 


Name(s) shown on return 


OMB No. 1545-0074 


2008 


Attachment 
Sequence No. 13 


Your social security number 
1 ' 


Supplemental Income and Loss 


(From rental real estate, royalties, partnerships, 
S corporations, estates, trusts, REMICs, etc.) 


> Attach to Form 1040, 1040NR, or Form 1041. > See Instructions for Schedule E (Form 1040). 


Income or Loss From Rental Real Estate and Royalties Note. If you are in the business of renting personal property, use 
Schedule C or C-EZ (see page E-3). If you are an individual, report farm rental income or loss from Form 4835 on page 2, line 40. 


1 | List the type and address of each rental real estate property: 2 For each rental real estate property 
listed on line 1, did you or your family 
use it during the tax year for personal 
purposes for more than the greater of: 


@ 14 days or 


@ 10% of the total days rented at 
fair rental value? 


(See page E-3) 


Totals 
means, AF a cots 8a) 
S-= Rentsrecoiveds) mes) a [ig Sy ean a (el tee SE WEEE. 

4 Royalties received . .. ., Ey eS es es 


Expenses: 

DEeAGVesige. =< fe ee 
6 Auto and travel (see page E-4) . 
7 Cleaning and maintenance. 

8 Commissions . 

9 Insurance 


10 Legal and other professional fees ETT Raa 
11. Managementfees. . .. . 3110) oe Rene ee 


12 Mortgage interest paid to banks, 
etc. (see page E-5) 
13 Other interest . 


~/>) 


14 Repairs . 
15 Supplies. 
16 Taxes. 
17 ‘Utilities 


182 Otnere(list): Pre. ...-2.2--.. ike 


—_ 
L | 


19 Add lines 5 through 18 . 


20 Depreciation expense or depletion 
(see page E-5). . . .. . 

21 Total expenses. Add lines 19 and 20 

22 Income or (loss) from rental real 
estate or royalty properties. 
Subtract line 21 from line 3 (rents) 
or line 4 (royalties). If the result is a 
(loss), see page E-5 to find out if 
you must file Form 6198 

23 Deductible rental real estate loss. 
Caution. Your rental real estate 
loss on line 22 may be limited. See 
page E-5 to find out if you must 
file Form 8582. Real estate 
professionals must complete line 
ABvomipage: 2%. ss ss ; 

24 Income. Add positive amounts shown on line 22. Do not include any losseSiwal ff Soa. ! fait 

25 Losses. Add royalty losses from line 22 and rental real estate losses from line 23. Enter total losses here. 


i bine lines 24 and 25. Enter the result here. 
| rental real estate and royalty income or (loss). Com 
a Masai i. Ill, IV, and line 40 on page 2 do not apply to you, also enter this amount on Form 1040, 
line 17, of Form 1040NR, line 18. Otherwise, include this amount in the total on line 41 on page 2. 


rk Reduction Act Notice, see page E-8 of the instructions. Cat. No. 11344L 


% nce 


~—— 


— 


Schedule E (Form 1040) 2008 
For Paperwo 
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Schedule E (Form 1040) 2008 Attachment Sequence No. 13 Page 2 
Your social security number 


Name(s) shown on return. Do not enter name and social security number if shown on other side. 


Caution. The IRS compares amounts reported on your tax return with amounts shown on Schedule(s) K-1. 
Income or Loss From Partnerships and S Corporations Note. If you report a loss from an at-risk activity for 
which any amount is not at risk, you must check the box in column (e) on line 28 and attach Form 6198. See page E-1. 
27 Are you reporting any loss not allowed in a prior year due to the at-risk or basis limitations, a prior year unallowed 
loss from a passive activity (if that loss was not reported on Form 8582), or unreimbursed partnership expenses? 11 Yes (LJ No 
If you answered “Yes,” see page E-7 before completing this section. 


(b) Enter P for (c) Check if (d) Employer (e) Check if 
28 (a) Name partnership; S foreign identification any amount is 
for S corporation} partnership number not at risk 
Rite ae ee ee ee ee L) 
pir Me ans ge re ae eee O 
CUPPING ion! caer | | ee ee er O 
1 SS eee a A La 
Passive Income and Loss Nonpassive Income and Loss 
(f) Passive loss allowed (g) Passive income (h) Nonpassive loss (i) Section 179 expense (j) Nonpassive income 
(attach Form 8582 if required) from Schedule K-1 from Schedule K-1 deduction from Form 4562 from Schedule K-1 


Mi: 7) aa aa eel 

ae 

jf ae 

Der a Ree | 

29a Totals | a 
bTotas L__ssi dU 

30 Add columns (g) and (j) of line 29a 


31 Add columns (f), (h), and (i) of line 29b. . . . . 


32 Total partnership and S corporation income or (loss). Combine lines 30 and 31. Enter the 
result here and include in the total on line 41 below. 


Part Ill Income or Loss From Estates and Trusts 


(b) Employer 


33 (a) Name identification number 
A 
B 

Passive Income and Loss Nonpassive Income and Loss 


(c) Passive deduction or loss allowed (d) Passive income (e) Deduction or loss (f) Other income from 
(attach Form 8582 if required) from Schedule K-1 from Schedule K-1 Schedule K-1 
A —————Ee [i 7 | | 
B ———————— ee 
Ss 


34a Totals = ; re eran Fe Se 
b Totals SS se oe ;-—— -!. _---___|-_- 
So Aad columns (a)rananitonline’s4a™; =) 5 6 ee ap ee es ol ad 
36) Addicolumns:(c):and(e) of line.34b "= ee ee Enea ) 
37 Total estate and trust income or (loss). Combine lines 35 and 36. Enter the result here and es 


include in the total on line 41 below gy er pr maar gener nar ton oer ear e. e SED J 37 
Part IV Income or Loss From Real Estate Mortgage Investment Conduits (REMICs)— Residual Holder 


Excess inclusion from : 
(b) Employer (c) : (d) Taxable income (net loss) (e) Income from 
38 (a) Name eyes 2c from Schedules Q, line 1b Schedules Q, line 3b 
39 _Combine columns (d) and (e) only. Enter the result here and include in the total online 41 below [|39[ sis 
Part V Summary 


40 Net farm rental income or (loss) from Form 4835. Also, complete line 42 below . Hes 
41 Total income or (loss). Combine lines 26, 32, 37, 39, and 40. Enter the result here and on Form 1040, line 17, or Form 1040NR, line 18 > 


42 Reconciliation of farming and fishing income. Enter your gross farming} 
and fishing income reported on Form 4835, line 7; Schedule K-1 (Form oS 
1065), box 14, code B; Schedule K-1 (Form 1120S), box 17, code T; and | 
Schedule K-1 (Form 1041), line 14, code F (see page E-8) 


43 Reconciliation for real estate professionals. If you were a real estate | 
professional (see page E-2), enter the net income or (loss) you reported| 
anywhere on Form 1040 or Form 1040NR from all rental real estate activities} = 

in which you materially participated under the passive activity loss rules 


Schedule E (Form 1040) 2008 


ro 


SCHEDULE F 
(Form 1040) 


Department of the Treasury 


Internal Revenue Service 


> Attach to Form 1040, Form 1040NR, Form 1041, Form 1065, or Form 1065-B. 


(99) 


Name of proprietor 


A Principal product. Describe in one or two words your principal crop or activity for the current tax year. 


C Accounting method: 


E Did you “materiall 


y Participate” in the operation of this business during 2008? If “No,” see page F-3 for limit on passive losses. 


Appendix B_ Tax Forms B-12 


OMB No. 1545-0074 


2008 


Attachment 
Sequence No. 1 


Social security number (SSN) 


' 1 
t 1 


B Enter code from Part IV 


D Employer ID number (EIN), if any 
(2) [) Accrual 


Profit or Loss From Farming 


> See Instructions for Schedule F (Form 1040). 


(1) [.] Cash 


L] Yes LINo 


37 


For Paperwork Reduction Act Notice, see page F-7 of the instructions. 


Farm Income—Cash Method. Complete Parts | and II (Accrual method. Complete Parts II and Ill, and Part I, line 11.) 


Sales of livestock and other items you bought for resale . a 
Cost or other basis of livestock and other items reported on line 1. 


Subtract line 2 from line 1. 


Sales of livestock, produce, grains, and other products you raised. . 
Cooperative distributions (Form(s) 1099-PATR) . Pace el 
Agricultural program payments (see page F-3) . cea ae ee 
Commodity Credit Corporation (CCC) loans (see page F-3): 

CCC loans reported under election 


CCC loans forfeited . 


Crop insurance proceeds and federal crop disaster payments (see page F-3): 


Amount received in 2008 


If election to defer to 2009 is attached, check here > | 
Custom hire (machine work) income . OP, Sy te a Ae Be, aes ia nee 
Other income, including federal and state gasoline or fuel tax credit or refund (see page F-4) 


Gross income. Add amounts in the right column for lines 3 through 10. If you use the accrual method to figure 
youriincome, ententheamounttrom|!PartlillineSige 5.) ee > 


Farm Expenses—Cash and Accrual Method. 


Do not include sales of livestock held for draft, breeding, sport, or dairy purposes. Report 


5b Taxable amount 
6b Taxable amount 


Ke7 OM Ss tae She 7c Taxable amount 


8a 8b Taxable amount 


8d Amount deferred from 2007 


Do not include personal or living expenses such as taxes, insurance, or repairs on your home. 


Car and truck expenses (see page 
F-5). Also attach Form 4562 
Chemicals 

Conservation expenses (see 
page F-5) . 

Custom hire (machine work) 
Depreciation and section 179 
expense deduction not claimed 
elsewhere (see page F-5). 
Employee benefit programs other 
than on line 25 

Feed ‘ 

Fertilizers and lime . 

Freight and trucking. 
Gasoline, fuel, and oil 
Insurance (other than health) 
Interest: 

Mortgage (paid to banks, etc.) 


OuAit Sa. i ieee 
Labor hired (less employment credits) 


Total expenses. Add lines 12 through 34f. If line 34f is negative, see instructions 

Net farm profit or (loss). Subtract line 35 from line 11. Partnerships, see page F-7. 

e If a profit, enter the profit on both Form 1040, line 18, and Schedule SE, line 1a; 
on Form 1040NR, line 19; or on Form 1041, line 6. 

e If aloss, you must go to line 37. 

you must check the box that describes your investment in this activity (see page F-7). 

37a, enter the loss on both Form 1040, line 18, and Schedule SE, line 1a; 


on Form 1040NR, line 19; or on Form 1041, line 6. 


If you have a loss, 
@ If you checked 


25 Pension and profit-sharing 
OES Wye ke 


ATs meee ll 26 Rent or lease (See page F-6): 


a Vehicles, machinery, and 
equipment : 

b Other (land, animals, etc.) . 
Repairs and maintenance . 
Seeds and plants 

29 Storage and warehousing . 

30 Supplies 

31 Taxes . 

Utilities POURS 

Veterinary, breeding, and medicine 

Other expenses (specify): 


27 
28 


32 
33 
34 


[_] All investment is at risk. 
37b L_] Some investment is not at risk, 


37a 


@ If you checked 37b, you must attach Form 6198. Your loss may be limited. 


Cat. No. 11346H Schedule F (Form 1040) 2008 
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Schedule F (Form 1040) 2008 . Page 2 
Farm Income—Accrual Method (see page F-7). 


Do not include sales of livestock held for draft, breeding, sport, or dairy purposes. Report these sales on Form 4797 
and do not include this livestock on line 46 below. 


38 Sales of livestock, produce, grains, and other products . 


39a Cooperative distributions (Form(s) 1099-PATR) . L39a|_ Sid] Ss 39 Taxable amount 
40a Agricultural program payments . . . . [40a] CSS 0b Taxable amount 


41 Commodity Credit Corporation (CCC) loans: 


a CCC loans reported under election 
b CCC loans forfeited. . . . . .. . [4ibla 5 a ee 41c Taxable amount 
42 Crop insurance proceeds . 
43 Custom hire (machine work) income . 
Other income, including federal and state gasoline or fuel tax credit or refund 


Add amounts in the right column for lines 38 through 44. 


Inventory of livestock, produce, grains, and other products at beginning of 
the year 


47 Cost of livestock, produce, grains, and other onaaren ee enone a 
GGA re COMA, ti So vane Vis pie at ie 

AGMEAGCIinest4orand 4/emme lop. se kk oogonia | a 

49 Inventory of livestock, produce, grains, and other products at end of year — feat tare bre dle 


50 Cost of livestock, produce, grains, and other products sold. Subtract line 49 from line 48*. 


& & 


51 Gross income. Subtract line 50 from line 45. Enter the result here and on Part|, line 11. . . > ip! 


*If you use the unit-livestock-price method or the farm-price method of valuing inventory and the amount on line 49 is larger than the amount on 
line 48, subtract line 48 from line 49. Enter the result on line 50. Add lines 45 and 50. Enter the total on line 51 and on Part |, line 11. 


Principal Agricultural Activity Codes 


File Schedule C (Form 1040) or Schedule C-EZ 111300 Fruit and tree nut farming 
lentes: (Form 1040) instead of Schedule F if (a) your 111400 Greenhouse, nursery, and floriculture production 
principal source of income is from providing 111900 Other crop farming 
agricultural services such as soil preparation, veterinary, 
farm labor, horticultural, or management for a fee or on a Animal Production 
contract basis, or (b) you are engaged in the business of 412111 Beef cattle ranching and farming 
breeding, raising, and caring for dogs, cats, or other pet 
eninels: 112112 Cattle feedlots 
112120 Dairy cattle and milk production 
These codes for the Principal Agricultural Activity classify 112210 Hog and pig farming 
farms by their primary activity to facilitate the administration of 112300 Poultry and ; 
the Internal Revenue Code. These six-digit codes are based on 412400 Sh gs Te shee pan 
the North American Industry Classification System (NAICS). eep and goat farming 
Select the code that best identifies your primary farming 112510 Aquaculture 
activity and enter the six digit number on page 1, line B. 112900 Other animal production 
Crop Production Forestry and Logging 
111100 Oilseed and grain farming 113000 Forestry and logging (including forest nurseries 
111210 Vegetable and melon farming and timber tracts) 


—_ — — ———— SSSSSSSSSSSSsSSSSSS—SsSsS— 
Schedule F (Form 1040) 2008 
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SCHEDULE SE 
(Form 1040) 


Department of the Treasury 
Internal Revenue Service (99) 


OMB No. 1545-0074 


2008 


Attachment 
> Attach to Form 1040. > See Instructions for Schedule SE (Form 1040). Sequence No. 17 


Name of person with self-employment income (as shown on Form 1040) | Social security number of person 
with self-employment income > ' H 


@ You had net earnings from self-employment from other than church employee income (line 4 of Short Schedule SE or line 4c of 
Long Schedule SE) of $400 or more, or 


@ You had church employee income of $108.28 or more. Income from services you performed as a minister or a member of a 
religious order is not church employee income (see page SE-1). 

Note. Even if you had a loss or a small amount of income from self-employment, it may be to your benefit to file Schedule SE and 

use either “optional method” in Part Il of Long Schedule SE (see page SE-4). 

Exception. If your only self-employment income was from earnings as a minister, member of a religious order, or Christian Science 

practitioner and you filed Form 4361 and received IRS approval not to be taxed on those earnings, do not file Schedule SE. Instead, 

write “Exempt—Form 4361” on Form 1040, line 57. 


May | Use Short Schedule SE or Must | Use Long Schedule SE? 
Note. Use this flowchart only if you must file Schedule SE. If unsure, see Who Must File Schedule SE, above. 


Did you receive wages or tips in 2008? 


Self-Employment Tax 


Who Must File Schedule SE 
You must file Schedule SE if: 


Are you a minister, member of a religious order, or Christian 
Science practitioner who received IRS approval not to be taxed 
on earnings from these sources, but you owe self-employment 
tax on other earnings? 


Was the total of your wages and tips subject to social security 
or railroad retirement (tier 1) tax plus your net earnings from 
self-employment more than $102,000? 


Are you using one of the optional methods to figure your net 
earnings (see page SE-4)? 


Did you receive church employee income reported on Form 
W-2 of $108.28 or more? 


No 


You may use Short Schedule SE below 


4a Net farm profit or (loss) from Schedule F, line 36, and farm partnerships, Schedule K-1 (Form 
1065), box 14, codeA . Ment. =... le a eee 
b If you received social security retirement or disability benefits, enter the amount of Conservation Reserve 
Program payments included on Schedule F, line 6b, or listed on Schedule K-1 (Form 1065), box 20, code X 


2 Net profit or (loss) from Schedule C, line 31; Schedule C-EZ, line 3; Schedule K-1 (Form 1065), 
box 14, code A (other than farming); and Schedule K-1 (Form 1065-B), box 9, code J1. Ministers 
and members of religious orders, see page SE-1 for types of income to report on this line. See 
page SE-3 for other income to report . 

SEROombINGINeSELamIDSaNG-lee mem Mek ses kee. Se WM Mee etter st Oe ler em ten es 

4 Net earnings from self-employment. Multiply line 3 by 92.35% (.9235). If less than $400, 
do not file this schedule; you do not owe self-employment tax . . . . . 2... > 

5 Self-employment tax. If the amount on line 4 is: 

e $102,000 or less, multiply line 4 by 15.3% (.153). Enter the result here and on Form 1040, line 57. 
© More than $102,000, multiply line 4 by 2.9% (.029). Then, add $12,648 to the result. 
Enter the total here and on Form 1040, line 57 i BER ao one 

6 Deduction for one-half of self-employment tax. Multiply line 5 by 

50% (.5). Enter the result here and on Form 1040, line 27 . 


For Paperwork Reduction Act Notice, see Form 1040 instructions. Cat. No. 11358Z Schedule SE (Form 1040) 2008 
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Schedule SE (Form 1040) 2008 Attachment Sequence No. 17 Page 2 


Social security number of person 
with self-employment income 


Name of person with self-employment income (as shown on Form 1040) 


Section B—Long Schedule SE 


Self-Employment Tax 
Note. If your only income subject to self-employment tax is church employee income, skip lines 1 through 4b. Enter -0- on line 
4c and go to line 5a. Income from services you performed as a minister or a member of a religious order is not church employee 
income. See page SE-1. 
A_ lf you are a minister, member of a religious order, or Christian Science practitioner and you filed Form 4361, but you 
had $400 or more of other net earnings from self-employment, check here and continue with Partl. . . . . > 


1a Net farm profit or (loss) from Schedule F, line 36, and farm partnerships, Schedule K-1 (Form 1065), 
box 14, code A. Note. Skip lines 1a and 1b if you use the farm optional method (see page SE-4) 

b If you received social security retirement or disability benefits, enter the amount of Conservation Reserve 
Program payments included on Schedule F, line 6b, or listed on Schedule K-1 (Form 1065), box 20, code X 


2 Net profit or (loss) from Schedule C, line 31; Schedule C-EZ, line 3; Schedule K-1 (Form 1065), box 
14, code A (other than farming); and Schedule K-1 (Form 1065-B), box 9, code J1. Ministers and 
members of religious orders, see page SE-1 for types of income to report on this line. See page 
SE-3 for other income to report. Note. Skip this line if you use the nonfarm optional method (see 
page SE-4) . : : 

3 Combine lines 1a, 1b, and 2 : F 

4a If line 3 is more than zero, multiply line 3 oe 92. 35% (9235). Onentes: enter rei fon ine 3 Pac 1 

b If you elect one or both of the optional methods, enter the total of lines 15 and 17 here . Leb | ee 


c Combine lines 4a and 4b. If less than $400, stop; you do not owe self-employment tax. Exception. 


If less than $400 and you had church employee income, enter -0- and continue. . . . . P» 
5a Enter your church employee income from Form W-2. See page SE-1 
for definition of church employee income . eso” Stowe Bem > & | Sa = 


b Multiply line 5a by 92.35% (.9235). If less than $100, enter -0- 
6 Net earnings from self-employment. Add lines 4c and 5b 
7 Maximum amount of combined wages and self-employment earnings Abie. to Bes eee 
tax or the 6.2% portion of the 7.65% railroad retirement (tier 1) tax for 2008 . 
8a _ Total social security wages and tips (total of boxes 3 and 7 on Form(s) 
W-2) and railroad retirement (tier 1) compensation. If $102,000 or 
more, skip lines 8b through 10, and go to line 11 . 
b Unreported tips subject to social security tax (from Form 4137, ine 10) 
Wages subject to social security tax (from Form 8919, line 10) . 
d Add lines 8a, 8b, and 8c ; 
9 Subtract line 8d from line 7. If zero or ea enien -0- neta oe on mine 10 anal oc to iv 11 ; 
10 Multiply the smaller of line 6 or line 9 by 12.4% (.124) 
11. Multiply line 6 by 2.9% (.029) 
12 Self-employment tax. Add lines 10 and 14. Enter here and o on Form 1040, line 57 


13 Deduction for one-half of self-employment tax. Multiply line 12 by 
50% (.5). Enter the result here and on Form 1040, line 27 . : 


7) 


Farm Optional Method. You may use this method only if (a) your gross farm income’ was not more : _ 
than $6,300, or (b) your net farm profits? were less than $4,548. 
14 Maximum income for optional methods 


15 Enter the smaller of: two-thirds (74) of gross farm come! mot foe men aera or $4, 200. Also 
include this amount on line 4b above . 


Nonfarm Optional Method. You may use this method only if (a) your net nonfarm profits* were less ss . 
than $4,548 and also less than 72.189% of your gross nonfarm income, and (b) you had net earnings | 3 
from self-employment of at least $400 in 2 of the prior 3 years. 


Caution. You may use this method no more than five times. 

16 Subtract line 15 from line 14 . : 

17 Enter the smaller of: two-thirds (7%) of oie nena ose (acl ieee than z2r0)« or the aaa 
on line 16. Also include this amount on line 4b above 

‘From Sch. F, line 11, and Sch. K-1 (Form 1065), box 14, code B. 


?From Sch. F, line 36, and Sch. K-1 (Form 1065), box 14, code 
A—minus the amount you would have entered on line 1b had you not 
used the optional method. 


abut Sch. C, line 31; Sch. C-EZ, line 3; Sch. K-1 (Form 1065), box 
14, code A; and Sch. K-1 (Form 1065- -B), box 9, code J1. 


“From Sch. C, line 7; Sch. C-EZ, line 1; Sch. K-1 (Form 1065), box 14, 
code C; and Sch. K-1 (Form 1065- -B), box 9, code J2. 


Schedule SE (Form 1040) 2008 


GLOSSARY 


The words and phrases in this glossary have been defined 
to reflect their conventional use in the field of taxation. 
The definitions may therefore be incomplete for other 


purposes. 


A 


Abandoned spouse. The abandoned spouse provision enables 
a married taxpayer with a dependent child whose spouse 
did not live in the taxpayer’s home during the last six 
months of the tax year to file as a head of household rather 
than as married filing separately. 

Accelerated cost recovery system (ACRS). A method in which 
the cost of tangible property is recovered over a prescribed 
period of time. Enacted by the Economic Recovery Tax Act 
(ERTA) of 1981 and substantially modified by the Tax 
Reform Act (TRA) of 1986 (the modified system is referred 
to as MACRS), the approach disregards salvage value, 
imposes a period of cost recovery that depends upon the 
classification of the asset into one of various recovery 
periods, and prescribes the applicable percentage of cost 
that can be deducted each year. § 168. 

Accelerated death benefits. The amount received from a life 
insurance policy by the insured who is terminally ill or 
chronically ill. Any realized gain may be excluded from the 
gross income of the insured if the policy is surrendered to 
the insurer or is sold to a licensed viatical settlement pro- 
vider. § 101(g). 

Accelerated depreciation. Various methods of depreciation that 
yield larger deductions in the earlier years of the life of an 
asset than the straight-line method. Examples include the 
double declining-balance and the sum-of-the-years’ digits 
methods of depreciation. § 167. 

Accident and health benefits. Employee fringe benefits pro- 
vided by employers through the payment of health and acci- 
dent insurance premiums or the establishment of 
employer-funded medical reimbursement plans. Employers 
generally are entitled to a deduction for such payments, 
whereas employees generally exclude the fringe benefits 
from gross income. §§ 105 and 106. 

Accountable plan. An accountable plan is a type of expense 
reimbursement plan that requires an employee to render 


an adequate accounting to the employer and return any 
excess reimbursement or allowance. If the expense quali- 
fies, it will be treated as a deduction for AGI. 

Accounting income. The accountant’s concept of income is 
generally based upon the realization principle. Financial 
accounting income may differ from taxable income (e.g., 
accelerated depreciation might be used for Federal income 
tax and straight-line depreciation for financial accounting 
purposes). Differences are included in a reconciliation of 
taxable and accounting income on Schedule M-1 or Sched- 
ule M-3 of Form 1120 for corporations. Seventy-five percent 
of the excess of adjusted current earnings over alternative mini- 
mum taxable income is an adjustment for alternative mini- 
mum tax purposes for a corporation. See also alternative 
minimum tax and economic income. 

Accounting method. The method under which income and 
expenses are determined for tax purposes. Major account- 
ing methods are the cash basis and the accrual basis. Special 
methods are available for the reporting of gain on install- 
ment sales, recognition of income on construction projects 
(the completed contract and percentage of completion 
methods), and the valuation of inventories (last-in, first-out 
and first-in, first-out). §§ 446-474. See also accrual method, 
cash receipts method, completed contract method, percentage of com- 
pletion method, etc. 

Accounting period. The period of time, usually a year, used by 
a taxpayer for the determination of tax liability. Unless a fis- 
cal year is chosen, taxpayers must determine and pay their 
income tax liability by using the calendar year (January | 
through December 31) as the period of measurement. An 
example of a fiscal year is July 1 through June 30. A change 
in accounting period (e.g., from a calendar year to a fiscal 
year) generally requires the consent of the IRS. A new tax- 
payer, such as a newly formed corporation or an estate cre- 
ated upon the death of an individual taxpayer, is free to 
select either a calendar or a fiscal year without the consent 
of the IRS. Limitations exist on the accounting period that 
may be selected by a partnership, an S corporation, and a 
personal service corporation. §§ 441-444. 

Accrual basis. See accrual method. 

Accrual method. A method of accounting that reflects 
expenses incurred and income earned for any one tax year. 
In contrast to the cash basis of accounting, expenses do not 
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have to be paid to be deductible nor does income have to 
be received to be taxable. Unearned income (e.g., prepaid 
interest and rent) generally is taxed in the year of receipt 
regardless of the method of accounting used by the tax- 
payer. § 446(c)(2). See also accounting method, cash receipts 
method, and unearned income. 

Accumulated earnings tax. A special tax imposed on corpora- 
tions that accumulate (rather than distribute) their earn- 
ings beyond the reasonable needs of the business. The tax is 
imposed on accumulated taxable income and is imposed in 
addition to the corporate income tax. §§ 531-537. 

ACE adjustment. See adjusted current earnings (ACE) adjustment. 

Acquiescence. In agreement with the result reached. The IRS 
follows a policy of either acquiescing (A, Acg.) or nonac- 
quiescing (NA, Nonacq.) in the results reached in certain 
judicial decisions. 

Acquisition indebtedness. Debt incurred in acquiring, construct- 
ing, or substantially improving a qualified residence of the 
taxpayer. The interest on such loans is deductible as qualified 
residence interest. However, interest on such debt is deductible 
only on the portion of the indebtedness that does not exceed 
$1,000,000 ($500,000 for married persons filing separate 
returns). § 163(h)(3). See also home equity loans. 

ACRS. See accelerated cost recovery system. 

Active income. Active income includes wages, salary, commis- 
sions, bonuses, profits from a trade or business in which the 
taxpayer is a material participant, gain on the sale or other 
disposition of assets used in an active trade or business, and 
income from intangible property if the taxpayer’s personal 
efforts significantly contributed to the creation of the prop- 
erty. The passive activity loss rules require classification of 
income and losses into three categories with active income 
being one of them. 

Active participation. A term that is relevant for both the at-risk 
rules and the passive activity loss rules associated with rental 
real estate activities. For the at-risk rules, the following factors 
indicate active participation: (1) making decisions involving 
the operation or management of the activity, (2) performing 
services for the activity, and (3) hiring and discharging 
employees. For the passive activity loss rules, the taxpayer 
must participate in the making of management decisions in 
a significant and bona fide sense. 

Ad valorem tax. A tax imposed on the value of property. The 
most familiar ad valorem tax is that imposed by states, coun- 
ties, and cities on real estate. Ad valorem taxes can, how- 
ever, be imposed upon personal property (e.g., a motor 
vehicle tax based on the value of an automobile). 
§§ 164(a)(1) and (2). 

Additional depreciation. The excess of the amount of deprecia- 
tion actually deducted over the amount that would have 
been deducted had the straight-line method been used. 
§ 1250(b). See also Section 1250 recapture. 

Additional first-year depreciation. See Fifty percent additional 
Jirst-year depreciation. 

Adjusted basis. The cost or other basis of property reduced 
by depreciation (cost recovery) allowed or allowable and 
increased by capital improvements. See also basis and 
realized gain or loss. 

Adjusted current earnings (ACE) adjustment. An adjustment in 
computing corporate alternative minimum taxable income 
(AMTI), computed at 75 percent of the excess of adjusted 
current earnings and profits computations over unadjusted 


AMTI. ACE computations reflect longer and slower cost re- 
covery deductions and other restrictions on the timing of 
certain recognition events. Exempt interest, life insurance 
proceeds, and other receipts that are included in earnings 
and profits but not in taxable income also increase the ACE 
adjustment. If unadjusted AMTI exceeds adjusted current 
earnings and profits, the ACE adjustment is negative. The 
negative adjustment is limited to the aggregate of the posi- 
tive adjustments under ACE for prior years, reduced by any 
previously claimed negative adjustments. See also alternative 
minimum tax and earnings and profits. 

Adjusted gross income (AGI). A determination peculiar to 
individual taxpayers. Generally, it represents gross income 
less business expenses, expenses attributable to the produc- 
tion of rent or royalty income, the allowed capital loss 
deduction, and certain personal expenses (deductions for 
AGI). § 62. See also gross income. 

Adoption expenses credit. A provision intended to assist tax- 
payers who incur nonrecurring costs directly associated with 
the adoption process such as legal costs, social service review 
costs, and transportation costs. Up to $12,150 ($12,150 for a 
child with special needs regardless of the actual adoption 
expenses) of costs incurred to adopt an eligible child qualify 
for the credit. A taxpayer may claim the credit in the year 
qualifying expenses are paid or incurred if the expenses are 
paid during or after the year in which the adoption is final- 
ized. For qualifying expenses paid or incurred in a tax year 
prior to the year the adoption is finalized, the credit must 
be claimed in the tax year following the tax year during’ 
which the expenses are paid or incurred. § 23. 

Advance payments. In general, prepayments for services or 
goods are includible in gross income upon receipt of the 
advance payments (for both accrual and cash basis tax- 
payers). However, Revenue Procedure 2004-34, IR.B. 
No. 22, 991, provides guidelines for the deferral of tax on cer- 
tain advance payments providing specific conditions are met. 

AFTR. Published by Research Institute of America (formerly 
by Prentice-Hall) , American Federal Tax Reports contains all of 
the Federal tax decisions issued by the U.S. District Courts, 
U.S. Court of Federal Claims, U.S. Courts of Appeals, and 
U.S. Supreme Court. 

AFTR2d. The second series of the American Federal Tax Reports. 

AFTR3d. The third series of the American Federal Tax Reports. 

Alimony and separate maintenance payments. Alimony and 
separate maintenance payments are includible in the gross 
income of the recipient and are deductible by the payor. 
The payments must be made in discharge of a legal obliga- 
tion arising from a marital or family relationship. Child sup- 
port and voluntary payments are not treated as alimony. 
Alimony is deductible for AGI. §§ 62(10), 71, and 215. See 
also child support payments. 

Alimony recapture. The amount of alimony that previously has 
been included in the gross income of the recipient and 
deducted by the payor that now is deducted by the recipient 
and included in the gross income of the payor as the result 
of front-loading. § 71(f). 

All events test. For accrual method taxpayers, income is earned 
when (1) all the events have occurred that fix the right to 
receive the income and (2) the amount can be determined 
with reasonable accuracy. Accrual of income cannot be post- 
poned simply because a portion of the income may have to 
be returned in a subsequent period. The all events test also is 


utilized to determine when expenses can be deducted by an 
accrual basis taxpayer. The application of the test could 
cause a variation between the treatment of an item for 
accounting and for tax purposes. For example, a reserve for 
warranty expense may be properly accruable under generally 
accepted accounting principles but not be deductible under 
the Federal income tax law. Because of the application of the 
all events test, the deduction becomes available in the year 
the warranty obligation becomes fixed and the amount is 
determinable with reasonable certainty. See also economic 
performance test. Reg. §§ 1.446-1(c)(1)(ii) and 1.461-1(a)(2). 

Alternate valuation date. Property passing from a person by rea- 
son of death may be valued for death tax purposes as of the 
date of death or the alternate valuation date. The alternate 
valuation date is six months from the date of death or the date 
the property is disposed of by the estate, whichever comes 
first. To use the alternate valuation date, the executor or ad- 
ministrator of the estate must make an affirmative election. 
The election of the alternate valuation date is not available 
unless it decreases both the amount of the gross estate and 
the estate tax liability. §§ 1014(a) and 2032. 

Alternative depreciation system (ADS). A cost recovery system 
that produces a smaller deduction than would be calculated 
under ACRS or MACRS. The alternative system must be 
used in certain instances and can be elected in other instan- 
ces. § 168(g). See also cost recovery allowance. 

Alternative minimum tax (AMT). The alternative minimum tax 
is imposed only to the extent it exceeds the regular income 
tax (in effect, the tax liability is the greater of the tax liability 
calculated using the AMT rules and that calculated using the 
regular income tax rules). The AMT rates (26 and 28 per- 
cent for the individual taxpayer and 20 percent for the cor- 
porate taxpayer) are applied to the AMT base. The AMT base 
is calculated by modifying taxable income as follows: (1) add 
tax preferences, (2) add certain adjustments, (3) deduct cer- 
tain adjustments, and (4) deduct the exemption amount. §§ 
55-59. See also adjusted current earnings (ACE) adjustment. 

Alternative minimum tax credit. The AMT can result from tim- 
ing differences that give rise to positive adjustments in cal- 
culating the AMT base. To provide equity for the taxpayer 
when these timing differences reverse, the regular tax liabil- 
ity may be reduced by a tax credit for prior year’s minimum 
tax liability attributable to timing differences. § 53. 

Alternative tax. An option that is allowed in computing the tax 
on net capital gain. For the corporate taxpayer, the rate is 
35 percent (the same as the highest regular corporate tax 
rate). Thus, for corporate taxpayers, the alternative tax does 
not produce a beneficial result. For noncorporate tax- 
payers, the rate is usually 15 percent (but itis 25 percent for 
unrecaptured § 1250 gain and is 28 percent for collectibles 
and § 1202 gain). However, if the noncorporate taxpayer is 
in either the 10 percent or the 15 percent tax bracket, the 
alternative tax rate is 0 percent in 2008 and 2009 and 
5 percent in 2007 and prior years (rather than 15 percent). 
§§ 1(h) and 1201. See also collectibles, net capital gain and 
unrecaptured § 1250 gain (25 percent gain). 

Alternative tax NOL deduction (ATNOLD). In calculating the 
AMT, the taxpayer is allowed to deduct NOL carryovers and 
carrybacks. A special calculation, referred to as the 
ATNOLD, is required for this purpose. The regular income 
tax is modified for AMT adjustments and preferences to 
produce the ATNOLD. § 56(d). 
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Amortization. The allocation (and charge to expense) of the 
cost or other basis of an intangible asset over a statutory 
period of 15 years. Examples of amortizable intangibles 
include patents, copyrights, covenants not to compete, 
acquired goodwill, and leasehold interests. See also 
estimated useful lifeand goodwill. § 197. 

Amount realized. The amount received by a taxpayer on the 
sale or other disposition of property. The amount realized 
is the sum of the cash and the fair market value of any prop- 
erty or services received, plus any related debt assumed by 
the buyer. Determining the amount realized is the starting 
point for arriving at realized gain or loss. The amount real- 
ized is defined in § 1001(b) and the related Regulations. See 
also realized gain or loss and recognized gain or loss. 

AMT adjustments. In calculating AMTI, certain adjustments 
are added to or deducted from taxable income. These 
adjustments generally reflect timing differences. § 56. 

AMT exclusions. A credit that can be used to reduce the regu- 
lar tax liability in future tax years is available in connection 
with the AMT (AMT credit). The credit is applicable only 
with respect to the AMT that results from timing differ- 
ences. It is not available in connection with AMT exclusions, 
which include the standard deduction, personal exemp- 
tions, medical expenses deductible in calculating the regu- 
lar income tax that are not deductible in computing the 
AMT, other itemized deductions that are not allowable for 
AMT purposes, excess percentage depletion, and tax- 
exempt interest on specified private activity bonds. 

Annuity. A fixed sum payable to a person at specified intervals 
for a specific period of time or for life. Payments represent 
a partial return of capital and a return (interest) on the cap- 
ital investment. Therefore, an exclusion ratio must be used 
to compute the amount of nontaxable income. The exclu- 
sion ratio is used until the annuitant has recovered his or 
her investment in the annuity contract. Thereafter, all of 
the annuity payments received are included in gross 
income. If the annuitant dies before his or her investment is 
recovered, a deduction is allowed. § 72. See also qualified 
pension or profit sharing plan. 

Appellate court. For Federal tax purposes, appellate courts 
include the Courts of Appeals and the Supreme Court. If 
the party losing in the trial (or lower) court is dissatisfied 
with the result, the dispute may be carried to the appropri- 
ate appellate court. See also Court of Appeals and tral court. 

Archer medical savings account. See medical savings account. 

Arm’s length transaction. The standard under which unrelated 
parties would determine an exchange price for a transac- 
tion. Suppose, for example, Cardinal Corporation sells 
property to its sole shareholder for $10,000. In testing 
whether the $10,000 is an “arm’s length” price, one would 
ascertain the price that would have been negotiated 
between the corporation and an unrelated party in a bar- 
gained exchange. 

Asset Depreciation Range (ADR) system. A system of estimated 
useful lives for categories of tangible assets prescribed by 
the IRS. The system provides a range for each category that 
extends from 20 percent above to 20 percent below the 
guideline class lives prescribed by the IRS. 

Assignment of income. A procedure whereby a taxpayer 
attempts to avoid the recognition of income by assigning the 
property that generates the income to another. Such a proce- 
dure will not avoid the recognition of income by the taxpayer 
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making the assignment if it can be said that the income was 
earned at the point of the transfer. In this case, usually 
referred to as an anticipatory assignment of income, the 
income will be taxed to the person who earns it. 

Association. An organization treated as a corporation for Fed- 
eral tax purposes even though it may not qualify as such 
under applicable state law. An entity designated as a trust or 
a partnership, for example, may be classified as an associa- 
tion if it clearly possesses corporate attributes. Corporate 
attributes include centralized management, continuity of 
life, free transferability of interests, and limited liability. When 
the check-the-box Regulations were finalized, the association 
Regulations were withdrawn. Thus, for most entities, reclassifi- 
cation as an association is unlikely. § 7701(a)(3). See also check- 
the-box Regulations. 

At-risk limitation. Under the at-risk rules, a taxpayer’s deduct- 
ible losses from an activity for any taxable year are limited to 
the amount the taxpayer has at risk at the end of the taxable 
year. The initial amount considered at risk is generally the 
sum of the amount of cash and the adjusted basis of property 
contributed to the activity and amounts borrowed for use in 
the activity for which the taxpayer is personally liable or has 
pledged as security property not used in the activity. § 465. 

Attribution. Under certain circumstances, the tax law applies 
attribution (construction ownership) rules to assign to one 
taxpayer the ownership interest of another taxpayer. If, for 
example, the stock of Gold Corporation is held 60 percent 
by Marsha and 40 percent by Sid, Marsha may be deemed to 
own 100 percent of Gold Corporation if she and Sid are 
mother and son. In that case, the stock owned by Sid is 
attributed to Marsha. See, for example, §§ 267 and 318. 

Audit. Inspection and verification of a taxpayer’s return or 
other transactions possessing tax consequences. See also cor- 
respondence audit, field audit, and office audit. 

Automatic mileage method. See automobile expenses. 

Automobile expenses. Automobile expenses are generally 
deductible only to the extent the automobile is used in busi- 
ness or for the production of income. Personal commuting 
expenses are not deductible. The taxpayer may deduct actual 
expenses (including depreciation and insurance), or the 
standard (automatic) mileage rate may be used (55 cents for 
2009 and 50.5 cents for the first six months of 2008 and 58.5 
cents per mile for the last six months of 2008). Automobile 
expenses incurred for medical purposes or in connection 
with job-related moving expenses are deductible to the extent 
of actual out-of-pocket expenses or at the rate of 24 cents per 
mile in 2009 (19 cents per mile for the first six months of 2008 
and 27 cents per mile for the last six months of in 2008). For 
charitable activities, the rate is 14 cents per mile. See also 
transportation expenses. 


B 


Bad debts. A deduction is permitted if a business account 
receivable subsequently becomes partially or completely 
worthless, providing the income arising from the debt previ- 
ously was included in income. Available methods are the 
specific charge-off method and the reserve method. How- 
ever, except for certain financial institutions, TRA of 1986 
repealed the use of the reserve method for 1987 and there- 
after. If the reserve method is used, partially or totally 


worthless accounts are charged to the reserve. A nonbusi- 
ness bad debt deduction is allowed as a short-term capital 
loss if the loan did not arise in connection with the cred- 
itor’s trade or business activities. Loans between related 
parties (family members) generally are classified as non- 
business. § 166. See also nonbusiness bad debts. 

Basis. The acquisition cost assigned to an asset for income tax 
purposes. For assets acquired by purchase, the basis is the 
cost (§ 1012). Special rules govern the basis of property 
received by virtue of another’s death (§ 1014) or by gift 
(§ 1015), the basis of stock received on a transfer of pro- 
perty to a controlled corporation (§ 358), the basis of the 
property transferred to the corporation (§ 362), and the basis 
of property received upon the liquidation of a corporation 
(§§ 334 and 338). See also adjusted basis. 

Book value. The net amount of an asset after reduction by a 
related reserve. The book value of accounts receivable, for 
example, is the face amount of the receivables less the 
reserve for bad debts. The book value of a building is the 
cost less the accumulated depreciation. 

Boot. Cash or property of a type not included in the definition 
of a nontaxable exchange. The receipt of boot will cause an 
otherwise nontaxable transfer to become taxable to the 
extent of the lesser of the fair market value of such boot or 
the realized gain on the transfer. Examples of nontaxable 
exchanges that could be partially or completely taxable due 
to the receipt of boot include transfers to controlled corpora- 
tions [§ 351(b)] and like-kind exchanges [§ 1031(b)]. See 
also realized gain or lossand recognized gain or loss. 

Bribes and illegal payments. Section 162 denies a deduction 
for bribes or kickbacks, fines, and penalties paid to a gov- 
ernment official or employee for violation of law, and two- 
thirds of the treble damage payments made to claimants for 
violation of the antitrust law. Denial of a deduction for 
bribes and illegal payments is based upon the judicially 
established principle that allowing such payments would be 
contrary to public policy. 

B.T.A. The Board of Tax Appeals was a trial court that consid- 
ered Federal tax matters. This court is now the U.S. Tax 
Court. 

Burden of proof. The requirement in a lawsuit to show the 
weight of evidence and thereby gain a favorable decision. 
Except in cases of tax fraud, the burden of proof in a tax 
case generally is on the taxpayer. 

Business bad debt. A debt created or acquired in connection 
with a trade or business of the taxpayer, or a debt the loss 
from the worthlessness of which is incurred in the tax- 
payer’s trade or business. A business bad debt is deducted as 
an ordinary deduction. § 166. 

Business expenses. See trade or business expenses. 

Business gifts. Business gifts are deductible only to the extent 
that each gift does not exceed $25 per person per year. 
Exceptions are made for gifts costing $4 or less and for cer- 
tain employee awards. § 274(b). 


@ 


C corporation. A corporation that has not elected conduit 
treatment under § 1361. See also S$ corporation status. 

Cafeteria benefit plan. An employee benefit plan under which 
an employee is allowed to select from among a variety of 


employer-provided fringe benefits. Some of the benefits 
may be taxable and some may be statutory nontaxable bene- 
fits (e.g., health and accident insurance and group term life 
insurance). The employee is taxed only on the taxable bene- 
fits selected. A cafeteria benefit plan is also referred to as a 
flexible benefit plan. § 125. 

Cafeteria plan. See cafeteria benefit plan. 

Canons of taxation. Criteria used in the selection of a tax base 
that were originally discussed by Adam Smith in The Wealth 
of Nations. Canons of taxation include equality, conve- 
nience, certainty, and economy. 

Capital asset. Broadly speaking, all assets are capital except 
those specifically excluded by the Code. Major categories of 
noncapital assets include property held for resale in the 
normal course of business (inventory), trade accounts and 
notes receivable, and depreciable property and real estate 
used in a trade or business (§ 1231 assets). § 1221. See also 
capital gain and capital loss. 

Capital contributions. Various means by which a shareholder 
makes additional funds available to the corporation (placed 
at the risk of the business) without the receipt of additional 
stock. Such contributions are added to the basis of the 
shareholder’s existing stock investment and do not gener- 
ate income to the corporation. § 118. 

Capital expenditure. An expenditure that should be added to 
the basis of the property improved. For income tax pur- 
poses, this generally precludes a full deduction for the 
expenditure in the year paid or incurred. Any capital 
recovery in the form of a tax deduction must come in the 
form of depreciation. § 263. 

Capital gain. The gain from the sale or exchange of a capital 
asset. See also capital asset and net capital gain. 

Capital gain net income. If the total capital gains for the tax 
year exceed the total capital losses, the result is capital gain 
net income. Note that the term does not distinguish 
between the long-term and short-term gains. § 1222(9). See 
also net capital gain. 

Capital gain or loss holding period. The period of time that a 
capital asset is held by the taxpayer. To qualify for long-term 
treatment, the asset must be held for more than one year. If 
held for one year or less, the holding period is short term. 
See also holding period. 

Capital gain property. Property contributed to a charitable 
organization that, if sold rather than contributed, would 
have resulted in long-term capital gain to the donor. See 
also ordinary income property. 

Capital loss. The loss from the sale or exchange of a capital 
asset. See also capital asset. 

Cash balance plan. A hybrid form of pension plan similar in 
some aspects to a defined benefit plan. Such a plan is 
funded by the employer, and the employer bears the invest- 
ment risks and rewards. But like defined contribution plans, 
a cash balance plan establishes allocations to individual em- 
ployee accounts, and the payout for an employee depends 
on investment performance. 

Cash basis. See accounting method and cash receipts method. 

Cash equivalent doctrine. Generally, a cash basis taxpayer does 
not report income until cash is constructively or actually 
received. Under the cash equivalent doctrine, cash basis tax- 
payers are required to report income if they receive the 
equivalent of cash (e.g., property is received) in a taxable 


transaction. 
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Cash method. See cash receipts method. 

Cash receipts method. A method of accounting under which 
the taxpayer generally reports income when cash is col- 
lected and reports expenses when cash payments are made. 
However, for fixed assets, the cash basis taxpayer claims 
deductions through depreciation or amortization in the 
same manner as an accrual basis taxpayer. Prepaid expenses 
must be capitalized and amortized if the life of the asset 
extends “substantially beyond” the end of the tax year. See 
also constructive receipt. 

Casualty loss. A casualty is defined as “the complete or partial 
destruction of property resulting from an identifiable event 
of a sudden, unexpected or unusual nature” (e.g., floods, 
storms, fires, auto accidents). Individuals may deduct a casu- 
alty loss only if the loss is incurred in a trade or business or 
in a transaction entered into for profit or arises from fire, 
storm, shipwreck, or other casualty or from theft. Individ- 
uals usually deduct personal casualty losses as itemized 
deductions subject to a $100 ($500 for 2009) nondeductible 
amount and to an annual floor equal to 10 percent of 
adjusted gross income that applies after the $100 ($500 for 
2009) per casualty floor has been applied. Special rules are 
provided for the netting of certain casualty gains and losses. 
§ 165. See also disaster area loss and Section 1231 gains and losses. 

Cert. den. By denying the Writ of Certiorari, the U.S. Supreme 
Court refuses to accept an appeal from a U.S. Court of 
Appeals. The denial of certiorari does not, however, mean 
that the U.S. Supreme Court agrees with the result reached 
by the lower court. 

Certiorari. Appeal from a U.S. Court of Appeals to the U.S. 
Supreme Court is by Writ of Certiorari. The Supreme Court 
does not have to accept the appeal and usually does not (cert. 
den.) unless there is a conflict among the lower courts that 
needs to be resolved or a constitutional issue is involved. 

Change in accounting method. A change in the taxpayer’s 
method of accounting (e.g., from FIFO to LIFO) generally 
requires prior approval from the IRS. Generally, a request 
must be filed within the taxable year of the desired change. 
In some instances, the permission for change will not be 
granted unless the taxpayer agrees to certain adjustments 
prescribed by the IRS. 

Change in accounting period. A taxpayer must obtain the con- 
sent of the IRS before changing his or her tax year. Income for 
the short period created by the change must be annualized. 

Charitable contributions. Contributions are deductible (sub- 
ject to various restrictions and ceiling limitations) if made 
to qualified nonprofit charitable organizations. A cash 
basis taxpayer is entitled to a deduction solely in the year of 
payment. Accrual basis corporations may accrue contribu- 
tions at year-end if payment is properly authorized before 
the end of the year and payment is made within two and 
one-half months after the end of the year. § 170. 

Check-the-box Regulations. These Regulations enable taxpayers 
to classify the tax status of a business entity without regard to 
its corporate or noncorporate characteristics. An entity with 
more than one owner can elect to be classified either as a 
partnership or as a corporation. An entity with only one 
owner can elect to be classified as a sole proprietorship or as 
a corporation. These Regulations should simplify tax admin- 
istration and taxpayer compliance and reduce tax litigation. 

Child and dependent care expenses credit. A tax credit ranging 
from 20 percent to 35 percent of employment-+related 
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expenses (child and dependent care expenses) for amounts 
of up to $6,000 is available to individuals who are employed 
(or deemed to be employed) and maintain a household for 
a dependent child under age 13, disabled spouse, or dis- 
abled dependent. § 21. 

Child support payments. Payments for child support do not 
constitute alimony and are therefore not includible in gross 
income by the recipient or deductible as alimony by the 
payor. Generally, none of the amounts paid are regarded as 
child support unless the divorce decree or separation agree- 
ment specifically calls for child support payments, However, 
if the amount of the payment to the former spouse would 
be reduced upon the happening of a contingency related to 
a child (e.g., the child attains age 21 or dies), the amount of 
the future reduction in the payment will be deemed child 
support for post-1984 agreements and decrees. § 71(c). See 
also alimony and separate maintenance payments. 

Child tax credit. A tax credit based solely on the number of 
qualifying children under age 17. The maximum credit 
available is $1,000 per child through 2010. A qualifying child 
must be claimed as a dependent on a parent’s tax return in 
order to qualify for the credit. Taxpayers who qualify for the 
child tax credit may also qualify for a supplemental credit. 
The supplemental credit is treated as a component of the 
earned income credit and is therefore refundable. The 
credit is phased out for higher-income taxpayers. § 24. 

Circuit Court of Appeals. See Court of Appeals. 

Circulation expenditures. Expenditures of establishing or 
increasing the circulation of a periodical that may be either 
expensed or capitalized. If such expenses are expensed, an 
adjustment will occur for AMT purposes, since the expenses 
are deducted over a three-year period for AMT purposes. 
Over the three-year period, both positive and negative AMT 
adjustments will be produced. § 173. See also AMT adjustments. 

Citator. A tax research resource that presents the judicial his- 
tory of a court case and traces the subsequent references to 
the case. When these references include the citating case’s 
evaluations of the cited case’s precedents, the research can 
obtain some measure of the efficacy and reliability of the 
original holding. 

Claim of right doctrine. A judicially imposed doctrine applica- 
ble to both cash and accrual basis taxpayers that holds that 
an amount is includible in income upon actual or construc- 
tive receipt if the taxpayer has an unrestricted claim to the 
payment. For the tax treatment of amounts repaid when 
previously included in income under the claim of right doc- 
trine, see § 1341. 

Claims Court. One of three Federal trial courts that consider 
Federal tax controversies. Now known as the U.S. Court of 
Federal Claims, appeal from this court (formerly to the U.S. 
Supreme Court) now goes to the Court of Appeals for the 
Federal Circuit. See also trial court. 

Clear reflection of income. The IRS has the authority to rede- 
termine a taxpayer’s income using a method that clearly 
reflects income if the taxpayer’s method does not do so. 
§ 446(b). In addition, the IRS may apportion or allocate 
income among various related businesses if income is not 
“clearly reflected.” § 482. 

Closely held corporation. A corporation where the stock own- 
ership is not widely dispersed. Instead, a few shareholders 
are in control of corporate policy and are in a position to 
benefit personally from that policy. 


Collectibles. A special type of capital asset, the gain from which 
is taxed at a maximum rate of 28 percent if the holding pe- 
riod is more than one year. Examples include art, rugs, an- 
tiques, gems, metals, stamps, some coins and bullion, and 
alcoholic beverages held for investment. 

Community property. Louisiana, Texas, New Mexico, Arizona, 
California, Washington, Idaho, Nevada, and Wisconsin have 
community property systems. In Alaska, spouses can choose 
to have the community property rules apply. The rest of the 
states are classified as common law jurisdictions. The differ- 
ence between common law and community property systems 
centers around the property rights possessed by married per- 
sons. In a common law system, each spouse owns whatever 
he or she earns. Under a community property system, one- 
half of the earnings of each spouse is considered owned by 
the other spouse. Assume, for example, Alice and Jeff are 
husband and wife and their only income is the $50,000 an- 
nual salary Jeff receives. If they live in New York (a common 
law state), the $50,000 salary belongs to Jeff. If, however, they 
live in Texas (a community property state), the $50,000 salary 
is divided equally, in terms of ownership, between Jeff and 
Alice. See also separate property. 

Compensatory damages. Damages received or paid by the tax- 
payer can be classified as compensatory damages or as puni- 
tive damages. Compensatory damages are those paid to 
compensate one for harm caused by another. Compensatory 
damages are excludible from the recipient’s gross income. 
See also punitive damages. 

Completed contract method. A method of reporting gain or 
loss on certain long-term contracts. Under this method 
of accounting, gross income and expenses are recognized 
in the tax year in which the contract is completed. Reg. 
§ 1.451-3. Limitations exist on a taxpayer’s ability to use the 
completed contract method. § 460. See also long-term con- 
tract and percentage of completion method. 

Component depreciation. The process of dividing an asset 
(e.g., a building) into separate components or parts for the 
purpose of calculating depreciation. The advantage of 
dividing an asset into components is to use shorter depreci- 
ation lives for selected components under § 167. Generally, 
the same cost recovery period must be used for all the com- 
ponents of an asset under § 168. 

Condemnation. The taking of property by a public authority. 
The property is condemned as the result of legal action, 
and the owner is compensated by the public authority. The 
power to condemn property is known as the right of emi- 
nent domain. 

Conduit concept. An approach assumed by the tax law in the 
treatment of certain entities and their owners. Specific tax 
characteristics pass through the entity without losing their 
identity. For example, items of income and expense, capital 
gains and losses, tax credits, etc., realized by a partnership 
pass through the partnership (a conduit) and are subject to 
taxation at the partner level. Also, in an S corporation, cer- 
tain items pass through and are reported on the returns of 
the shareholders. 

Constructive dividends. In addition to dividends formally 
declared by the board of directors of a corporation (i.e., 
declaration date, record date, and payment date), a share- 
holder may receive a distribution that does not have the for- 
malities of a dividend but is treated as a dividend. Examples 
include salaries paid to shareholder-employees that are not 


reasonable and the shareholder use of corporate property 
for less than an arm’s length rate. 

Constructive ownership. See attribution. 

Constructive receipt. If income is unqualifiedly available, it will 
be subject to the income tax even though it is not physically 
in the taxpayer’s possession. An example is accrued interest 
on a savings account. Under the constructive receipt of 
income concept, the interest will be taxed to a depositor in 
the year it is available rather than the year actually with- 
drawn. The fact that the depositor uses the cash basis of 
accounting for tax purposes is irrelevant. See Reg. § 1.451-2. 

Consumer interest. Interest expense of the taxpayer of a per- 
sonal nature (not trade or business interest, investment 
interest, qualified residence interest, or passive activity 
interest) is not deductible. § 163(h). See also interest on 
student loans and qualified residence interest. 

Contributions to the capital of a corporation. See capital contri- 
butions. 

Convention expenses. Travel expenses incurred in attending a 
convention are deductible if the meetings are related to a 
taxpayer’s trade or business or job-related activities. If, how- 
ever, the convention trip is primarily for pleasure, no 
deduction is permitted for transportation expenses. Like- 
wise, if the expenses are for attending a convention related 
to the production of income (§ 212), no deduction is per- 
mitted. Specific limitations are provided for foreign conven- 
tion expenses. See § 274(n) for the limitations on the 
deductions for meals. § 274(h). 

Correspondence audit. An audit conducted by the IRS by mail. 
Typically, the IRS writes to the taxpayer requesting the verifi- 
cation of a particular deduction, exemption, or credit. The 
completion of a special form or the remittance of copies of 
records or other support is all that is requested of the tax- 
payer. To be distinguished from a field audit or an office audit. 

Cost depletion. Depletion that is calculated based on the 
adjusted basis of the asset. The adjusted basis is divided by 
the expected recoverable units to determine the depletion 
per unit. The depletion per unit is multiplied by the units 
sold during the tax year to calculate cost depletion. See also 
percentage depletion. 

Cost recovery allowance. The portion of the cost of an asset 
written off under ACRS (or MACRS), which replaced the 
depreciation system as a method for writing off the cost of 
an asset for most assets placed in service after 1980 (after 
1986 for MACRS). § 168. See also alternative depreciation 
system and fifty percent additional first-year depreciation. 

Cost recovery period. A period specified in the Code for writ- 
ing off the cost of an asset under ACRS or MACRS. 

Court of Appeals. Any of 13 Federal courts that consider tax 
matters appealed from the U.S. Tax Court, U.S. Court of 
Federal Claims, or a U.S. District Court. Appeal from a U.S. 
Court of Appeals is to the U.S. Supreme Court by Writ of 
Certiorari. See also appellate court. 

Court of Federal Claims. See Claims Court. 

Court of original jurisdiction. The Federal courts are divided 
into courts of original jurisdiction and appellate courts. A 
dispute between a taxpayer and the IRS is first considered 
by a court of original jurisdiction (i.e., a trial court). The 
four Federal courts of original jurisdiction are the U.S. Tax 
Court, U.S. District Court, the Court of Federal Claims, and 
the Small Cases Division of the U.S. Tax Court. See also 


Court of Appeals. 
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Coverdell Education Savings Account (CESA). A savings 
account established to pay for qualified education expenses 
(i.e., tuition, fees, books, supplies, related equipment, room 
and board if the student’s course load is at least one-half of the 
full-time course load). The maximum annual contribution to 
the savings account of a beneficiary is $2,000. The maximum 
annual contribution is subject to phaseout beginning at 
$95,000 for single taxpayers and $150,000 for married couples 
who file a joint return. Contributions are not deductible and 
cannot be made to a savings account once the beneficiary 
attains age 18. Distributions used to pay for qualified education 
expenses for a designated beneficiary are tax free. § 530. 

Credit for certain retirement plan contributions. A nonrefund- 
able credit is available based on eligible contributions of up to 
$2,000 to certain qualified retirement plans, such as traditional 
and Roth IRAs and § 401(k) plans, for taxable years beginning 
after 2001. The benefit provided by this credit is in addition to 
any deduction or exclusion that otherwise is available resulting 
from the qualifying contribution. The amount of the credit 
depends on the taxpayer’s AGI and filing status. § 25B. 

Credit for child and dependent care expenses. See child and de- 
pendent care expenses credit. 

Credit for employer-provided child care. A nonrefundable 
credit is available to employers who provide child care facili- 
ties to their employees during normal working hours. The 
credit, limited to $150,000, is comprised of two components. 
The portion of the credit for qualified child care expenses is 
equal to 25 percent of these expenses while the portion of 
the credit for qualified child care resource and referral ser- 
vices is equal to 10 percent of these expenses. Any qualifying 
expenses otherwise deductible by the taxpayer must be 
reduced by the amount of the credit. In addition, the tax- 
payer’s basis for any property used for qualifying purposes is 
reduced by the amount of the credit. § 45F. 

Credit for small employer pension plan startup costs. A nonre- 
fundable credit available to small businesses based on 
administrative costs associated with establishing and main- 
taining certain qualified plans. While such qualifying costs 
generally are deductible as ordinary and necessary business 
expenses, the availability of the credit is intended to lower 
the costs of starting a qualified retirement program, and 
therefore encourage qualifying businesses to establish 
retirement plans for their employees. The credit is available 
for eligible employers at the rate of 50 percent of qualified 
startup costs. The maximum credit is $500 (based on a maxi- 
mum $1,000 of qualifying expenses). § 45E. 

Crop insurance proceeds. The proceeds received when an 
insured crop is destroyed. Section 451(d) permits the farmer to 
defer reporting the income from the insurance proceeds until 
the tax year following the taxable year of the destruction. 

Crop method. A method of accounting for agricultural crops 
that are planted in one year but harvested in a subsequent 
year. Under this method, the costs of raising the crop are 
accumulated as inventory and are deducted when the 
income from the crop is realized. 


D 


Death benefit. A payment made by an employer to the benefi- 
ciary or beneficiaries of a deceased employee on account of 
the death of the employee. 
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Death tax. See estate tax. 

Declaration of estimated tax. A procedure whereby individuals 
and corporations are required to make quarterly install- 
ment payments of estimated tax. Individuals are required to 
make the declaration and file quarterly payments of the esti- 
mated tax if certain requirements are met. In 2007, a decla- 
ration is not required for an individual whose estimated tax 
is reasonably expected to be less than $1,000. 

Deduction for qualified tuition and related expenses. Tax- 
payers are allowed a deduction of up to $4,000 for higher 
education expenses. Certain taxpayers are not eligible for 
the deduction: those whose AGI exceeds a specified amount 
and those who can be claimed as a dependent by another 
taxpayer. These expenses are classified as a deduction for 
AGI and they need not be employment related. § 222. 

Deductions for adjusted gross income. See adjusted gross income. 

Deductions from adjusted gross income. See itemized deductions. 

Deferred compensation. Compensation that will be taxed 
when received or upon the removal of certain restrictions 
on receipt and not when earned. Contributions by an 
employer to a qualified pension or profit sharing plan on 
behalf of an employee are an example. The contributions 
will not be taxed to the employee until the funds are made 
available or distributed to the employee (e.g., upon retire- 
ment). See also qualified pension or profit sharing plan. 

Deficiency. Additional tax liability owed by a taxpayer and 
assessed by the IRS. See also statutory notice of deficiency. 

Defined benefit plan. Qualified plans can be dichotimized into 
defined benefit plans and defined contribution plans. 
Under a defined benefit plan, a formula defines the bene- 
fits employees are to receive. The formula usually includes 
years of service, employee compensation, and some stated 
percentage. The employer must make annual contributions 
based on actuarial computations that will be sufficient to 
pay the vested retirement benefits. See also defined contribu- 
tion plan and pension plan. 

Defined contribution plan. Qualified plans can be dichoti- 
mized into defined benefit plans and defined contribution 
plans. Under a defined contribution plan, a separate 
account is maintained for each covered employee. The 
employee’s benefits under the plan are based solely on 
(1) the amount contributed and (2) income from the fund 
that accrues to the employee’s account. The plan defines 
the amount the employer is required to contribute (e.g., a 
flat dollar amount, an amount based on a special formula, 
or an amount equal to a certain percentage of compensa- 
tion). See also defined benefit plan and pension plan. 

Defined contribution pension plan. See defined contribution plan.: 

De minimis fringe. Benefits provided to employees that are too 
insignificant to warrant the time and effort required to 
account for the benefits received by each employee and the 
value of those benefits. Such amounts are excludible from 
the employee’s gross income. § 132. 

Dependency exemption. See personal and dependency exemptions. 

Depletion. The process by which the cost or other basis of a nat- 
ural resource (e.g., an oil or gas interest) is recovered upon 
extraction and sale of the resource. The two ways to deter- 
mine the depletion allowance are the cost and percentage 
(or statutory) methods. Under the cost method, each unit of 
production sold is assigned a portion of the cost or other ba- 
sis of the interest. This is determined by dividing the cost or 
other basis by the total units expected to be recovered. 
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Under the percentage (or statutory) method, the tax law pro- 
vides a special percentage factor for different types of miner- 
als and other natural resources. This percentage is 
multiplied by the gross income from the interest to arrive at 
the depletion allowance. §§ 613 and 613A. 

Depreciation. The deduction of the cost or other basis of a tan- 
gible asset over the asset’s estimated useful life. § 167. For 
intangible assets, see amortization. For natural resources, see 
depletion. Also see estimated useful life. The depreciation sys- 
tem was replaced by ACRS for most assets placed in service 
after 1980 (by MACRS for most assets placed in service after 
1986) but still applies for assets placed in service before 
1981. See also recapture of depreciation. 

Determination letter. Upon the request of a taxpayer, a District 
Director will comment on the tax status of a completed 
transaction. Determination letters are most frequently used 
to clarify employee versus self-employed status, to deter- 
mine whether a pension or profit sharing plan qualifies 
under the Code, and to determine the tax-exempt status of 
certain nonprofit organizations. 

Direct charge-off method. See specific charge-off method. 

Disabled access credit. A tax credit designed to encourage 
small businesses to make their facilities more accessible to 
disabled individuals. The credit is equal to 50 percent of the 
eligible expenditures that exceed $250 but do not exceed 
$10,250. Thus, the maximum amount for the credit is 
$5,000. The adjusted basis for depreciation is reduced by 
the amount of the credit. To qualify, the facility must have 
been placed in service before November 6, 1990. § 44. See 
also general business credit. 

Disaster area loss. A casualty sustained in an area designated as 
a disaster area by the President of the United States. In such 
an event, the disaster loss may be treated as having occurred 
in the taxable year immediately preceding the year in 
which the disaster actually occurred. Thus, immediate tax 
benefits are provided to victims of a disaster. § 165(i). See also 
casualty loss. 

Dissent. To disagree with the majority. If, for example, Judge 
Brown disagrees with the result reached by Judges Charles 
and Davis (all of whom are members of the same court), 
Judge Brown could issue a dissenting opinion. 

District Court. A Federal District Court is a trial court for pur- 
poses of litigating (among others) Federal tax matters. It is 
the only trial court where a jury trial can be obtained. See 
also trial court. 

Dividends received deduction. A deduction allowed a share- 
holder that is a corporation for dividends received from a 
domestic corporation. The percentage applied in calculating 
the dividends received deduction varies according to the per- 
centage of stock ownership. If the stock ownership percentage 
is less than 20 percent, the percentage is 70 percent of the divi- 
dends received. If the stock ownership percentage is at least 
20 percent but less than 80 percent, the percentage is 80 per- 
cent. If the stock ownership percentage is at least 80 percent, 
the percentage is 100 percent. §§ 243-246A. 

Dollar value LIFO. An inventory technique that focuses on the 
dollars invested in the inventory rather than the particular 
items on hand each period. Each inventory item is assigned 
to a pool. A pool is a collection of similar items and is 
treated as a separate inventory. At the end of the 
period, each pool is valued in terms of prices at the time 
LIFO was adopted (base period prices), whether or not the 


particular items were actually on hand in the year LIFO was 
adopted, to compare with current prices to determine if 
there has been an increase or decrease in inventories. 

Domestic production activities deduction (DPAD). See also pro- 
duction activities deduction (PAD ))} 

Domestic production gross receipts (DPGR). A key compo- 
nent in computing the domestic production activities 
deduction (DPAD). Includes receipts from the sale and 
other disposition of qualified production property pro- 
duced in significant part within the U.S. DPGR is defined in 
§ 199(c)(4). See also production activities deduction (PAD). 


Es 


Earned income. Income from personal services as distin- 
guished from income generated by property. See §§ 32 and 
911 and the related Regulations. 

Earned income credit. A refundable tax credit designed to pro- 
vide assistance to certain low-income individuals. To receive 
the most beneficial treatment, the taxpayer must have quali- 
fying children. However, it is possible to qualify for the 
credit without having a child. To calculate the credit for a 
taxpayer with one or more children for 2009, a statutory rate 
of 34.0 percent for one child (40.0 percent for two or more 
children) is multiplied by the earned income (subject to a 
statutory maximum of $8,950 with one qualifying child or 
$12,570 with two or more qualifying children). Once the 
earned income exceeds certain thresholds, the credit is 
phased out using a 15.98 percent rate for one qualifying 
child and a 21.06 percent rate for two or more qualifying 
children. For the qualifying taxpayer without children, the 
credit is calculated on a maximum earned income of $5,970 
applying a 7.65 percent rate with the phaseout beginning at 
later applying the same rate. § 32. 

Earnings and profits. A tax concept peculiar to corporate tax- 
payers that measures economic capacity to make a distribu- 
tion to shareholders that is not a return of capital. Such a 
distribution will result in dividend income to the sharehold- 
ers to the extent of the corporation’s current and accumu- 
lated earnings and profits. 

Economic income. The change in the taxpayer’s net worth, as 
measured in terms of market values, plus the value of the 
assets the taxpayer consumed during the year. Because of 
the impracticality of this income model, it is not used for tax 
purposes. See also accounting income. 

Economic performance test. One of the requirements that 
must be satisfied in order for an accrual basis taxpayer to 
deduct an expense. The accrual basis taxpayer first must sat- 
isfy the all events test. That test is not deemed satisfied until 
economic performance occurs. This occurs when property 
or services are provided to the taxpayer or, in the case in 
which the taxpayer is required to provide property or ser- 
vices, whenever the property or services are actually provided 
by the taxpayer. See also all events test. 

Education expenses. Employees may deduct education 
expenses that are incurred either (1) to maintain or 
improve existing job-related skills or (2) to meet the express 
requirements of the employer or the requirements imposed 
by law to retain employment status. The expenses are not 
deductible if the education is required to meet the mini- 
mum educational standards for the taxpayer’s job or if the 
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education qualifies the individual for a new trade or busi- 
ness. Reg. § 1.1625. See also HOPE scholarship credit and life- 
time learning credit. 

Educational savings bends. U.S. Series EE bonds whose pro- 
ceeds are used for qualified higher educational expenses 
for the taxpayer, the taxpayer’s spouse, or a dependent. 
The interest may be excluded from gross income, provided 
the taxpayer’s adjusted gross income does not exceed cer- 
tain amounts. § 135. 

Efile. The electronic filing of a tax return. The filing is either 
direct or indirect. As to direct, the taxpayer goes online 
using a computer and tax return preparation software. Indi- 
rect filing occurs when a taxpayer utilizes an authorized 
IRS e-file provider. The provider often is the tax return 
preparer. 

Employee expenses. The deductions for adjusted gross income 
include reimbursed expenses and certain expenses of per- 
forming artists. All other employee expenses are deductible 
from AGI. § 62. See also trade or business expenses. 

Employment taxes. Employment taxes are those taxes that an 
employer must pay on account of its employees. Employ- 
ment taxes include FICA (Federal Insurance Contributions 
Act) and FUTA (Federal Unemployment Tax Act) taxes. 
Employment taxes are paid to the IRS in addition to income 
tax withholdings at specified intervals. Such taxes can be lev- 
ied on the employees, the employer, or both. See also FICA 
tax and FUTA tax. 

Entertainment expenses. These expenses are deductible only if 
they are directly related to or associated with a trade or busi- 
ness. Various restrictions and documentation requirements 
have been imposed upon the deductibility of entertainment 
expenses to prevent abuses by taxpayers. See, for example, 
the provision contained in § 274(n) that disallows 50 per- 
cent of entertainment expenses. § 274. 

Estate tax. A tax imposed on the right to transfer property by 
reason of death. Thus, an estate tax is levied on the dece- 
dent’s estate and not on the heir receiving the property. 
§§ 2001 and 2002. See also inheritance tax. 

Estimated tax. The amount of tax (including alternative mini- 
mum tax and self-employment tax) an individual expects to 
owe for the year after subtracting tax credits and income tax 
withheld. The estimated tax must be paid in installments at 
designated intervals (e.g. for the individual taxpayer, by 
April 15, June 15, September 15, and January 15 of the fol- 
lowing year). 

Estimated useful life. The period over which an asset will be 
used by a particular taxpayer. Although the period cannot be 
longer than the estimated physical life of an asset, it could 
be shorter if the taxpayer does not intend to keep the asset 
until it wears out. Assets such as goodwill do not have an esti- 
mated useful life. The estimated useful life of an asset is 
essential to measuring the annual tax deduction for deprecia- 
tion and amortization. An asset subject to ACRS or MACRS is 
written off over a specified cost recovery period rather than 
over its estimated useful life. In addition, most intangibles are 
now amortized over a 15-year statutory period. 

Excise tax. A tax on the manufacture, sale, or use of goods or 
on the carrying on of an occupation or activity. Also, a tax 
on the transfer of property. Thus, the Federal estate and gift 
taxes are, theoretically, excise taxes. 

Extraordinary personal services. These are services provided 
by individuals where the customers’ use of the property is 
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incidental to their receipt of the services. For example, a 
patient’s use of a hospital bed is incidental to his or her 
receipt of medical services. This is one of the six exceptions 
to determine whether an activity is a passive rental activity. 
§ 469. 


F 


Fair market value. The amount at which property would 
change hands between a willing buyer and a willing seller, 
neither being under any compulsion to buy or sell and both 
having reasonable knowledge of the relevant facts. Reg. 
§§ 1.1001-1(a) and 20.2031-1(b). 

Farm price method. A method of accounting for agricultural 
crops. The inventory of crops is valued at its market price 
less the estimated cost of disposition (e.g., freight and sell- 
ing expense.) 

Federal district court. See district court. 

FICA tax. An abbreviation for Federal Insurance Contributions 
Act, commonly referred to as the Social Security tax. The 
FICA tax is comprised of the Social Security tax (old age, 
survivors, and disability insurance) and the Medicare tax 
(hospital insurance) and is imposed on both employers and 
employees. The employer is responsible for withholding 
from the employee’s wages the Social Security tax at a rate 
of 6.2 percent on a maximum wage base of $106,800 (for 
2009) and the Medicare tax at a rate of 1.45 percent (no max- 
imum wage base). The employer is required to match the 
employee’s contribution. See also employment taxes. 

Field audit. An audit by the IRS conducted on the business 
premises of the taxpayer or in the office of the tax practi- 
tioner representing the taxpayer. To be distinguished from 
a correspondence audit or an office audit. 

Fifty percent additional first-year depreciation. This provision, 
which was effective for property acquired after December 
31, 2007 and placed in service before January 1, 2009, pro- 
vided for an additional cost recovery deduction of 50 per- 
cent in the tax year the qualified property is placed in 
service. Qualified property included most types of new prop- 
erty other than buildings. The taxpayer could elect to forgo 
this bonus depreciation. See also cost recovery allowance. 

Finalized Regulation. See regulations. 

First-in, first-out (FIFO). An accounting method for determin- 
ing the cost of inventories. Under this method, the 
inventory on hand is deemed to be the sum of the cost of the 
most recently acquired units. See also last-in, first-out (LIFO). 

Fiscal year. A fiscal year is a 12-month period ending on the last 
day of a month other than December. In certain circum- 
stances, a taxpayer is permitted to elect a fiscal year instead 
of being required to use a calendar year. See also accounting 
period and taxable year. 

Flat tax. In its pure form, it would replace the graduated 
income tax rates with a single rate (e.g., 17 percent). All 
deductions are eliminated, and a large personal exemption 
is allowed to remove low-income and many middle-income 
taxpayers from the application of the tax. 

Flexible spending plan. An employee benefit plan that allows 
the employee to take a reduction in salary in exchange for 
the employer paying benefits that can be provided by the 
employer without the employee being required to recog- 
nize income (e.g., medical and child care benefits). 


Foreign earned income exclusion. The foreign earned income 
exclusion is a relief provision that applies to U.S. citizens 
working in a foreign country. To qualify for the exclusion, 
the taxpayer must be either a bona fide resident of the for- 
eign country or present in the country for 330 days during 
any 12 consecutive months. The exclusion is limited to 
$91,400 per year for 2009 ($87,600 in 2008). § 911. 

Foreign tax credit or deduction. Both individual taxpayers and 
corporations may claim a foreign tax credit on income 
earned and subject to tax in a foreign country or U.S. pos- 
session. As an alternative to the credit, a deduction may be 
taken for the foreign taxes paid. §§ 27, 164, and 901-905. 

Franchise. An agreement that gives the transferee the right to 
distribute, sell, or provide goods, services, or facilities within 
a specified area. The cost of obtaining a franchise may be 
amortized over a statutory period of 15 years. In general, 
the franchisor’s gain on the sale of franchise rights is an or- 
dinary gain because the franchisor retains a significant 
power, right, or continuing interest in the subject of the 
franchise. §§ 197 and 1253. 

Franchise tax. A tax levied on the right to do business in a state 
as a corporation. Although income considerations may 
come into play, the tax usually is based on the capitalization 
of the corporation. 

Fringe benefits. Compensation or other benefits received by 
an employee that are not in the form of cash. Some fringe 
benefits (e.g., accident and health plans, group term life in- 
surance) may be excluded from the employee’s gross 
income and therefore are not subject to the Federal income 
tax. 

Fruit and tree metaphor. The courts have held that an individ- 
ual who earns income from property or services cannot 
assign that income to another. For example, a father cannot 
assign his earnings from commissions to his child and 
escape income tax on those amounts. 

F.3d. An abbreviation for the Third Series of the Federal Reporter, 
the official series where decisions of the U.S. Claims Court 
(before October 1982) and the U.S. Courts of Appeals are 
published. 

F.Supp. The abbreviation for the Federal Supplement, the official 
series where the reported decisions of the U.S. District 
Courts are published. 

FUTA tax. An employment tax levied on employers. Jointly 
administered by the Federal and state governments, the tax 
provides funding for unemployment benefits. FUTA applies 
at a rate of 6.2 percent on the first $7,000 of covered wages 
paid during the year for each employee. The Federal govern- 
ment allows a credit for FUTA paid (or allowed under a 
merit rating system) to the state. The credit cannot exceed 
5.4 percent of the covered wages. See also employment taxes. 


G 


General business credit. The summation of various non- 
refundable business credits, including the tax credit for 
rehabilitation expenditures, business energy credit, work 
opportunity credit, research activities credit, low-income 
housing credit, and disabled access credit. The amount of 
general business credit that can be used to reduce the tax 
liability is limited to the taxpayer’s net income tax reduced by 
the greater of (1) the tentative minimum tax or (2) 25 percent 


of the net regular tax liability that exceeds $25,000. Unused 
general business credits can be carried back 1 year and for- 
ward 20 years. 

Gift A transfer of property for less than adequate considera- 
tion. Gifts usually occur in a personal setting (such as 
between members of the same family). Gifts are excluded 
from the income tax but may be subject to the gift tax. 

Gift tax. A tax imposed on the transfer of property by gift. The 
tax is imposed upon the donor of a gift and is based upon 
the fair market value of the property on the date of the gift. 
§§ 2501-2524. 

Golden parachute payment. A severance payment to employees 
that meets the following requirements: (1) the payment is con- 
tingent on a change of ownership of a corporation through a 
stock or asset acquisition and (2) the aggregate present value 
of the payment equals or exceeds three times the employee’s 
average annual compensation. To the extent the severance 
payment meets these conditions, a deduction is disallowed to 
the employer for the excess of the payment over a statutory 
base amount (a five-year average of compensation if the tax- 
payer was an employee for the entire five-year period). In 
addition, a 20 percent excise tax is imposed on the employee 
who receives the excess severance pay. §§ 280G and 4999. 

Goodwill. The ability of a business to generate income in excess 
of a normal rate on assets due to superior managerial skills, 
market position, new product technology, etc. In the pur- 
chase of a business, goodwill represents the difference 
between the purchase price and the fair market value of the 
net assets acquired. Goodwill is an intangible asset that pos- 
sesses an indefinite life. However, since acquired goodwill is 
a § 197 intangible asset, it is amortized over a 15-year statutory 
period. Self-created goodwill cannot be amortized. Reg. 
§ 1.167(a)—3. See also amortization. 

Government bonds issued at a discount. Certain U.S. govern- 
ment bonds (Series EE) are issued at a discount and do not 
pay interest during the life of the bonds. Instead, the bonds 
are redeemable at increasing fixed amounts. Thus, the differ- 
ence between the purchase price and the amount received 
upon redemption represents interest income to the holder. A 
cash basis taxpayer may defer recognition of gross income 
until the bonds are redeemed. For Series EE savings bonds 
issued after 1989, the interest otherwise taxable at redemp- 
tion can be excluded if the bonds are qualified educational 
savings bonds. As an alternative to deferring recognition of 
gross income until the bonds are redeemed, the taxpayer 
may elect to include in gross income on an annual basis the 
annual increase in the value of the bonds. § 454. 

Gross income. Income subject to the Federal income tax. Gross 
income does not include income for which the Code per- 
mits exclusion treatment (e.g., interest on municipal 
bonds). For a manufacturing or merchandising business, 
gross income means gross profit (gross sales Or gross 
receipts less cost of goods sold). § 61 and Reg. § 1.61-3(a). 

Group term life insurance. Life insurance coverage permitted 
by an employer for a group of employees. Such insurance is 
renewable on a year-to-year basis and does not accumulate 
in value (i.e., no cash surrender value is built up). The pre- 
miums paid by the employer on the insurance are not taxed 
to an employee on coverage of up to $50,000 per person. 
§ 79 and Reg. § 1.79-I(a). . 

Guaranteed payments. Payments made by a partnership to one 
of its partners for services rendered or for the use of capital, 
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to the extent the payments are determined without regard 
to the income of the partnership. Such payments generally 
are deductible by the partnership as a business expense and 
are reported as ordinary income by the recipient partner. 


§ 707(c). 


H 


Half-year convention. The half-year convention is a cost recoy- 
ery convention that assumes all property is placed in service 
at mid-year and thus provides for a half-year’s cost recovery 
for that year. 

Head of household. An unmarried individual who maintains a 
household for another and satisfies certain conditions set 
forth in § 2(b). Such status enables the taxpayer to use a set 
of income tax rates [see § 1(b)] that are lower than those ap- — 
plicable to other unmarried individuals [§ 1(c)] but higher 
than those applicable to surviving spouses and married per- 
sons filing a joint return [§ 1(a)]. See also tax rate schedules. 

Health savings account. A medical savings account created in 
legislation enacted in December 2003 that is designed to 
replace and expand Archer Medical Savings Accounts. See 
also medical savings account. 

Highly compensated employee. The employee group is gener- 
ally divided into two categories for fringe benefit (includ- 
ing pension and profit sharing plans) purposes. These are 
(1) highly compensated employees and (2) non-highly 
compensated employees. For most fringe benefits, if the 
fringe benefit plan discriminates in favor of highly compen- 
sated employees, it will not be a qualified plan with respect, 
at a minimum, to the highly compensated employees. 

Hobby loss. A nondeductible loss arising from a personal 
hobby as contrasted with an activity engaged in for profit. 
Generally, the law provides a rebuttable presumption that 
an activity is engaged in for profit if profits are earned 
during any three or more years during a five-year period. 
§ 183. See also vacation home. 

Holding period. The period of time property has been held for 
income tax purposes. The holding period is crucial in deter- 
mining whether gain or loss from the sale or exchange of a 
capital asset is long term or short term. § 1223. See also capi- 
tal gain or loss holding period. 

Home equity loans. Loans that utilize the personal residence of 
the taxpayer as security. The interest on such loans is 
deductible as qualified residence interest. However, interest is 
deductible only on the portion of the loan that does not 
exceed the lesser of (1) the fair market value of the 
residence, reduced by the acquisition indebtedness, or 
(2) $100,000 ($50,000 for married persons filing separate 
returns). A major benefit of a home equity loan is that there 
are no tracing rules regarding the use of the loan proceeds. 
§ 163(h)(3). 

Home office expenses. See office-in-the-home expenses. 

HOPE scholarship credit. A tax credit for qualifying expenses 
paid for the first two years of postsecondary education. 
Room, board, and book costs are ineligible for the credit. 
The maximum credit available is $1,800 per year per stu- 
dent, computed as 100 percent of the first $1,200 of qualify- 
ing expenses, plus 50 percent of the second $1,200 of 
qualifying expenses. Eligible students include the taxpayer, 
taxpayer’s spouse, and taxpayer’s dependents. To qualify 
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for the credit, a student must take at least one-half the full- 
time course load for at least one academic term at a qualify- 
ing educational institution. The credit is phased out for 
higher-income taxpayers. § 25A. 

H.R 10 (Keogh) plan. See self-employment retirement plan. 

Hybrid method. A combination of the accrual and cash meth- 
ods of accounting. That is, the taxpayer may account for 
some items of income on the accrual method (e.g., sales 
and cost of goods sold) and other items (e.g., interest 
income) on the cash method. 


I 


Imputed interest. For certain long-term sales of property, the 
IRS can convert some of the gain from the sale into interest 
income if the contract does not provide for a minimum rate 
of interest to be paid by the purchaser. The application of 
this procedure has the effect of forcing the seller to recog- 
nize less long-term capital gain and more ordinary income 
(interest income). §§ 483 and 1274 and the Regulations 
thereunder. In addition, interest income and interest 
expense are imputed (deemed to exist) on interest-free or 
below-market rate loans between certain related parties. 
§ 7872. See also interest-free loans. 

Incentive stock option (ISO). A type of stock option that 
receives favorable tax treatment. If various qualification 
requirements can be satisfied, there are no recognition tax 
consequences when the stock option is granted. However, 
the spread (the excess of the fair market value at the date of 
exercise over the option price) is a tax preference item for 
purposes of the alternative minimum tax. The gain on dis- 
position of the stock resulting from the exercise of the stock 
option will be classified as long-term capital gain if certain 
holding period requirements are met (the employee must 
not dispose of the stock within two years after the option is 
granted or within one year after acquiring the stock). § 422. 
See also nonqualified stock option (NQSO). 

Income. For tax purposes, an increase in wealth that has been 
realized. 

Independent contractor. A self-employed person as distin- 
guished from one who is employed as an employee. 

Individual retirement account (IRA). A type of retirement plan 
to which an individual with earned income could contribute 
a maximum of $3,000 ($3,000 each in the case of a married 
couple with a spousal IRA) per tax year for 2002-2004. The 
maximum amount increased to $4,000 in 2005 and to 
$5,000 in 2008. The amount remains at $5,000 for 2009. 
IRAs can be classified as traditional IRAs or Roth IRAs. With 
a traditional IRA, an individual can contribute and deduct a 
maximum of $5,000 per tax year in 2009. The deduction is a 
deduction for AGI. However, if the individual is an active 
participant in another qualified retirement plan, the deduc- 
tion is phased out proportionally between certain AGI 
ranges (note that the phase-out limits the amount of the 
deduction and not the amount of the contribution). With a 
Roth IRA, an individual can contribute a maximum of 
$5,000 per tax year in 2009. No deduction is permitted. 
However, if a five-year holding period requirement is satis- 
fied and if the distribution is a qualified distribution, the 
taxpayer can make tax-free withdrawals from a Roth IRA. 
The maximum annual contribution is phased out propor- 


tionally between certain AGI ranges. §§ 219 and 408A. See 
also simplified employee pension plan. 

Inheritance tax. An excise tax levied on the heir based on the 
value of property received from a decedent. See also estate tax. 

Installment method. A method of accounting enabling a tax- 
payer to spread the recognition of gain on the sale of prop- 
erty over the payout period. Under this procedure, the 
seller computes the gross profit percentage from the sale 
(the gain divided by the contract price) and applies it to 
each payment received to arrive at the gain to be recog- 
nized. §§ 453 and 453A. 

Intangible drilling and development costs (IDC). Taxpayers 
may elect to expense or capitalize (subject to amortization) 
intangible drilling and development costs. However, ordi- 
nary income recapture provisions apply to oil and gas prop- 
erties on a sale or other disposition if the expense method is 
elected. §§ 263(c) and 1254(a). 

Interest-free loans. Bona fide loans that carry no interest (or a 
below-market rate). If made in a nonbusiness setting, the 
imputed interest element is treated as a gift from the lender 
to the borrower. If made by a corporation to a shareholder, 
a constructive dividend could result. In either event, the 
lender may recognize interest income, and the borrower 
may be able to deduct interest expense. § 7872. 

Interest on student loans. A limited ability exists to deduct 
interest on student loans used to pay qualified higher edu- 
cation expenses (i.e., tuition, fees, books, supplies, room 
and board). The ceiling on the deduction is $2,500. The 
deduction is a deduction for AGI. § 221. See also conswmer 
interest. 

Interpretive Regulation. A Regulation issued by the Treasury 
Department that purports to explain the meaning of a par- 
ticular Code Section. An interpretive Regulation is given 
less deference than a legislative Regulation. See also legisla- 
tive regulation and procedural regulation. § '7805. 

Investigation of a new business. Expenditures incurred in the 
evaluation of prospective business activities by taxpayers 
who are not engaged in a trade or business (to acquire an 
existing business or enter into a new trade or business). If 
the expenditures are general, it is the position of the IRS 
that no deduction is permitted even if the investigation is 
abandoned because the taxpayer is not engaged in a trade 
or business. The courts, however, have permitted a loss 
deduction providing the expenditures were specific. 

Investment income. Gross income from interest, dividends, 
annuities, and royalties not derived in the ordinary course 
of a trade or business. Net capital gain attributable to the 
disposition of property producing these types of income 
and qualified dividend income normally are not included 
in investment income. However, a taxpayer may elect to 
include the capital gains as investment income if the net 
capital gain qualifying for the alternative tax is reduced by an 
equivalent amount. A similar election can be made for 
qualified dividends. See also investment interest. 

Investment indebtedness. If funds are borrowed by non- 
corporate taxpayers for the purpose of purchasing or con- 
tinuing to hold investment property, some portion of the 
interest expense deduction may be disallowed. The interest 
deduction is generally limited to net investment income. 
Amounts that are disallowed may be carried forward and 


treated as investment interest of the succeeding year. 
§ 163(d). 


Investment interest. Payment for the use of funds used to 
acquire assets that produce investment income. The deduc- 
tion for investment interest is limited to net investment income 
for the tax year. Seé also investment income. 

Investment tax credit (ITC). A tax credit that usually was equal 
to 10 percent (unless a reduced credit was elected) of the 
qualified investment in tangible personalty used in a trade or 
business. If the tangible personalty had a recovery period of 
five years or more, the full cost of the property qualified for 
the credit. Only 60 percent of cost qualified for property with 
a recovery period of three years. However, the regular invest- 
ment tax credit was repealed by TRA of 1986 for property 
placed in service after December 31, 1985. §§ 46-48. See also 
general business credit and recapture of investment tax credit. 

Involuntary conversion. The loss or destruction of property 
through theft, casualty, or condemnation. Any gain realized 
on an involuntary conversion can, at the taxpayer’s election, 
be postponed (deferred) for Federal income tax purposes 
if the owner reinvests the proceeds within a prescribed pe- 
riod of time in property that is similar or related in service 
or use. § 1033. See also nontaxable exchange. 

IRA. See individual retirement account. 

Itemized deductions. Certain personal expenditures allowed by 
the Code as deductions from adjusted gross income. Exam- 
ples include certain medical expenses, interest on home 
mortgages, state income taxes, and charitable contributions. 
Itemized deductions are reported on Schedule A of Form 
1040. Certain miscellaneous itemized deductions are 
reduced by 2 percent of the taxpayer’s adjusted gross 
income. In addition, a taxpayer whose adjusted gross income 
exceeds $100,000 ($50,000 for married filing separately) must 
reduce the itemized deductions by 3 percent of the excess of 
adjusted gross income over $100,000. For 2009, the indexed 
amount for the $100,000 is $166,800, and the indexed amount 
for the $50,000 is $83,400. Medical, casualty and theft, and 
investment interest deductions are not subject to the 3 per- 
cent reduction. The 3 percent reduction may not reduce 
itemized deductions that are subject to the reduction to below 
20 percent of their initial amount. Beginning in 2006, this 
reduction is subject to partial phaseout. For 2009, two-thirds of 
the reduction is phased out. §§ 63(d), 67, and 68. 


K 


Keogh plan. See self-employment retirement plan. 

Kiddie tax. To reduce the tax savings that result from shifting 
income from parents to children, the net unearned income 
of a child under age 19 (or under age 24 if a full-time stu- 
dent) is taxed at the marginal tax rate of the parent(s). For 
the provision to apply, the child must have at least one living 
parent and unearned income of more than $1,900 for the 
tax year. § 1(g). See also unearned income. 


L 


Last-in, first-out (LIFO). An accounting method for valuing 
inventories for tax purposes. Under this method, it is 
assumed that the inventory on hand is valued at the cost of 
the earliest acquired units. § 472 and the related Regula- 


tions. See also first-in, first-out (FIFO). 
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Least aggregate deferral method. An algorithm set forth in the 
Regulations to determine the tax year for a partnership with 
partners whose tax years differ. The tax year that produces 
the least aggregate deferral of income for the partners is 
selected. 

Legislative Regulation. Some Code Sections give the Secretary 
of the Treasury or his delegate the authority to prescribe 
Regulations to carry out the details of administration or to 
otherwise complete the operating rules. Regulations issued 
pursuant to this type of authority truly possess the force and 
effect of law. In effect, Congress is almost delegating its leg- 
islative powers to the Treasury Department. See also interpre- 
tive regulation and procedural regulation. 

Lessee. One who rents property from another. In the case of 
real estate, the lessee is also known as the tenant. 

Lessor. One who rents property to another. In the case of real 
estate, the lessor is also known as the landlord. 

Letter rulings. Issued upon a taxpayer’s request, by the 
National Office of the IRS, they describe how the IRS will 
treat a proposed transaction for tax purposes. They apply 
only to the taxpayer who asks for and obtains the ruling, but 
post-1984 rulings may be substantial authority for purposes 
of avoiding the accuracy-related penalties. The IRS limits 
the issuance of letter rulings to restricted, preannounced 
areas of taxation. 

Life insurance proceeds. Generally, life insurance proceeds 
paid to a beneficiary upon the death of the insured are 
exempt from Federal income tax. An exception is provided 
when a life insurance contract has been transferred for valu- 
able consideration to another individual who assumes own- 
ership rights. In that case, the proceeds are income to the 
assignee to the extent that the proceeds exceed the amount 
paid for the policy plus any subsequent premiums paid. In- 
surance proceeds may be subject to the Federal estate tax if 
the decedent retained any incidents of ownership in the 
policy before death or if the proceeds are payable to the 
decedent’s estate. §§ 101 and 2042. 

Lifetime learning credit. A tax credit for qualifying expenses 
for taxpayers pursuing education beyond the first two years 
of postsecondary education. Individuals who are complet- 
ing their last two years of undergraduate studies, pursuing 
graduate or professional degrees, or otherwise seeking new 
job skills or maintaining existing job skills are all eligible for 
the credit. Eligible individuals include the taxpayer, tax- 
payer’s spouse, and taxpayer’s dependents. The maximum 
credit is 20 percent of the first $10,000 of qualifying 
expenses and is computed per taxpayer. The credit is 
phased out for higher-income taxpayers. § 25A. 

Like-kind exchange. An exchange of property held for pro- 
ductive use in a trade or business or for investment (except 
inventory, stocks and bonds, and partnership interests) for 
other investment or trade or business property. Unless 
non-like-kind property is received (boot), the exchange 
will be nontaxable. § 1031. See also boot and nontaxable 
exchange. 

Limited expensing. See Section 179 expensing. 

Limited liability company. An organization that combines the 
corporate characteristic of limited liability with treatment as 
a partnership for Federal income tax purposes. 

Liquidating distribution. A distribution of assets by a corpora- 
tion associated with the termination of the business. See 
also liquidation of a corporation. 
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Liquidation of a corporation. In a complete or partial liquida- 
tion of a corporation, amounts received by the shareholders 
in exchange for their stock are usually treated as a sale or 
exchange of the stock resulting in capital gain or loss treat- 
ment. § 331. Special rules apply to the liquidation of a sub- 
sidiary under § 332. Generally, a liquidation is a taxable 
event to the corporation. § 336. Special rules apply to a par- 
ent corporation that is liquidating a subsidiary. § 337. 

Listed property. The term listed property includes (1) any pas- 
senger automobile, (2) any other property used as a means 
of transportation, (3) any property of a type generally used 
for purposes of entertainment, recreation, or amusement, 
(4) any computer or peripheral equipment (with an excep- 
tion for exclusive business use), (5) any cellular telephone 
(or other similar telecommunications equipment), and (6) any 
other property of a type specified in the Regulations. If 
listed property is predominantly used for business, the tax- 
payer is allowed to use the statutory percentage method of 
cost recovery. Otherwise, the straightline cost recovery 
method must be used. § 280F. 

Long-term care insurance. Insurance that helps pay the cost of 
care when the insured is unable to care for himself or her- 
self. Such insurance is generally thought of as insurance 
against the cost of an aged person entering a nursing home. 
The employer can provide the insurance, and the premi- 
ums may be excluded from the employee’s gross income. 
§ 7702B. 

Long-term contract. A building, installation, construction, or 
manufacturing contract that is entered into but not com- 
pleted within the same tax year. A manufacturing contract 
is a long-term contract only if the contract is to manufacture 
(1) a unique item not normally carried in finished goods in- 
ventory or (2) items that normally require more than 12 cal- 
endar months to complete. The two available methods to 
account for long-term contracts are the percentage of com- 
pletion method and the completed contract method. The 
completed contract method can be used only in limited cir- 
cumstances. § 460. See also completed contract method and 
percentage of completion method. 

Long-term nonpersonal use capital assets. Includes investment 
property with a long-term holding period. Such property 
disposed of by casualty or theft may receive § 1231 treat- 
ment. See also Section 1231 gains and losses. 

Lower of cost or market. An elective inventory method, 
whereby the taxpayer may value inventories at the lower of 
the taxpayer’s actual cost or the current replacement cost 
of the goods. This method cannot be used in conjunction 
with the LIFO inventory method. 

Low-income housing. Low-income housing is rental housing 
that is a dwelling unit for low- or moderate-income individu- 
als or families. Beneficial tax treatment is in the form of the 
low-income housing credit. § 42. See also accelerated cost 
recovery system (ACRS). 

Low-income housing credit. Beneficial treatment to owners of 
low-income housing is provided in the form of a tax credit. 
The calculated credit is claimed in the year the building is 
placed in service and in the following nine years. § 42. See 
also general business credit. 

Lump-sum distribution. Payment of the entire amount due at 
one time rather than in installments. Such distributions 
often occur from qualified pension or profit sharing plans 
upon the retirement or death of a covered employee. The 


recipient of a lump-sum distribution may recognize both 
long-term capital gain and ordinary income upon the 
receipt of the distribution. The ordinary income portion 
may be subject to a special 10-year income averaging provi- 
sion. § 402(e). 


M 


MACRS. See accelerated cost recovery system (ACRS). 

Majority interest partners. Partners who have more than a 
50 percent interest in partnership profits and capital, count- 
ing only those partners who have the same taxable year, are 
referred to as majority interest partners. The term is of sig- 
nificance in determining the appropriate taxable year of a 
partnership. § 706(b). See also accounting period and principal 
partner. 

Marital deduction. A deduction allowed upon the transfer of 
property from one spouse to another. The deduction is 
allowed under the Federal gift tax for lifetime (inter vivos) 
transfers or under the Federal estate tax for death (testa- 
mentary) transfers. §§ 2056 and 2523. 

Marriage penalty. The additional tax liability that results for a 
married couple compared with what their tax liability would 
be if they were not married and filed separate returns. 

Material participation. If an individual taxpayer materially par- 
ticipates in a nonrental trade or business activity, any loss 
from that activity is treated as an active loss that can be offset 
against active income. Material participation is achieved by 
meeting any one of seven tests provided in the Regulations. 
§ 469(h). 

Medical expenses. Medical expenses of an individual, spouse, 
and dependents are allowed as an itemized deduction to 
the extent that such amounts (less insurance reimburse- 
ments) exceed 7.5 percent of adjusted gross income. § 213. 

Medical savings account. A plan available to employees of small 
firms (50 or fewer employees) with high-deductible health 
insurance. The employee can place money in the fund and 
then deduct the contributions (within limits) from gross 
income. If the employer contributes to the fund, the em- 
ployee can exclude the contribution from gross income. 
Income earned from the fund and withdrawals for medical 
care are not subject to tax. §§ 106(b) and 220. 

Mid-month convention. A cost recovery convention that 
assumes property is placed in service in the middle of the 
month that it is actually placed in service. 

Mid-quarter convention. A cost recovery convention that 
assumes property placed in service during the year is placed 
in service at the middle of the quarter in which it is actually 
placed in service. The mid-quarter convention applies if 
more than 40 percent of the value of property (other than 
eligible real estate) is placed in service during the last quar- 
ter of the year. 

Miscellaneous itemized deductions. A special category of item- 
ized deductions that includes such expenses as professional 
dues, tax return preparation fees, job-hunting costs, unre- 
imbursed employee business expenses, and certain invest- 
ment expenses. Such expenses are deductible only to the 
extent they exceed 2 percent of adjusted gross income. 
§ 67. See also itemized deductions. 

Mitigation of the annual accounting period concept. Various 
tax provisions that provide relief from the effect of the 


finality of the annual accounting period concept. For exam- 
ple, the net operating loss provisions provide relief to a tax- 
payer whose business profits and losses for different taxable 
years fluctuate. See also accounting period. 

Modified accelerated cost recovery system (MACRS). See accel- 
erated cost recovery system (ACRS). 

Modified adjusted gross income. A key determinant in com- 
puting the domestic production activities deduction 
(DPAD). The deduction is limited to a percentage of the 
lesser of qualified production activities income (QPAI) or 
modified adjusted gross income. Aside from limited 
changes required by § 199(d)(2)(A), modified adjusted gross 
income is AGI as usually determined but without any 
domestic production activities deduction (DPAD). See also 
production activities deduction (PAD). 

Moving expenses. A deduction for AGI is permitted to employ- 
ees and self-employed individuals provided certain tests are 
met. The taxpayer’s new job must be at least 50 miles farther 
from the old residence than the old residence was from the 
former place of work. In addition, an employee must be 
employed on a full-time basis at the new location for 39 weeks 
in the 12-month period following the move. Deductible mov- 
ing expenses include the cost of moving the household and 
personal effects, transportation, and lodging expenses during 
the move. The cost of meals during the move are not deduct- 
ible. Qualified moving expenses that are paid (or reimbursed) 
by the employer can be excluded from the employee’s gross 
income. In this case, the related deduction by the employee is 
not permitted. §§ 62(a)(15), 132(a)(6), and 217. 

Multiple support agreement. To qualify for a dependency 
exemption, the support test must be satisfied. This requires 
that over 50 percent of the support of the potential depen- 
dent be provided by the taxpayer. Where no one person 
provides more than 50 percent of the support, a multiple 
support agreement enables a taxpayer to still qualify for the 
dependency exemption. Any person who contributed more 
than 10 percent of the support is entitled to claim the 
exemption if each person in the group who contributed 
more than 10 percent files a written consent (Form 2120). 
Each person who is a party to the multiple support agree- 
ment must meet all the other requirements for claiming the 
dependency exemption. § 152(c). See also personal and de- 
pendency exemptions. 


N 


National sales tax. Intended as a replacement for the current 
Federal income tax. Unlike a value added tax (VAT), which 
is levied on the manufacturer, it would be imposed on the 
consumer upon the final sale of goods and services. To keep 
the tax from being regressive, low-income taxpayers would 
be granted some kind of credit or exemption. 

Necessary. Appropriate and helpful in furthering the tax- 
payer’s business or income-producing activity. §§ 162(a) 
and 212. See also ordinary. 

Net capital gain. The excess of the net long-term capital gain 
for the tax year over the net short-term capital loss. The net 
capital gain of an individual taxpayer is eligible for the alter- 
native tax. § 1222(11). See also alternatwe tax. 

Net capital loss. The excess of the losses from sales or 


exchanges of capital assets over the gains from sales or 


Appendix C Glossary C-15 


exchanges of such assets. Up to $3,000 per year of the net 
capital loss may be deductible by noncorporate taxpayers 
against ordinary income. The excess net capital loss carries 
over to future tax years. For corporate taxpayers, the net 
capital loss cannot be offset against ordinary income, but it 
can be carried back three years and forward five years to off- 
set net capital gains. §§ 1211, 1212, and 1221(10). 

Net investment income. The excess of investment income over 
investment expenses. Investment expenses are those 
deductible expenses directly connected with the production 
of investment income. Investment expenses do not include 
investment interest. The deduction for investment interest for 
the tax year is limited to net investment income. § 163(d). 

Net operating loss. To mitigate the effect of the annual 
accounting period concept, § 172 allows taxpayers to use an 
excess loss of one year as a deduction for certain past or 
future years. In this regard, a carryback period of 2 years 
and a carryforward period of 20 years are allowed. See also 
mitigation of the annual accounting period concept. 

Net worth method. An approach used by the IRS to reconstruct 
the income of a taxpayer who fails to maintain adequate 
records. Under this approach, the gross income for the year 
is the increase in net worth of the taxpayer (assets in excess 
of liabilities) with appropriate adjustment for nontaxable 
receipts and nondeductible expenditures. The net worth 
method often is used when tax fraud is suspected. 

Ninety-day letter. See statutory notice of deficiency. 

No-additional-cost services. Services that the employer may 
provide the employee at no additional cost to the employer. 
Generally, the benefit is the ability to utilize the employer’s 
excess Capacity (vacant seats on an airliner). Such amounts 
are excludible from the recipient’s gross income. § 132. 

Nonaccountable plan. An expense reimbursement plan that 
does not have an accountability feature. The result is that 
employee expenses must be claimed as deductions from 
AGI. An exception is moving expenses, which are deduc- 
tions for AGI. See also accountable plan. 

Nonacquiescence. Announcement of disagreement by the IRS 
on the result reached in certain judicial decisions. Some- 
times abbreviated Nonacq. or NA. See also acquiescence. 

Nonbusiness bad debts. A bad debt loss not incurred in con- 
nection with a creditor’s trade or business. The loss is 
deductible as a short-term capital loss and is allowed only in 
the year the debt becomes entirely worthless. In addition to 
family loans, many investor losses fall into the classification of 
nonbusiness bad debts. § 166(d). See also bad debts. 

Nonqualified deferred compensation (NQDC) plans. Com- 
pensation arrangements that are frequently offered to exec- 
utives. Such plans may include stock options, restricted 
stock, etc. Often, an executive may defer the recognition of 
taxable income. The employer, however, does not receive a 
tax deduction until the employee is required to include the 
compensation in income. See also restricted property plan. 

Nonqualified stock option (NQSO). A type of stock option that 
does not satisfy the statutory requirements of an incentive 
stock option. If the NQSO has a readily ascertainable fair 
market value (e.g., the option is traded on an established 
exchange), the value of the option must be included in the 
employee’s gross income at the date of the grant. Other- 
wise, the employee does not recognize income at the grant 
date. Instead, ordinary income is recognized in the year of 
exercise of the option. See also incentive stock option (ISO). 
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Nonrecourse debt. An obligation on which the endorser is not 
personally liable. An example of a nonrecourse debt is a 
mortgage on real estate acquired by a partnership without 
the assumption of any liability on the mortgage by the part- 
nership or any of the partners. The acquired property gen- 
erally is pledged as collateral for the loan. 

Nonrefundable credit. A nonrefundable credit is a credit that 
is not paid if it exceeds the taxpayer’s tax liability. Some 
nonrefundable credits qualify for carryback and carryover 
treatment. See also refundable credit. 

Nontaxable exchange. A transaction in which realized gains or 
losses are not recognized. The recognition of gain or loss is 
postponed (deferred) until the property received in the 
nontaxable exchange is subsequently disposed of in a tax- 
able transaction. Examples are § 1031 like-kind exchanges 
and § 1033 involuntary conversions. See also involuntary con- 
version and like-kind exchange. 


O 


Occupational tax. A tax imposed on various trades or busi- 
nesses. A license fee that enables a taxpayer to engage in a 
particular occupation. 

Office audit. An audit by the IRS of a taxpayer’s return that is 
conducted in the agent’s office. To be distinguished from a 
correspondence audit or a field audit. 

Office-in-the-home expenses. Employment and business-related 
expenses attributable to the use of a residence (e.g., den or 
office) are allowed only if the portion of the residence is 
exclusively used on a regular basis as a principal place of 
business of the taxpayer or as a place of business that is used 
by patients, clients, or customers. If the expenses are 
incurred by an employee, the use must be for the conven- 
ience of the employer as opposed to being merely appropri- 
ate and helpful. § 280A. 

One-year rule for prepaid expenses. Taxpayers who use the 
cash method are required to use the accrual method for 
deducting certain prepaid expenses (i.e., must capitalize 
the item and can deduct only when used). If a prepayment 
will not be consumed or expire by the end of the tax year 
following the year of payment, the prepayment must be cap- 
italized and prorated over the benefit period. Conversely, if 
the prepayment will be consumed by the end of the tax year 
following the year of payment, it can be expensed when 
paid. To obtain the current deduction under the one-year 
rule, the payment must be a required payment rather than 
a voluntary payment. 

Open transaction. A judicially imposed doctrine that allows the 
taxpayer to defer all gain until he or she has collected an 
amount equal to the adjusted basis of assets transferred pur- 
suant to an exchange transaction. This doctrine has been 
applied where the property received in an exchange has no 
ascertainable fair market value due to the existence of con- 
tingencies. The method is permitted only in very limited cir- 
cumstances. See also recovery of capital doctrine. 

Options. The sale or exchange of an option to buy or sell prop- 
erty results in capital gain or loss if the property is a capital 
asset. Generally, the closing of an option transaction results 
in short-term capital gain or loss to the writer of the call and 
the purchaser of the call option. § 1234. 


Ordinary. Common and accepted in the general industry or 
type of activity in which the taxpayer is engaged. It com- 
prises one of the tests for the deductibility of expenses 
incurred or paid in connection with a trade or business; for 
the production or collection of income; for the 
management, conservation, or maintenance of property 
held for the production of income; or in connection with 
the determination, collection, or refund of any tax. 
§§ 162(a) and 212. See also necessary. 

Ordinary and necessary. See necessary and ordinary. 

Ordinary income property. Property contributed to a charita- 
ble organization that, if sold rather than contributed, would 
have resulted in other than long-term capital gain to the do- 
nor (i.e., ordinary income property and short-term capital 
gain property). Examples are inventory and capital assets 
held for less than the long-term holding period. 

Organizational expenditures. A corporation may elect to 
immediately expense the first $5,000 (subject to phaseout) 
of organizational expenses and generally amortize the bal- 
ance over a period of 180 months. Certain expenses of 
organizing a company do not qualify for amortization (e.g., 
expenditures connected with issuing or selling stock or 
other securities). § 248. 

Original issue discount (OID). The difference between the 
issue price of a debt obligation (e.g., a corporate bond) and 
the maturity value of the obligation when the issue price is 
less than the maturity value. OID represents interest and 
must be amortized over the life of the debt obligation using 
the effective interest method. The difference is not consid- 
ered to be original issue discount for tax purposes when it is 
less than one-fourth of 1 percent of the redemption price at 
maturity multiplied by the number of years to maturity. 
§§ 1272 and 1273(a)(3). 

Outside salesperson. An outside salesperson solicits business 
away from the employer’s place of business on a full-time 
basis. The employment-related expenses of an outside sales- 
person are itemized deductions unless reimbursed by the 
employer. If reimbursed, such expenses are deductible for 
AGI. 


P 


Partnerships. A partnership is treated as a conduit and is not 
subject to taxation. Various items of partnership income, 
expenses, gains, and losses flow through to the individual 
partners and are reported on the partners’ personal income 
tax returns. §§ 701 and 702. 

Passive activity. A trade or business activity in which the tax- 
payer does not materially participate is subject to limitations 
on the deduction of losses and credits. Rental activities (sub- 
ject to exceptions) and limited partnership interests are 
inherently passive. Relief from passive activity limitation 
treatment is provided in certain situations, such as for cer- 
tain rental real estate, if the taxpayer actively participates in 
the activity. The annual ceiling on this rental real estate 
relief is $25,000. Relief also is provided for material partici- 
pation in a real estate trade or business. § 469. See also pas- 
swe loss and portfolio income. 

Passive investment income. As defined in § 1362(d)(3)(D), pas- 
sive Investment income means gross receipts from royalties, 
certain rents, dividends, interest, annuities, and gains from 


the sale or exchange of stock and securities. Revocation 
of the S corporation election may occur in certain cases 
when the S corporation has passive investment income in 
excess of 25 percent of gross receipts for a period of three 
consecutive years. 

Passive loss. Any loss from (1) activities in which the taxpayer 
does not materially participate or (2) rental activities (sub- 
ject to certain exceptions). Net passive losses cannot be 
used to offset income from nonpassive sources. Rather, 
they are suspended until the taxpayer either generates net 
passive income (and a deduction of the losses is allowed) 
or disposes of the underlying property (at which time the 
loss deductions are allowed in full). One relief provision 
allows landlords who actively participate in the rental activ- 
ities to deduct up to $25,000 of passive losses annually. 
However, a phaseout of the $25,000 amount commences 
when the landlord’s AGI exceeds $100,000. Another relief 
provision applies for material participation in a real estate 
trade or business. See also passive activity and portfolio 
income. 

Patent. A patent is an intangible asset that may be amortized 
over a statutory 15-year period as a § 197 intangible. The 
sale of a patent usually results in favorable long-term capital 
gain treatment. §§ 197 and 1235. 

Pension plan. A type of deferred compensation arrangement 
that provides for systematic payments of definitely determi- 
nable retirement benefits to employees who meet the 
requirements set forth in the plan. See also defined benefit 
plan and defined contribution plan. 

Percentage depletion. Percentage depletion is depletion based 
on a statutory percentage applied to the gross income from 
the property. The taxpayer deducts the greater of cost deple- 
tion or percentage depletion. § 613. See also cost depletion. 

Percentage of completion method. A method of reporting gain 
or loss on certain long-term contracts. Under this method of 
accounting, the gross contract price is included in income as 
the contract is being completed. § 460 and Reg. § 1.451-3. 
See also completed contract method and long-term contract. 

Permanent and total disability. A person is considered perma- 
nently and totally disabled if he or she is unable to engage 
in any substantial gainful activity due to a physical or men- 
tal impairment. In addition, this impairment must be one 
that can be expected to result in death or that has lasted 
or can be expected to last for a continuous period of 
not less than 12 months. The taxpayer generally must pro- 
vide the IRS a physician’s statement documenting this 
condition. 

Personal and dependency exemptions. The tax law provides an 
exemption for each individual taxpayer and an additional 
exemption for the taxpayer’s spouse if a joint return is filed. 
An individual may also claim a dependency exemption for 
each dependent, provided certain tests are met. The 
amount of the personal and dependency exemptions is 
$3,500 in 2008 and $3,650 in 2009. The amount is indexed 
for inflation. The exemption is subject to phaseout once 
adjusted gross income exceeds certain statutory threshold 
amounts. This phaseout provision is subject to partial phase- 
out beginning in 9006. For 2009, two-thirds of the reduction 
in the exemption amount is phased out. §§ 151 and 152. 
See also qualifying child and qualifying relative. 

Personal casualty gain. The recognized gain from any involun- 
tary conversion of personal use property arising from fire, 
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storm, shipwreck, or other casualty, or from theft. See also 
personal casualty loss. 

Personal casualty loss. The recognized loss from any involun- 
tary conversion of personal use property arising from fire, 
storm, shipwreck, or other casualty, or from theft. See also 
personal casualty gain. 

Personal exemption. See personal and dependency exemptions. 

Personal expenses. Expenses of an individual for personal rea- 
sons that are not deductible unless specifically provided for 
under the tax law. § 262. 

Personal property. Generally, all property other than real 
estate. It is sometimes referred to as personalty when real 
estate is termed realty. Personal property also can refer to 
property that is not used in a taxpayer’s trade or business or 
held for the production or collection of income. When used 
in this sense, personal property can include both realty 
(e.g., a personal residence) and personalty (e.g., personal 
effects such as clothing and furniture). 

Personal residence. See sale of principal residence. 

Personal service corporation (PSC). A corporation the princi- 
pal activity of which is the performance of personal services 
(e.g., health, law, engineering, architecture, accounting, 
actuarial science, performing arts, or consulting), with such 
services being substantially performed by the employee- 
owners. The 35 percent statutory rate applies to PSCs. 

Personalty. All property other than realty (real estate). Person- 
alty usually is categorized as tangible or intangible property. 
Tangible personalty includes such assets as machinery and 
equipment, automobiles and trucks, and office equipment. 
Intangible personalty includes stocks and bonds, goodwill, 
patents, trademarks, and copyrights. See also personal 
property. 

Points. Loan origination fees that may be deductible as interest 
by a buyer of property. A seller of property who pays points 
reduces the selling price by the amount of the points paid 
for the buyer. While the seller is not permitted to deduct 
this amount as interest, the buyer may do so. See prepaid 
interest for the timing of the interest deduction. 

Pollution control facilities. A certified pollution control facility, 
the cost of which may be amortized over a 60-month period if 
the taxpayer elects. § 169. 

Portfolio income. The term is relevant in applying the limita- 
tion on passive activity losses and credits. Although normally 
considered passive in nature, for this purpose portfolio 
income is treated as nonpassive. Therefore, net passive 
losses and credits cannot be offset against portfolio income. 
Examples of portfolio income are interest, dividends, annu- 
ities, and certain royalties. § 469. See also passive activity. 

Precedent. A previously decided court decision that is recog- 
nized as authority for the disposition of future decisions. 

Prepaid expenses. Cash basis as well as accrual basis taxpayers 
usually are required to capitalize prepayments for rent, 
insurance, etc., that cover more than one year. Deductions 
are taken during the period the benefits are received. 

Prepaid interest. In effect, the Code places cash basis taxpayers 
on an accrual basis for purposes of recognizing a deduction 
for prepaid interest. Thus, interest paid in advance is de- 
ductible as an interest expense only as it accrues. The one 
exception to this rule involves the interest element when a 
cash basis taxpayer pays points to obtain financing for the 
purchase of a principal residence (or to make improve- 
ments thereto) if the payment of points is an established 
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incurred and the amount involved is not excessive. § 461(g). 


business practice in the area in which the indebtedness is Q. 


See also points. 

Principal partner. A partner with a 5 percent or greater interest 
in partnership capital or profits. § 706(b)(3). See also major- 
ity interest partners. 

Private activity bond. Interest on state and local bonds is 
excludible from gross income. § 103. Certain such bonds 
are labeled private activity bonds. Although the interest on 
such bonds is excludible for regular income tax purposes, it 
is treated as a tax preference in calculating the AMT. See 
also alternative minimum tax (AMT). 

Prizes and awards. The fair market value of a prize or award 
generally is includible in gross income. However, exclusion 
is permitted if the prize or award is made in recognition of 
religious, charitable, scientific, educational, artistic, literary, 
or civic achievement, and the recipient transfers the award 
to a qualified governmental unit or a nonprofit organiza- 


Qualified dividend income. Dividends that are eligible for the 


beneficial 0 percent (5% prior to 2008) or 15 percent tax 
rate. Excluded are certain dividends from foreign corpora- 
tions, dividends from tax-exempt entities, and dividends 
that do not satisfy the holding period requirement. A divi- 
dend from a foreign corporation is eligible for qualified div- 
idend status only if one of the following requirements are 
met: (1) the foreign corporation’s stock is traded on an 
established U.S. securities market, or (2) the foreign corpo- 
ration is eligible for the benefits of a comprehensive income 
tax treaty between its country of incorporation and the 
United States. To satisfy the holding period requirement, 
the stock on which the dividend is paid must have been held 
for more than 60 days during the 120-day period beginning 
60 days before the ex-dividend date. 


tion. In that case, the recipient must be selected without any Qualified employee discounts. Discounts offered employees 


action on his or her part to enter a contest or proceeding, 
and the recipient must not be required to render substan- 
tial future services as a condition of receiving the prize or 
award. § 74. 

Procedural Regulation. A Regulation issued by the Treasury 
Department that is a housekeeping-type instruction indicat- 
ing information that taxpayers should provide the IRS as 


on merchandise or services that the employer ordinarily 
sells or provides to customers. The discounts must be gener- 
ally available to all employees. In the case of property, the 
discount cannot exceed the employer’s gross profit 
(the sales price cannot be less than the employer’s cost). In 
the case of services, the discounts cannot exceed 20 percent 
of the normal sales price. § 132. 


well as information about the internal management and Qualified pension or profit sharing plan. An employer- 


conduct of the IRS itself. See also interpretive regulation and 
legislative regulation. 

Production activities deduction (PAD). A deduction based on 
3% of the lesser of qualified production activities income 
(QPAI) or modified adjusted gross income but not to 
exceed 50% of the W-2 wages paid. In the case of a corpo- 


sponsored plan that meets the requirements of § 401. If 
these requirements are met, none of the employer’s contri- 
butions to the plan will be taxed to the employee until dis- 
tributed to him or her (§ 402). The employer will be 
allowed a deduction in the year the contributions are made 
(§ 404). See also annuity and deferred compensation. 


rate taxpayer, taxable income is substituted for modified Qualified production activities income (QPAI). A key determi- 


AGI. The deduction rate increases to 6% for 2007 to 2009 
and to 9% for 2010 and thereafter. §199. See also qualified 
production activities income (QPAT). 

Profit sharing plan. A deferred compensation plan established 
and maintained by an employer to provide for 
employee participation in the company’s _ profits. 


nant in computing the domestic production activities 
deduction (DPAD). It consists of domestic production gross 
receipts (DPGR) reduced by cost of goods sold and other as- 
signable expenses. Thus, QPAI represents the profit derived 
from production activities. § 199. See also production activities 
deduction (PAD) and domestic production gross receipts (DPGR). 


Contributions are paid from the employer’s current or Qualified real property business indebtedness. Indebtedness 


accumulated profits to a trustee. Separate accounts are 
maintained for each participant employee. The plan must 
provide a definite, predetermined formula for allocating 
the contributions among the participants. It also must 
include a definite, predetermined formula for distributing 
the accumulated funds after a fixed number of years, on the 
attainment of a stated age, or on the occurrence of certain 
events such as illness, layoff, or retirement. 

Proposed Regulation. A Regulation issued by the Treasury 
Department in proposed, rather than final, form. The inter- 
val between the proposal of a Regulation and its finalization 
permits taxpayers and other interested parties to comment 


that was incurred or assumed by the taxpayer in connection 
with real property used in a trade or business and is secured 
by such real property. The taxpayer must not be a C corpo- 
ration. For qualified real property business indebtedness, 
the taxpayer may elect to exclude some or all of the income 
realized from cancellation of debt on qualified real prop- 
erty. If the election is made, the basis of the property must 
be reduced by the amount excluded. The amount excluded 
cannot be greater than the excess of the principal amount 
of the outstanding debt over the fair market value (net of 
any other debt outstanding on the property) of the property 
securing the debt. § 108(c). 


on the propriety of the proposal. See also regulations and Qualified residence interest. A term relevant in determining 


temporary regulation. 

Public policy limitation. See bribes and illegal payments. 

Punitive damages. Damages received or paid by the taxpayer 
can be classified as compensatory damages or as punitive 
damages. Punitive damages are those awarded to punish 
the defendant for gross negligence or the intentional inflic- 
tion of harm. Such damages are includible in gross income. 
§ 104. See also compensatory damages. 


the amount of interest expense the individual taxpayer may 
deduct as an itemized deduction for what otherwise would 
be disallowed as a component of personal interest (con- 
sumer interest). Qualified residence interest consists of in- 
terest paid on qualified residences (principal residence and 
one other residence) of the taxpayer. Debt that qualifies as 
qualified residence interest is limited to $1 million of debt 
to acquire, construct, or substantially improve qualified 


residences (acquisition indebtedness) plus $100,000 of 
other debt secured by qualified residences (home equity 
indebtedness). The home equity indebtedness may not 
exceed the fair market value of a qualified residence 
reduced by the acquisition indebtedness for that residence. 
§ 163(h)(3). See also consumer interest and home equity loans. 

Qualified transportation fringes. Transportation benefits pro- 
vided by the employer to the employee. Such benefits 
include (1) transportation in a commuter highway vehicle 
between the employee’s residence and the place of employ- 
ment, (2) a transit pass, and (3) qualified parking. Qualified 
transportation fringes are excludible from the employee’s 
gross income to the extent categories (1) and (2) above do 
not exceed $120 per month in 2009 ($115 in 2008) and cate- 
gory (3) does not exceed $230 per month in 2008 ($220 in 
2008). These amounts are indexed annually for inflation. 
§ 132. 

Qualified tuition program. A program that allows college tui- 
tion to be prepaid for a beneficiary. When amounts in the 
plan are used, nothing is included in gross income provided 
they are used for qualified higher education expenses. 
§ 529. 

Qualified tuition reduction plan. A type of fringe benefit plan 
that is available to employees of nonprofit educational insti- 
tutions. Such employees (and the spouse and dependent 
children) are allowed to exclude from gross income a tui- 
tion waiver pursuant to a qualified tuition reduction plan. 
The exclusion applies to undergraduate tuition. In limited 
circumstances, the exclusion also applies to the graduate 
tuition of teaching and research assistants. § 117(d). 

Qualifying child. An individual who, as to the taxpayer, satisfies 
the relationship, abode, and age tests. To be claimed as a 
dependent, such an individual must also meet the citizen- 
ship and joint return tests and not be self-supporting. 
§§ 152(a)(1) and (c). See also personal and dependency 
exemptions. 

Qualifying relative. An individual who, as to the taxpayer, 
satisfies the relationship, gross income, support, citizenship, 
and joint return tests. Such an individual can be claimed as 
a dependent of the taxpayer. §§ 152(a)(2) and (d). See also 
personal and dependency exemptions. 


R 


RAR. A Revenue Agent’s Report, which reflects any adjust- 
ments made by the agent as a result of an audit of the tax- 
payer. The RAR is mailed to the taxpayer along with the 
30-day letter, which outlines the appellate procedures 
available to the taxpayer. 

Realized gain or loss. The difference between the amount real- 
ized upon the sale or other disposition of property and the 
adjusted basis of the property. § 1001. See also adjusted basis 
and recognized gain or loss. 

Realty. All real estate, including land and buildings. Permanent 
improvements to a building (fixtures) become realty if their 
removal would cause significant damage to the property. An 
example of a fixture is the installation of a central air condi- 
tioning or heating system to a building. Thus, personalty can 
become realty through the fixture reclassification. 

Reasonable needs of the business. See accumulated earnings tax. 
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Reasonableness. The Code includes a reasonableness require- 
ment with respect to the deduction of salaries and other 
compensation for services. What constitutes reasonableness 
is a question of fact. If an expense is unreasonable, the 
amount that is classified as unreasonable is not allowed as a 
deduction. The question of reasonableness generally arises 
with respect to closely held corporations where there is no 
separation of ownership and management. § 162(a)(1). 

Recapture. To recover the tax benefit of a deduction or a 
credit previously taken. 

Recapture of depreciation. Upon the disposition of depreci- 
able property used in a trade or business, gain or loss is 
measured by the difference between the consideration 
received (the amount realized) and the adjusted basis of 
the property. Before the enactment of the recapture of 
depreciation provisions of the Code, any such gain recog- 
nized could be § 1231 gain and usually qualified for long- 
term capital gain treatment. The recapture provisions of 
the Code (e.g., §§ 1245 and 1250) may operate to convert 
some or all of the previous § 1231 gain into ordinary 
income. The justification for recapture of depreciation is 
that it prevents a taxpayer from deducting depreciation at 
ordinary income rates and having the related gain on dispo- 
sition taxed at capital gain rates. The recapture of deprecia- 
tion rules do not apply when the property is disposed of at a 
loss. See also residential rental property, Section 1231 gains and 
losses, Section 1245 recapture, and Section 1250 recapture. 

Recapture of investment tax credit. When investment tax 
credit property is disposed of or ceases to be used in the 
trade or business of the taxpayer, some or all of the invest- 
ment tax credit claimed on the property may be recaptured 
as additional tax liability. The amount of the recapture is 
the difference between the amount of the credit originally 
claimed and what should have been claimed in light of the 
length of time the property was actually held or used for 
qualifying purposes. § 50. See also investment tax credit. 

Recapture potential. Reference is to property that, if disposed 
of in a taxable transaction, would result in the recapture of 
depreciation (§§ 1245 or 1250) and/or of the investment 
tax credit (§ 50). 

Recognized gain or loss. The portion of realized gain or loss 
that is considered in computing taxable income. See also 
realized gain or loss. 

Recovery of capital doctrine. When a taxable sale or exchange 
occurs, the seller may be permitted to recover his or her 
investment (or other adjusted basis) in the property before 
gain or loss is recognized. See also open transaction. 

Refundable credit. A refundable credit is a credit that is paid to 
the taxpayer even if the amount of the credit (or credits) 
exceeds the taxpayer’s tax liability. See also nonrefundable 
credit. 

Regulations. Treasury Department Regulations represent the 
position of the IRS as to how the Internal Revenue Code is 
to be interpreted. Their purpose is to provide taxpayers and 
IRS personnel with rules of general and specific application 
to the various provisions of the tax law. Regulations are pub- 
lished in the Federal Register and in all tax services. See also 
interpretive regulation, legislative regulation, procedural regula- 
tion, and proposed regulation. 

Rehabilitation expenditures credit. A credit that is based on 
expenditures incurred to rehabilitate industrial and com- 
mercial buildings and certified historic structures. The 
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credit is intended to discourage businesses from moving 
from older, economically distressed areas to newer loca- 
tions and to encourage the preservation of historic struc- 
tures. § 47. See also rehabilitation expenditures credit recapture. 

Rehabilitation expenditures credit recapture. When property 
that qualifies for the rehabilitation expenditures credit is 
disposed of or ceases to be used in the trade or business of 
the taxpayer, some or all of the tax credit claimed on the 
property may be recaptured as additional tax liability. The 
amount of the recapture is the difference between the 
amount of the credit claimed originally and what should 
have been claimed in light of the length of time the prop- 
erty was actually held or used for qualifying purposes. § 50. 
See also rehabilitation expenditures credit. 

Related party. Includes certain family members and controlled 
entities (ie., partnerships and corporations). §§ 267, 
707(b), and 1239. See also related-party transactions. 

Related-party transactions. The tax law places restrictions upon 
the recognition of gains and losses between related parties 
because of the potential for abuse. For example, restrictions 
are placed on the deduction of losses from the sale or 
exchange of property between related parties. In addition, 
under certain circumstances, related-party gains that would 
otherwise be classified as capital gain are classified as ordi- 
nary income. §§ 267, 707(b), and 1239. See also related party. 

Rental activity. Any activity where payments are received princi- 
pally for the use of tangible property is a rental activity. 
Temporary Regulations provide that in certain circum- 
stances activities involving rentals of real and personal prop- 
erty are not to be treated as rental activities. The Temporary 
Regulations list six exceptions. 

Research activities credit. A tax credit whose purpose is to 
encourage research and development. It consists of three 
components; the incremental research activities credit, the 
basic research credit, and the energy credit. The incremen- 
tal research activities credit is equal to 20 percent of the 
excess of qualified research expenditures over the base 
amount. The basic research credit is equal to 20 percent of 
the excess of basic research payments over the base amount. 
§ 41. See also general business credit. 

Research and experimental expenditures. The Code provides 
three alternatives for the tax treatment of research and 
experimentation expenditures. They may be expensed in 
the year paid or incurred, deferred subject to amortization, 
or capitalized. If the taxpayer does not elect to expense such 
costs or to defer them subject to amortization (over 60 
months), the expenditures must be capitalized. § 174. 
Three types of research activities credits are available: the 
basic research credit, the incremental research activities 
credit and the energy credit. The rate for each type is 20 
percent. § 41. See also research activities credit. 

Reserve for bad debts. A method of accounting whereby an 
allowance is permitted for estimated uncollectible accounts. 

Actual write-offs are charged to the reserve, and recoveries 
of amounts previously written off are credited to the 
reserve. The Code permits only certain financial institutions 
to use the reserve method. § 166. See also specific charge-off 
method. 

Reserve method. See reserve for bad debts. 

Reserves for estimated expenses. Except in the limited case 
for bad debts, reserves for estimated expenses (e.g., war- 
ranty service costs) are not permitted for tax purposes even 


though such reserves are appropriate for financial account- 
ing purposes. See also all events test. 


Residential rental property. Buildings for which at least 80 per- 


cent of the gross rents are from dwelling units (e.g., an apart- 
ment building). This type of building is distinguished from 
nonresidential (commercial or industrial) buildings in apply- 
ing the recapture of depreciation provisions. The term also is 
relevant in distinguishing between buildings that are eligible 
for a 27.5-year life versus a 39-year (or 31.5-year) life for 
MACRS purposes. Generally, residential buildings receive 
preferential treatment. §§ 168(e)(2) and 1250. See also recap- 
ture of depreciation. 


Residential rental real estate. See residential rental property. 
Restricted property plan. An arrangement whereby an 


employer transfers property (usually stock) to an employee 
at a bargain price (for less than the fair market value). If the 
transfer is accompanied by a substantial risk of forfeiture 
and the property is not transferable, no compensation 
results to the employee until the restrictions disappear. An 
example of a substantial risk of forfeiture would be a 
requirement that the employee return the property if his or 
her employment is terminated within a specified period of 
time. § 83. See also nonqualified deferred compensation (NQDC) 
plans and substantial risk of forfeiture. 


Retirement of corporate obligations. The retirement of corpo- 


rate and certain government obligations is considered to be 
a sale or exchange. Gain or loss, upon the retirement of a 
corporate obligation, therefore, is treated as capital gain or 
loss rather than as ordinary income or loss. §§ 1271-1275. 


Return of capital doctrine. See recovery of capital doctrine. 
Revenue neutrality. A description that characterizes tax legisla- 


tion when it neither increases nor decreases the revenue 
result. Thus, any tax revenue losses are offset by tax revenue 
gains. 


Revenue Procedure. A matter of procedural importance to 


both taxpayers and the IRS concerning the administration 
of the tax law is issued by the National Office of the IRS as a 
Revenue Procedure (abbreviated Rev.Proc.). A Revenue 
Procedure is first published in an Internal Revenue Bulletin 
(I.R.B.) and later transferred to the appropriate Cumulative 
Bulletin (C.B.). Both the Internal Revenue Bulletin and the 
Cumulative Bulletin are published by the U.S. Government 
Printing Office. 


Revenue Ruling. A Revenue Ruling (abbreviated Rev.Rul.) is 


5 


issued by the National Office of the IRS to express an offi- 
cial interpretation of the tax law as applied to specific trans- 
actions. It is more limited in application than a Regulation. 
A Revenue Ruling is first published in an Internal Revenue 
Bulletin (1.R.B.) and later transferred to the appropriate 
Cumulative Bulletin (C.B.). Both the Internal Revenue Bulletin 
and the Cumulative Bulletin are published by the U.S. Gov- 
ernment Printing Office. 


S corporation. See S corporation status. 
S corporation status. An elective provision permitting certain 


small business corporations (§ 1361) and their shareholders 
to elect (§ 1362) to be treated for income tax purposes in ac- 
cordance with the operating rules of §§ 1363-1379. Of major 
significance are the facts that S status avoids the corporate 


income tax and corporate losses can be claimed by the share- 
holders. See also C corporation. 

Sale of principal residence. If a residence has been owned and 
used by the taxpayer as the principal residence for at least 
two years during the five-year period ending on the date of 
sale, up to $250,000 of realized gain is excluded from gross 
income. For a married couple filing a joint return, the 
$250,000 is increased to $500,000 if either spouse satisfies 
the ownership requirement and both spouses satisfy the use 
requirement. § 121. 

Sale or exchange. A requirement for the recognition of capital 
gain or loss. Generally, the seller of property must receive 
money or relief from debt in order to have sold the prop- 
erty. An exchange involves the transfer of property for other 
property. Thus, collection of a debt is neither a sale nor an 
exchange. The term sale or exchange is not defined by the 
Code. 

Sales tax. A transaction tax imposed upon the sale of goods. It 
usually is based on a specified percentage of the value of the 
property sold. A sales tax differs from an excise tax, in that a 
sales tax applies to a broad variety of commodities. 

Salvage value. The estimated amount a taxpayer will receive 
upon the disposition of an asset used in the taxpayer’s trade 
or business. Salvage value is relevant in calculating deprecia- 
tion under § 167, but is not relevant in calculating cost re- 
covery under § 168. 

Schedule M-1. On the Form 1120, a reconciliation of book net 
income with Federal taxable income. Accounts for timing 
and permanent differences in the two computations, such 
as depreciation differences, exempt income, and nonde- 
ductible items. On Forms 1120S and 1065, the Schedule 
M-1 reconciles book income with the owners’ aggregate 
ordinary taxable income. 

Schedule M-3. An expanded reconciliation of book net income 
with Federal taxable income (refer to Schedule M-1 above). 
Applies to corporations with total assets of $10 million or 
more. 

Scholarships. Scholarships are generally excluded from the 
gross income of the recipient unless the payments are a dis- 
guised form of compensation for services rendered. How- 
ever, the Code imposes restrictions on the exclusion. The 
recipient must be a degree candidate. The excluded 
amount is limited to amounts used for tuition, fees, books, 
supplies, and equipment required for courses of instruc- 
tion. Amounts received for room and board are not eligible 
for the exclusion. § 117. 

Section 121 exclusion. See sale of principal residence. 

Section 179 expensing. The ability to deduct a capital expen- 
diture in the year an asset is placed in service rather than 
over the asset’s useful life or cost recovery period. The 
annual ceiling on the deduction is $133,000 for 2009 
($250,000 for 2008). However, the deduction is reduced dol- 
lar for dollar when § 179 property placed in service during 
the taxable year exceeds $530,000 in 2009 ($800,000 in 
2008). In addition, the amount expensed under § 179 cannot 
exceed the aggregate amount of taxable income derived 
from the conduct of any trade or business by the taxpayer. 

Section 401(k) plan. A cash or deferred arrangement plan that 
allows participants to elect to receive up to $16,500 in 2009 
($15,500 in 2008) in cash (taxed currently) or to have a con- 
tribution made on their behalf to a profit sharing or stock 
bonus plan (excludible from gross income). The plan may 
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also be in the form of a salary reduction agreement between 
the participant and the employer. 

Section 1231 assets. Depreciable assets and real estate used in a 
trade or business and held for the required long-term hold- 
ing period. Under certain circumstances, the classification 
also includes timber, coal, domestic iron ore, livestock (held 
for draft, breeding, dairy, or sporting purposes), and unhar- 
vested crops. § 1231(b). 

Section 1231 gains and losses. If the net result of the combined 
gains and losses from the taxable dispositions of § 1231 
assets plus the net gain from the involuntary conversion of 
nonpersonal use assets is a gain, the gains and losses from 
§ 1231 assets are treated as long-term capital gains and 
losses. In arriving at § 1231 gains, however, the depreciation 
recapture provisions (e.g., §§ 1245 and 1250) are first 
applied to produce ordinary income. If the net result of the 
combination is a loss, the gains and losses from § 1231 assets 
are treated as ordinary gains and losses. § 1231(a). See also 
recapture of depreciation. 

Section 1231 lookback. In order for gain to be classified as 
§ 1231 gain, the gain must survive the § 1231 lookback. To 
the extent of nonrecaptured § 1231 losses for the five prior 
tax years, the gain is classified as ordinary income. § 1231(c). 

Section 1231 property. See Section 1231 assets. 

Section 1244 stock. Stock issued under § 1244 by qualifying 
small business corporations. If § 1244 stock is disposed of at 
a loss or becomes worthless, the shareholders may claim an 
ordinary loss rather than the usual capital loss. The 
annual ceiling on the ordinary loss treatment is $50,000 
($100,000 for married individuals filing jointly). See also 
worthless securities. 

Section 1245 property. Property that is subject to the recapture 
of depreciation under § 1245. For a definition of § 1245 
property, see § 1245(a)(3). See also Section 1245 recapture. 

Section 1245 recapture. Upon a taxable disposition of § 1245 
property, all depreciation claimed on the property is recap- 
tured as ordinary income (but not to exceed the recognized 
gain from the disposition). See also recapture of depreciation. 

Section 1250 property. Real estate that is subject to the recap- 
ture of depreciation under § 1250. For a definition of 
§ 1250 property, see § 1250(c). See also Section 1250 recapture. 

Section 1250 recapture. Upon a taxable disposition of § 1250 
property, some or all of the additional depreciation claimed 
on the property may be recaptured as ordinary income. Var- 
ious recapture rules apply depending upon the type of 
property (residential or nonresidential real estate) and the 
date acquired. Generally, the additional depreciation is 
recaptured in full to the extent of the gain recognized. See 
also additional depreciation and recapture of depreciation. 

Self-employment retirement plan. A designation for retirement 
plans available to self-employed taxpayers. Also referred to 
as H.R. 10 and Keogh plans. Under such plans, in 2009, a 
taxpayer may deduct each year up to either 100 percent of net 
earnings from selfemployment or $49,000, whichever is less. If 
the plan is a profit sharing plan, the percentage is 25 percent. 

Self-employment tax. In 2009, a tax of 12.4 percent is levied on 
individuals with net earnings from self-employment (up to 
$106,800) to provide Social Security benefits (i.e., the old 
age, survivors, and disability insurance portion) for such 
individuals. In addition, in 2009, a tax of 2.9 percent is lev- 
ied on individuals with net earnings from self-employment 
(with no statutory ceiling) to provide Medicare benefits 
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(i.e., the hospital insurance portion) for such individuals. If 
a self-employed individual also receives wages from an 
employer that are subject to FICA, the self-employment tax 
will be reduced if total income subject to Social Security is 
more than $106,800 in 2009. A partial deduction is allowed 
in calculating the selfemployment tax. Individuals with net 
earnings of $400 or more from self-employment are subject 
to this tax. §§ 1401 and 1402. 

Separate property. In a community property jurisdiction, sepa- 
rate property is the property that belongs entirely to one of 
the spouses. Generally, it is property acquired before mar- 
riage or acquired after marriage by gift or inheritance. See 
also community property. 

Severance tax. A tax imposed upon the extraction of natural 
resources. 

Short sale. A short sale occurs when a taxpayer sells borrowed 
property (usually stock) and repays the lender with substan- 
tially identical property either held on the date of the short 
sale or purchased after the sale. No gain or loss is recog- 
nized until the short sale is closed, and such gain or loss is 
generally short term. § 1233. 

Short taxable year (short period). A tax year that is less than 12 
months. A short taxable year may occur in the initial report- 
ing period, in the final tax year, or when the taxpayer 
changes tax years. 

Significant participation activity. There are seven tests to deter- 
mine whether an individual has achieved material participa- 
tion in an activity, one of which is based on more than 500 
hours of participation in significant participation activities. 
A significant participation activity is one in which the indi- 
vidual’s participation exceeds 100 hours during the year. 
Temp.Reg. § 1.469-5T. 

Simplified employee pension (SEP) plan. An employer may 
make contributions to an employee’s IRA in amounts not 
exceeding the lesser of 15 percent of compensation or 
$49,000 per individual in 2009. These employer-sponsored 
simplified employee pensions are permitted only if the contri- 
butions are nondiscriminatory and are made on behalf of all 
employees who have attained age 21 and have worked for the 
employer during at least three of the five preceding calendar 
years. § 219(b). See also individual retirement account (IRA). 

Small business corporation. A corporation that satisfies the def- 
inition of § 1361(b), § 1244(c)(3), or both. Satisfaction of 
§ 1361(b) permits an S corporation election, and satisfac- 
tion of § 1244 enables the shareholders of the corporation 
to claim an ordinary loss. See also S corporation status and Sec- 
tion 1244 stock. 

Small business stock. See small business corporation. 

Small cases division. A subsidiary division of the U.S. Tax 
Court. The jurisdiction of the Small Cases division is limited 
to small claims (i.e., claims of $50,000 or less). The pro- 
ceedings of the Small Cases Division are informal, and the 
findings cannot be appealed. 

Specific charge-off method. A method of accounting for bad 
debts in which a deduction is permitted only when an 
account becomes partially or completely worthless. See also 
reserve for bad debts. 

Standard deduction. The individual taxpayer can either itemize 
deductions or take the standard deduction. The amount of 
the standard deduction depends on the taxpayer’s filing status 
(single, head of household, married filing jointly, surviving 
spouse, or married filing separately). For 2009, the amount of 


the standard deduction ranges from $5,700 to $11,400. Addi- 
tional standard deductions of either $1,100 (for married tax- 
payers) or $1,400 (for single taxpayers) are available if the 
taxpayer is either blind or age 65 or over. For 2008 and 2009, a 
real property tax standard deduction is available in the 
amount of $500 ($1,000 on ajoint return). For 2009, there also 
is a limited auto sales taxes standard deduction. Limitations 
exist on the amount of the standard deduction of a taxpayer 
who is another taxpayer’s dependent. The standard deduc- 
tion amounts are adjusted for inflation each year. § 63(c). 

Startup expenditures. Expenditures paid or incurred associ- 
ated with the creation of a business prior to the beginning 
of business. Examples of such expenditures include adver- 
tising, salaries and wages, travel and other expenses 
incurred in lining up prospective distributors, suppliers, or 
customers, and salaries and fees to executives, consultants, 
and professional service providers. A taxpayer may elect to 
immediately expense the first $5,000 (subject to phaseout) 
of startup expenditures and generally amortize the balance 
over a period of 180 months. 

Statute of limitations. Provisions of the law that specify the 
maximum period of time in which action may be taken on a 
past event. Code §§ 6501-6504 contain the limitation pe- 
riods applicable to the IRS for additional assessments, and 
§§ 6511-6515 relate to refund claims by taxpayers. 

Statutory employee. Statutory employees are considered self- 
employed independent contractors for purposes of report- 
ing income and expenses on their tax returns. Generally, a 
statutory employee must meet three tests: 


e It is understood from a service contract that the 
services will be performed by the person. 

e The person does not have a substantial investment 
in facilities (other than transportation used to per- 
form the services). 

e The services involve a continuing relationship with 
the person for whom they are performed. 


For further information on statutory employees, see Circular E, 

Employer's Tax Guide, IRS Publication 15. 

Statutory notice of deficiency. Commonly referred to as the 90- 
day letter, this notice is sent to a taxpayer upon request, upon 
the expiration of the 30-day letter, or upon exhaustion by the 
taxpayer of his or her administrative remedies before the 
IRS. The notice gives the taxpayer 90 days in which to file a 
petition with the U.S. Tax Court. Ifa petition is not filed, the 
IRS will issue a demand for payment of the assessed defi- 
ciency. §§ 6211-6216. See also thirty-day letter. 

Stock bonus plan. A type of deferred compensation plan in 
which the employer establishes and maintains the plan and 
contributes employer stock to the plan for the benefit of 
employees. The contributions need not be dependent on 
the employer’s profits. Any benefits of the plan are distribut- 
able in the form of employer stock, except that distributable 
fractional shares may be paid in cash. 

Stock option. The right to purchase a stated number of shares 
of stock from a corporation at a certain price within a speci- 
fied period of time. §§ 421 and 422. See also incentive stock 
option (ISO) and nonqualified stock option (NQSO). 

Stock redemption. The redemption of the stock of a shareholder 
by the issuing corporation is treated as a sale or exchange of 
the stock if the redemption is not a dividend. §§ 301 and 302. 


ray 


Substantial risk of forfeiture. A term that is associated with a 
restricted property plan. Generally, an employee who 
receives property (e.g., stock of the employer-corporation) 
from the employer at a bargain price or at no cost must 
include the bargain element in gross income. However, the 
employee currently does not have to do so if there is a sub- 
stantial risk of forfeiture. A substantial risk of forfeiture 
exists if a person’s rights to full enjoyment of property are 
conditioned upon the future performance, or the refrain- 
ing from the performance, of substantial services by the 
individual. § 83. See also restricted property plan. 

Sunset provision. A provision attached to new tax legislation 
that will cause such legislation to expire at a specified date. 
Sunset provisions are attached to tax cut bills for long-term 
budgetary reasons in order to make their effect temporary. 
Once the sunset provision comes into play, the tax cut is 
rescinded and former law is reinstated. An example of a 
sunset provision is the one contained in the Tax Relief Rec- 
onciliation Act of 2001, which relates to the estate tax. After 
the estate tax is phased out by 2010, a sunset provision 
reinstates the estate tax as on January 1, 2011. 

Super-full absorption costing rules. See uniform capitalization 
rules. 

Surviving spouse. The joint return tax rates apply for a surviv- 
ing spouse. Such rates apply for the two tax years after the 
tax year of the death of the spouse. To qualify as a surviving 
spouse, the taxpayer must maintain a household for a 
dependent child. § 2. 


at 


Targeted jobs tax credit. See work opportunity tax credit. 

Taxable year. The annual period over which income is meas- 
ured for income tax purposes. Most individuals use a calen- 
dar year, but many businesses use a fiscal year based on the 
natural business year. See also accounting period and fiscal year. 

Tax avoidance. The minimization of one’s tax liability by taking 
advantage of legally available tax planning opportunities. 
Tax avoidance can be contrasted with tax evasion, which 
entails the reduction of tax liability by illegal means. 

Tax benefit rule. A provision that limits the recognition of 
income from the recovery of an expense or loss properly 
deducted in a prior tax year to the amount of the deduction 
that generated a tax benefit. § 111. 

Tax Court. The U.S. Tax Court is one of three trial courts of 
original jurisdiction that decides litigation involving Federal 
income, estate, or gift taxes. It is the only trial court where 
the taxpayer need not first pay the deficiency assessed by 
the IRS. The Tax Court will not have jurisdiction over a case 
unless the statutory notice of deficiency (90-day letter) has 
been issued by the IRS and the taxpayer files the petition for 
hearing within the time prescribed. 

Tax credits. Tax credits are amounts that directly reduce a tax- 
payer’s tax liability. The tax benefit received from a tax 
credit is not dependent on the taxpayer’s marginal tax rate, 
whereas the benefit of a tax deduction or exclusion is de- 
pendent on the taxpayer’s tax bracket. 

Tax credit for the elderly or disabled. An elderly (age 65 and 
over) or disabled taxpayer may receive a tax credit amount- 
ing to 15 percent of $5,000 ($7,500 for qualified married 
individuals filing jointly). This amount is reduced by Social 
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Security benefits, excluded pension benefits, and one-half 
of the taxpayer’s adjusted gross income in excess of $7,500 
($10,000 for married taxpayers filing jointly). § 22. 

Tax-free exchange. Transfers of property specifically exempted 
from Federal income tax consequences. Examples are a 
transfer of property to a controlled corporation under 
§ 351(a) and a like-kind exchange under § 1031(a). The rec- 
ognition of gain or loss is postponed, rather than being 
permanently excluded, through the assignment of a carry- 
over basis to the replacement property. See also nontaxable 
exchange. 

Tax home. Since travel expenses of an employee are deductible 
only if the taxpayer is away from home, the deductibility of 
such expenses rests upon the definition of tax home. The 
IRS position is that tax home is the business location, post, 
or station of the taxpayer. If an employee is temporarily reas- 
signed to a new post for a period of one year or less, the tax- 
payer’s home should be his or her personal residence, and 
the travel expenses should be deductible. If the assignment 
is for more than two years, the IRS position is that it is indefi- 
nite or permanent and the taxpayer is therefore not in travel 
status. If the assignment is for between one and two years, 
the IRS position is that the location of the tax home will be 
determined on the basis of the facts and circumstances. The 
courts are in conflict regarding what constitutes a person’s 
home for tax purposes. The taxpayer will not be treated as 
temporarily away from home if the employment period 
exceeds one year. Thus, in this situation, the tax home will 
be the place of employment. See also travel expenses. 

Tax preferences. Those items set forth in § 57 that may result 
in the imposition of the alternative minimum tax. See also 
alternative minimum tax (AMT). 

Tax rate schedules. Rate schedules appearing in Appendix A 
that are used by upper-income taxpayers and those not per- 
mitted to use the tax table. Separate rate schedules are pro- 
vided for married individuals filing jointly, head of 
household, single taxpayers, estates and trusts, and married 
individuals filing separate returns. § 1. 

Tax research. The method used to determine the best available 
solution to a situation that possesses tax consequences. Both 
tax and nontax factors are considered. 

Tax shelters. The typical tax shelter generated large losses in 
the early years of the activity. Investors would offset these 
losses against other types of income and, therefore, avoid 
paying income taxes on this income. These tax shelter 
investments could then be sold after a few years and 
produce capital gain income, which is taxed at a lower 
rate than ordinary income. The passive activity loss rules 
and the at-risk rules now limit tax shelter deductions. 

Tax table. A tax table appearing in Appendix A that is provided 
for taxpayers with less than $100,000 of taxable income. 
Separate columns are provided for single taxpayers, mar- 
ried taxpayers filing jointly, head of household, and mar- 
ried taxpayers filing separately. § 3. 

Technical advice memoranda (TAMs). TAMs are issued by the 
National Office of the IRS in response to questions raised 
by IRS field personnel during audits. They deal with com- 
pleted rather than proposed transactions and are often 
requested for questions related to exempt organizations 
and employee plans. 

Temporary Regulation. A Regulation issued by the Treasury 
Department in temporary form. When speed is critical, the 
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Treasury Department issues Temporary Regulations, which 
take effect immediately. These Regulations have the same 
authoritative value as final Regulations and may be cited as 
precedent for three years. Temporary Regulations are also 
issued as Proposed Regulations. See also proposed regulation 
and regulations. 

Theft loss. A loss from larceny, embezzlement, and robbery. It 
does not include misplacement of items. See also casualty loss. 

Thin capitalization. When debt owed by a corporation to its 
shareholders is large relative to its capital structure (stock 
and shareholder equity), the IRS may contend that the cor- 
poration is thinly capitalized. In effect, this means that some 
or all of the debt will be reclassified as equity. The 
immediate result is to disallow any interest deduction to 
the corporation on the reclassified debt. To the extent of 
the corporation’s earnings and profits, interest payments 
and loan repayments on the reclassified debt are treated as 
dividends to the shareholders. § 385. 

Thirty-day letter. A letter that accompanies a Revenue Agent’s 
Report (RAR) issued as a result of an IRS audit of a taxpayer 
(or the rejection of a taxpayer’s claim for refund). The let- 
ter outlines the taxpayer’s appeal procedure before the IRS. 
If the taxpayer does not request any such procedures within 
the 30-day period, the IRS will issue a statutory notice of deft- 
ciency (the 90-day letter). 

Timber. Special rules apply to the recognition of gain from the 
sale of timber. A taxpayer may elect to treat the cutting of 
timber that is held for sale or use in a trade or business as a 
sale or exchange. If the holding period requirements are 
met, the gain is recognized as § 1231 gain and may there- 
fore receive long-term capital gain treatment. § 631. 

Trade or business expenses. Deductions for AGI that are 
attributable to a taxpayer’s business or profession. Some 
employee expenses may also be treated as trade or business 
expenses. See also employee expenses. 

Transportation expenses. Transportation expenses for an 
employee include only the cost of transportation (taxi fares, 
automobile expenses, etc.) in the course of employment when 
the employee is not away from home in travel status. Commut- 
ing expenses are not deductible. See also automobile expenses. 

Travel expenses. Travel expenses include meals (generally sub- 
ject to a 50 percent disallowance) and lodging and transpor- 
tation expenses while away from home in the pursuit of a 
trade or business (including that of an employee). See also 
tax home. 

Trial court. The court of original jurisdiction; the first court to 
consider litigation. In Federal tax controversies, trial courts 
include U.S. District Courts, the U.S. Tax Court, and the 
U.S. Court of Federal Claims. See also appellate court. 
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Unearned income. Also referred to as investment income, it 
includes such income as interest, dividends, capital gains, 
rents, royalties, and pension and annuity income. See also 
kiddie tax. 

Unearned (prepaid) income. For tax purposes, prepaid income 
(e.g., rent) is taxable in the year of receipt. In certain cases 
involving advance payments for goods and services, income 
may be deferred. See Revenue Procedure 2004-34 (2004-22 
I.R.B. 13, 991) and Reg. § 1.4515. See also accrual method. 


Uniform capitalization (UNICAP) rules. Under § 263A, the 
Regulations provide a set of rules that all taxpayers (regard- 
less of the particular industry) can use to determine the 
items of cost (and means of allocating those costs) that must 
be capitalized with respect to the production of tangible 
property. 

Unit-livestock-price method. A method of accounting for the 
cost of livestock. The livestock are valued using a standard 
cost of raising an animal with the characteristics of that ani- 
mal to the same age as the animals on hand. 

Unreasonable compensation. Under § 162(a)(1), a deduction is 
allowed for “reasonable” salaries or other compensation for 
personal services actually rendered. To the extent compen- 
sation is excessive (“unreasonable”), no deduction will be 
allowed. The problem of unreasonable compensation usu- 
ally is limited to closely held corporations where the motiva- 
tion is to pay out profits in some form deductible to the 
corporation. Deductible compensation, therefore, becomes 
an attractive substitute for nondeductible dividends when 
the shareholders are also employees of the corporation. 

Unrecaptured § 1250 gain (25 percent gain). Gain from the sale 
of depreciable real estate held more than one year. The 
gain is equal to or less than the depreciation taken on such 
property and is reduced by § 1245 gain and § 1250 gain. See 
also alternative tax. 

U.S. Court of Federal Claims. See Claims Court. 

U.S. Supreme Court. The highest appellate court or the court 
of last resort in the Federal court system and in most states. 
Only a small number of tax decisions of the U.S. Courts of 
Appeal are reviewed by the U.S. Supreme Court under its 
certiorari procedure. The Supreme Court usually grants 
certiorari to resolve a conflict among the Courts of Appeal 
(e.g., two or more appellate courts have assumed opposing 
positions on a particular issue) or when the tax issue is 
extremely important (e.g., size of the revenue loss to the 
Federal government). 

U.S. Tax Court. See Tax Court. 

Use tax. A use tax is an ad valorem tax, usually at the same rate 
as the sales tax, on the use or consumption of tangible per- 
sonalty. The purpose of a use tax is to prevent the avoidance 
of a sales tax. 

USTC. Published by Commerce Clearing House, U.S. Tax Cases 
contain all of the Federal tax decisions issued by the U.S. 
District Courts, U.S. Court of Federal Claims, U.S. Courts of 
Appeals, and the U.S. Supreme Court. 
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Vacation home. The Code places restrictions upon taxpayers 
who rent their residences or vacation homes for part of the 
tax year. The restrictions may result in a scaling down of 
expense deductions for the taxpayers. § 280A. See also hobby 
loss. 

Value added tax (VAT). A national sales tax that taxes the 
increment in value as goods move through the production 
process. A VAT is much used in other countries, but has 
not yet been incorporated as part of the U.S. Federal tax 
structure. 

Vesting requirements. A qualified deferred compensation 
arrangement must satisfy a vesting requirement. Under this 
provision, an employee’s right to accrued plan benefits 


derived from employer contributions must be nonforfeit- 
able in accordance with one of two vesting time period 
schedules (or two required alternate vesting schedules for 
certain employer matching contributions). 
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W-2 wages. The domestic production activities deduction 
(DPAD) cannot exceed 50% of the W-2 wages paid for any 
particular year. Prop.Reg. § 199-2(f)(2) provides several 
methods for calculating the W-2 wages, but the payments 
must involve common law employees. To qualify, the employ- 
ees need to be involved in the production process. § 199. 
See also domestic production activities deduction (DPAD) and pro- 
duction activities deduction (PAD). 

Wash sale. A loss from the sale of stock or securities that is disal- 
lowed because the taxpayer within 30 days before or after 
the sale has acquired stock or securities that are substan- 
tially identical to those sold. § 1091. 

Welfare-to-work credit. A tax credit available to employers 
hiring individuals who have been long-term recipients of 
family assistance welfare benefits. In general, long-term 
recipients are those individuals who are certified by a desig- 
nated local agency as being members of a family receiving 
assistance under a public aid program for at least an 
18month period ending on the hiring date. The 
welfare-to-work credit is available for qualified wages paid in 
the first two years of employment. The maximum credit is 
equal to $9,000 per qualified employee, computed as 
40 percent of the first $10,000 of qualified wages paid in the 
first year of employment, plus 50 percent of the first $10,000 
of qualified wages paid in the second year of employment. 
Starting in 2007, the welfare-to-work credit becomes part of 
the work opportunity tax credit. § 51(e). See also general busi- 
ness credit and work opportunity tax credit. 

Wherewithal to pay. This concept recognizes the inequity of 
taxing a transaction when the taxpayer lacks the means with 
which to pay the tax. Under it, there is a correlation 
between the imposition of the tax and the ability to pay the 
tax. It is particularly suited to situations in which the 
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taxpayer’s economic position has not changed significantly 
as a result of the transaction. 


Withholding allowances. The number of withholding allow- 


ances serves as the basis for determining the amount of 
income taxes withheld from an employee’s salary or wages. 
The more withholding allowances claimed, the less income 
tax withheld by an employer. An employee may claim with- 
holding allowances for personal exemptions for self and 
spouse (unless claimed as a dependent of another person), 
dependency exemptions, and special withholding allowances. 


Working condition fringe. A type of fringe benefit received by 


the employee that is excludible from the employee’s gross 
income. It consists of property or services provided (paid or 
reimbursed) by the employer for which the employee could 
take a tax deduction if the employee had paid for them. 
$132. 


Work opportunity tax credit. Employers are allowed a tax . 


credit equal to 40 percent of the first $6,000 of wages (per 
eligible employee) for the first year of employment. Eligible 
employees include certain hard-to-employ individuals (e.g., 
qualified ex-felons, high-risk youth, food stamp recipients, 
and veterans). For an employer to qualify for the 40 percent 
credit, the employees must (1) be certified by a designated 
local agency as being members of one of the targeted 
groups and (2) have completed at least 400 hours of service 
to the employer. For employees who meet the first condi- 
tion but not the second, the credit rate is reduced to 25 per- 
cent provided the employees meet a minimum 
employment level of 120 hours of service to the employer. 
The employer’s deduction for wages is reduced by the 
amount of the credit taken. For qualified summer youth 
employees, the 40 percent rate is applied to the first $3,000 
of qualified wages. See the welfare-to-work credit for the calcu- 
lation for long-term recipients of family assistance welfare 
benefits. §§ 51 and 52. 


Worthless securities. A loss (usually capital) is allowed for a se- 


curity that becomes worthless during the year. The loss is 
deemed to have occurred on the last day of the year. Special 
rules apply to securities of affiliated companies and small 
business stock. § 165. See also Section 1244 stock. 


Writ of certiorari. See certiorari. 


= Appendix D-1 


TABLE OF CODE SECTIONS CITED 


[See Title 26 U.S.C.A.] 
LR.C. This Work I.R.C This Work 
Sec. Page Sec Page 
Lee pecriceten eer wan tn lise alae ion viewed EA chee 2-7, 16-25 DAD) sierce ord neni sce Sger and och ayeeiers Sqoeroct dees Sem toeaee oka 13-21 
eas pO OLS ORO RRC DEED COLT CERO aCe earn Cee 2-4 QO Asiicet ryote career eiereaieny 9-18, 9-33, 9-34, 13-24, 13-32 
iL (alee ence sts wit, Saree sity ocf als derals ersly Gidt Featatad 3-26 25A (Ad) tote iancinaetio sty tes Dee aartb ene? Hentecey eo aierle 13-25 
IC WNingcters caters "ares. Poet ratishehdaysys « aigieta.w detele bres 13-25, 20-39 25A(E) sess trypan eninieh Rates ebiads deters 9-17 
EC GiMcelinis: abr entrances Ake a!addalele itn kwws d euteworsta ne 3-32 25A-(h)(2)(A) Mamapsspetive ee tepiawetioueietkas tras te wee 13-24 
jh). 7° SR ae a mere 16-25 D5AG)3) sone coatobuada abana: Gace REI R TES 13-24 
Fr al ieee GN hg A one dh wwe canctsz x 3.35.20-21  —" DhBatcbaeswictceyne Beha ee ee 13-28, 13-32 
PE ER ee are 20-37 BEB e)-sctdisasls tea dolonicoierdialetidlescuseaenc a eee ae 13-28 
TO MNS esse had vache 0th, venre car edhe ih 416 20 eeaaesvetncih es won turne lia aieseueteeae aaa aan 13-27 
TEN GED (eee ease eth hcl eran seyst atechos int 20-21 _- ‘BB Dies ssyeramcrct atieetesrclacatseieelca eae 13-27 
i 7. 2 eter eae B29 ° DGla\9\ snc winkcienside ee theo casts ce-cuat nen a 12-9 
Die os REEVE TT TS seth Sees hs cetera admtebts Qf = oT Baxkasat conan ee eee eee ee 13-19, 13-32 
2 al) ecko raeratitony nts eatserencievelolroarereomarew suns i avde’s 2-6, 3-27 30D siete Saskresetncngy: sere Se ee Eee 13-27 
SERETGDY OCI GPa AD a 2.6,9-7  3'lissam pat) gsieSsiediclieh-amyaabencabomtees el ae 13-32 
2 (beer yore recites st decree tls treet ae arays oaeuboonia vous 3-27 D2 8i3 wlscecda Sas ahs Fareed ree ORL 13-15, 13-32 
2(b)(L\(B) caters ikn GIR RSE Jk threo aotamioss 3-28 $2(a)(2)( B) iitsotsqestendniecartect vale tes davielauere eee eee 13-15 
TT La Ss the RS B27 82] ta tedden uscdea sehen tals des ee gia 13-15 
BNA COR SAILOR COO COTO OOOO eT OOO FOG eT OE Coan 2-6 36 toh. Miahaeilias Shaheen e hecstont BEER 13-33 
Oi ee rac Ce Rw eset ME Vobws Seeks ie ete ai teneatels. 6 2-6 SOA) is oig ine edt sae sleyes Deanfera’ et aes ee ee 13-26 
OE OE RET eg 8 ats SEE, RS A Ne ae 2-6 SO(D)(2) -vesloss austins, 3) fe vues ope. © ct hee ee 13-26 
SI NN cs re ee eM etait sine chsinhnn The Cerne nn eae 2-6 SO(C)UL) Fs scar aha SS. Steere sree ae 13-26 
Os Ie eC REOR LE Cire Saran ete er ae mes Senet ar onset okie 2-6 BOCK 2) Soak aes bee's $54 Se saa aes ee 13-26 
LO Sects ere rc ates 3 contac. Dea Be cae erage aiehs, Sa a rene rey 2-6 SOCKS). oh seas ae ened 64 take de aes ee 13-26 
1 eee cs RACERS Moo cein nero Din Gea Ode OG OF oe 2-6 BOE] ) 0s. nice carly wae See Re nantes eee 13-26 
A 2s ee aera cre ote, ots ORT UE Bete ans 2-4 SOCEM 2) wee». « = sss, wrace ee ahetetar a ee Sa 13-26 
HEL GD eesti caehs de ete ere eu oe aoe 20-13 SOCEM AY oo saa 5 3 «'in,co ag ace ea 13-26, 13-27 
TE SMR cr 3 27 —86(£0 4)(D\ Dk, x oo ee 13-26 
ot, SR ak, eee 132151332 _S6(f(4\(D\id s.r ee 13-26 
i a ere. 18-23. _ 86) coca tas cocs, ac eee 13-26 
ci, IRE. COS SE RR 13-99 BOB) a oa icsen cs ees cas oe bce ere eee 13-26 
2. Ee. 1318,03-32, “«36(h)cciaagscsn ape ana eee 13-26 
LF DI GIN a B14 > BB cc xeracaniga ste veccuane epee ae 13-33 
ri... eres omen: 13-20, 13-32° BBC) ce nnn cuties aces soi oc 13-6 
icy. Qe ie ea... 13-20 ~~ 80(AM1).5 0 once ok acs 13-7 
LC. SPO Sis. cn. 18-21 40 ais. 3x0 +, aos Sa ne 13-27 
23(Q)G)REE . « sc08>~onosnanes ae a nr 13-27 
ee. VENI i ccc 1391;1339° de... 7-16, 13-11, 13:33 
24(a).. 6 Mons s on gece cae 13-91 41(B)\(3XA).......cinuuee + 0 eee 13-11 


I.R.C. This Work 
Sec. Page 
SEBEL Me 2 4 and vo a4 Ade oad diaendae ada ae bared Oe 13-11 
PMMA 9 o 5 55 S554 cade avian eroevenvcaksard 13-11 
PIG MMP sane l assed caasdvsdsweds ote Re 13-11 
DION R Na tar Ad 0s Sais neon od ond ooo ener ewan 13-11 
ETM Ga 0558 osc od ne dee one own hey Ee 13-13, 13-33 
2S oe LI cal ee en oe rane Te oe 13-14, 13-33 
eM MU Ad aA indo dead han eaeed a ea hnoan nde heen 13-27 
CTOs 743 X5. Face bok hoe oo xs BRAS oP dige a ae 13-14, 13-33 
EM UNG S HE GES ais cha btwn aay otra vd Fy Go wet oa 13-14 
PERO ROME MNS oH) A 40h. s'0 ba 8dr 6a BORO Cee ae 13-14 
PAGINA RNA EN A Hols cad dend ed 6305859 Faced 13-15, 13-33 
POTS CRN HAS RON o's aah a Saaenda pou vat arm ae eee em 13-15 
EMER MES 2 Fi) 8 erie PRIA a ad a nda od ee 13-27 
SNE MALIN a Ra ag Rcd, dds dn fA Wik OA OR A 13-27 
MMMM Sd AERA DTK SRST SSS Rd SEAR ee 13-8, 13-33 
BS), 0'6hch bb EOE eee eer ean PU | 13-27 
SOC) acne ese ae re Te ee ee trae wt By os Be 3 A 13-8 
NS 2 RA NCPR eld nb Has downs oS Oa SD 13-9, 13-33 
NE TA TNS A A Pian ot 4 oS Saree addon vdeo eee 13-10 
enn (GL) G16) (lar Neen es eA eee a acc dace A tao aoe 13-10 

Ta PRON Se os RAN TAA Hoo aad a 12-25 
LD PPE Sy MHS oe ha Sistah ns ora Ne Mor aeheka Nica aid ASE 12-3 
SGD) ULL Pe es A Aeris HARK Aaa es Aah. nord octet pare Nae Oe 12-8 
OUND) eds ached weer MS AAA AS dovarT ee nee nae 12-26 
ICN MENA SR Ads 3 AA haar eo aan Pais ARO AA RAD aoe ones 12-8 
ETO CAC) EMAAR NS AS eA KAD ATA SS OMAR ARAN SIOA 12-26 
IG) () MR TA hats SNS a Tar FAO RET AAAS SAD ARS 12-26 
OTe) CLD) CAN IRSPR AREER ice M ery So ao ao Nod Sra Taets a sce 12-28 
DC) (09) (Ls) s ROR ALTA Ro arte whore nar cckoae dae ee an oat 12-28 
ENS ae ee ee eee er cere rer eee 12-28 
OE a a ENA Sch An dank nna ao edaodayAaenee 12-5 
MEMEO Naa KRTS otk a onde > edd vhenst se daanees Adee 12-12 
BOK) (C)) Mt aay ote a cek ora eA ras oar haa atone ono 12-13 
TE NERS oS A Fee dere oder dew 2 hee wee Kime adi 12-13 
MEY AENEHNE SS parte de vnnwwes cds coda vanae ode 12-16 
Ee PARi eer ged eoerdr didnot erenswnn nied af 12-12 
hy a NAA Ee ee eee ee errr ee ee 6 ele, 12-14 
MOMENT eKa ana PkATe rds ed soos cewnedadinnnsaded 12-17 
OME sa pater Saker sho scavenge dans venenemhe sek 12-17 
RCRD FESR Arent hes c er de kurns cone tenes 12-18 
LRN MAS ASD Kent genet enna cates cadets 12-17 
BOM LING Sars eto sera eddacsewseaoe ane besos 12-20 
Oe ee eee ere er ee er eee eee He ea | 
POE Onley sthasdeddodretacrar ccna ceanecdont 12-10 
JO) eee Cee eee ee 12-14 
PG ERE Rah ee rare en nddcasenecanvonsnrnnreues 12-29 
PEPE As r curses nnscdontosonsrencdsesias 12-29 
BOC Ne: SP oa a Aor e ae diag crnrserosecservoersersskes 12-29 
BORD )S) o Alvi neve seen rrcs cn eesoweednseeee neni tes fae 

FE NT PTE Seater ii dotar tea nbotovat ahead a ates ates - 

Bae MA SoA LD.BOK 13.6 
cers cn adcanersceraddoddorscener! 12-21 
Bayar ens RPT ee dace Masses ndoee est owad sent 12-22 
BONO ho cadcnrrsdanc nde scerene codewee terre lees 19-36 
Oren se ea Naess ra cazeus Shae na Pada edad orate 12-22 
One apace d hare sn nnadenr acdcndianda deve lle 12-22 
Penna as Sa norHans dor deer die cenvimdecene scons 12-23 
BRO) Anand andre rdadessenocsebeentererennccees 12-10 


OE ee ees renee 12-13 


Appendix D Table of Code Sections Cited D-2 


I.R.C. This Work 
Sec. : Page 
16S) (2) CENA at ot ove oveet aera hit oy accent 12-13 
on RENN ernie ae aiglamremvha ne Laie aaa Mena ede 43, 44, 20-18 
GDR TERG a 8 lone ne also cs oP aby PE ae we 3-4, 43 
(oo (Es) COR) 3 ae eee ne ee ee i ee 147 
BIGILQM ao Fi oa:o od a ta daw wn earner Ie 5-34 
G2RRE Sec AAA Ag 8 ohio) och ator tra oie aa eae ee 3-5, 6-4, 20-18 
O2(a) CN ey ania sia a5 3 hd Shia ae ee 6-32, 7-13 
G2 (A) (Qt sence We oa. chas oho aaron discs on oe 9-27 
O2(AN A) CA) cecr an dawn axle aa ae ead aca eee 6-32 
62a) (2)(B) Res aen.a 9 ea veo cae da Oe Tee 6-32, 10-28 
62@)\(@)( Di) egexsadas cd ae eo AS ee 6-32, 9-25 
OQ) cas ackqainnchaiavd aves ie aed evel ot wy AAA A PEI 6-32 
62 (a) (Aaa 3 aan s aie on Sean Fey Pate tena 6-5, 6-32, 7-13 | 
toy) (ka) Mew aerate one OT Ural ee 6-32, 9-14 
G20 )CLS) ed acd oped ho as a RE Se ee 6-32 
G26D) leat ate a dard. thao toa a Mae ain de 9-27 
OSA eRe Saunaiaw ada nh acts eh aaca at ae aa eT ee eae eee 20-18 
63(b)cthrough (h).¢o 4525 toeds Annet ae ee 20-18 
OB(C)CM w § cnscscd ax-p-o ef ty alae WO reo aaa met rs ee ae 3-9 
O3(E)(D) <. e Reh 88 ao oo te a ee ee 3-11 
oko! (eo! (6) eA eee we eS Nee cwlachiccans 3-11 
OBC) Bee's Gioieo eaten death shar’ Sl dav lalltv a sa eT 6-5 
OOF ikas enan sad diieta da ans 35 2a eee 421, 
CTR acacedaces nahn oo eee ee 4-19, 5-23, 9-30 
GHD\S)i« a ane dod odbo00 nana sen gees ee ee 7-13 
OME a 5. FA Nation and. aera dona oA AL La a har ero Wek oO OCR Re 10-29 
VALS AD 5 ada dN aa oe LA Sora 3 oe td SE See 422 
WMO Lis ncaroded edo Oho as SAS a ae AI eee 4-2] 
WLS) GL Vie aint cdcn snd Savtioncd a go acy fo eee 4-22 
GCE 2)s...43 naaaade eadnad Ao NS aaeee meee ed eee 425 
PHONE: Be. ona 9 Shonen eee Ore eee 423 
TIED WAY rac gees na br o3 0 ibaa a hes We ha ee 424 
TAS CG) ORS oo ae o B89 Fe 505 24S 508 FAO a ee 4-24 
We Se RS oy oc cell tu eR ches ER Se ne OTT 19-12, 19-23 
TZ(D) ethan. ay Shoe Waid s aaa oees aR 4-30, 435 
eR Bat A rr PROT Te re hrc hoon tr 431,435 
PHENO) ES tae o ndd ak do.ae odo gan a ad aod POOR ee 4-29 
PAG) ds que ow sa da cele de es ht dates ame SOU a aorta haere 4-29 
(EA ie Pee Fe Re re See EC Pee ckea eae 19-11, 19-26, 19-50 
FAt\(2)(B) sdaaciee xen ace.aakhac ae 6 agp mee Soe ene 19-27 
GPECE) (DCD Vida oy a sug Sror trance ouch Sictan cy ay eet nN aR ae 19-27 
EUG) C2) CED) Reker a: da atesan oo Ate Soc 8S 9 oo raat ae ee 19-27 
TOC) 2\CR) sana bas onan aces Sead wa ore 9 et eas Seer TORS 19-27 
DMR Sane AD Un ay RR ON ey OL AW AO OSD TN IS AOA 415 
1) he AI oH ct cna RO LE TSS PRR AR AN TN roe a HA 4-32 
TAL DARA AR yO oe he ott OME Ae ta at a archnaracnery kena 4-32 
TACO RE Aa eT A AN NTS s MN Slats ave alae 4-33, 5-4 
LP OTA NRE ONC A cE bats BES 4-33, 5-4, 5-41 
TO) RAE ake na: Meee AraC A. Cae See 4-34, 5-26 
SOM eS Oe ine a eine nara ISO er TO ages 19-30, 19-33, 19-43 
DO AMI ad Mc hid Oasis ddan Fal Rad one omar 4-12 
SB) (ema A acres ae Sherr akan eta gear ar Ra aw Ware storeetes 19-34 
MIN es ceo horn hd oa Ke oa aa Date decor 19-34, 19-49 
WAG AWsa Ras He hah Wnacen rar dadass Pages aan aradas Ae 19-34 
a EME BA TN vA cea id Soci clo AGA nd ayia ts PRE Bae 4-34 
RGGI Soh baa ods ane Aye saa eas 4-34, 5-4, 19-21 
TOM. 2:8 oe Pere eae eee ae ears Ta 5-4, 7-17, 14-29 
POMAVOUGI LO. i6 sce nda ges cae ong oso a moaclele Merman: 5-5 
MONA sae tad anak dane nowdede sso on dayds com ean oa MNO er 


D-3 Appendix D Table of Code Sections Cited www.cengage. com/taxation/swft 


LR.C. This Work 
Sec. Page 
MO UCANCL oars tote gic saetas ates slels Naked <% welein eras Gea at ote 14-29 
MOG) Pate ate sin wis doaies sleie!s's kp ooevaprert-aeasl Weare yes 5-4, 5-8 
TCO SNe RA Taree REPO Srna cagE coordi oc nin 5-4 
UEP Te Ri rR eS RI er Sun congo eo Ot 5-4, 5-5 
RUA A) Scgecanetons $4 een k it bes foci ae eee 14-13 
POZE MN ete ois. ss bn dues Sr gneniow ovadaqtacs sass: 5-6 
DOA Mae boca sq kates hee we abate a ae 5-4, 6-29 
OTS. GAO Nea, eR eT 5-28, 12-43 
POD leon Cabs ntminnwn es Saas Sia h assy ate oe 12-43 
BAe RN wala din en Ser WS dis, aa Sl eels ee OR Me 5-4 
MACE lige « Pastors wi quark ejalere sage & Soke Waar a cage, AAR 5-13 
UEC) C2 Memeo tere ae... Maes fe = eae s ep epee eg ss pee 5-12 
TAUATIE) Ol Des 2, Sad sen as ella ain ae ee Eee AAS A 5-14 
DO cas owen opal Sk comes vial ates 5-4, 5-15 
MORN Gh eat aera se asker cnniss a nig, s os Bly fa he meee ee eM 5-14 
ACES ID) 60 ts Oa EE Aa gO 5-14 
Ur Mies ter ctem ceeeatrn aa Ben uc «wane wake od 4 ain fe eg hae 5-14 
MO MED eee iar Fo advan oen)s sialin.ay odo didn of AME OI 5-15, 5-26 
WGP Serie aa Sel a Ssicies soem bi wadinte sera sie 5-4, 5-14 
LOL IE tap ce one, Alber ee oe ER So 5-4, 5-16, 5-16 
MO ee Pete eet sees slenk's tune yada es does 5-4, 5-19 
LURE Mot er etude Gn Cares ces kahy eee 5-4, 5-34 
ROSAS hea ete eh eet ion pasa aks, whites ee A aRd 5-35 
TUM EM MAR aKa wikata can goat rehaeties see acemeauwe 5-35 
USC .en CORO Se Dee Enea Rg tis 21 5-35 
TEE Nec oc Rey 0S Cae a 5-35 
PUG} Na geet Sse G Stig Suede Saas ene dadeokeadssie. 5-35 
POMC) O) ea sere naestpeeene Pee cisctanchoonas de 5-35 
RUN Meee ate Pivots a ceeac ska tk doa ded nea eee 5-35 
RM er aee Pon gaa st oiis antec eh eka a MoAaca men ORS 5-35 
DMS Sead Ne Jann Sa gent ead scaes the 5-4, 5-5, 14-24 
Dae eee creeds as bos Coe does ks SRE TS AaRS eAR ERE 5-4 
MURR etter cats. es aasocnuas ccece sasha eh. 5-4, 5-33, 12-43 
LCD rem ates ow aR WeN oaks Boeeean Ta Le 5-33 
DU 2 Cnc San. ueaew end een ash casio ecm 5-4, 13-28 
WED oo Sao Guynrwds nave eskan dn dada ccs’ 4-32, 5-4, 9-18 
Mame inn we Ole eo. GGa ee erate Seas wos et 2-35, 5-10 
AD) ert. oon ae Rese ws een eons areas aes ogee 5-10 
PACE RE TIED oe cB eetas ye hews 8254 SSS o4 ened 13-31 
OA) smrat 5-5 5e Se eee aes wae Rae e aka: Cae ee 5-11 
EON 251.500. 2sans le aneee peane eaaewaoness SLOENS 20-16 
11) dey NES SINE a RE pa eee etre 5-4, 5-17, 5-22 
ENS) S 24 285325 Sanaa come sisson ose Tere 5-17 
RoE ygee S 182% «513 2s Ree eres Cae ee eons cee 5-18 
LE Gen ORS gar io cari ie aie ie Pa 5-19 
R2MP eras Ses55. 64. 5-4, 10-16, 13-26, 14-8, 14-21, 15-3, 15-16, 
15-17, 15-18, 15-19, 15-20, 15-21, 15-22, 

15-23, 15-24, 15-25, 15-28, 15-29, 15-30, 

15-31, 15-34, 15-39, 15-43, 15-44, 20-4 

IDNa)lameweees . occ see aes ae eeent ss eee 15-17 
RZD) ic Jo Sateen ks 55) eas eee aes ae 15-17 
EZU(D ML) sho ao nee 22.8 a cena Nee ee eee 15-20, 15-21 
PAID ea) oa Sn Saks = «ne ace See es eee ee 15-20 
SPA D)(S)st sec keeeeas «65.2 055 ogee eee 15-17 
EZ DAD) oexs SEER: sos, Ce. foe ee eee ee 15-29 
POCO)! Rae oy Sade a SA Soe ee eee 15-22 
PZ OM BRS ss se eees 05.54 ae eee 15-18 
B21 dS KA): 3 ns coke Maes 6 os ocho eee 15-43 
EAMES) ss asses cageeaes 03... 59h 15-24 


I.R.C. This Work 
Sec. Page 
PACH GC) Meat eer rere oe nc dotoachncsteg? 15-29 
1.2°1(d)G10) <2 scoped eee oc ohos osteo cleat es 15-17 
Pal) ee Caer area te Sods HSS Une 2» 15-28 
| bX, ee ee RBC ey Ts nate o SoA pedi o 5-4 
LOGIT eee per a. 2 aie, aes an tiene ieere ete eee 5-4, 5-20, 19-43 
1O5(£) BEBE) caon ee hs av ees oe Gu ee 5-20 
1078. ee ee oe eo ee 5-4, 5-20, 9-18 
127(b2)Eh. Ses agse Sue cas sc Sate ee ae eee eae 5-26 
LOOR ooo yee er het tle a eee 5-4, 5-20 
131M os Seb See OR eee 5-4 
V3 DC 0 AR IEE ck Peis iers Scape aeons saat artarered ern ee aeons 5-4, 5-21 
P3264 CG) EM Oe ws ee ea ee Se oreo 9-14 
TSQ aN) dens Wess weeks mg eco Bonk tanger aaa ae 5-25 
TB2(E) 3. saw aia Wea. wits eo ad Cae ee eee 5-23 
130(d)REV. ous Sue ee 5-23 
1926) .4 bus cei eee eerce ese ae eee 5-24 
ISHS ss Socks ll eee 5-24 
1S2(S)OBL 55 nds. Siena ey wigs oe eee 9-14 
1S2GV1)..50., evans ey eee ee 5-25 
BS2(j)(3) ccc see ee oaks Sarena @ arsiceean tet oer atte 5-23 
1S 2GNA) fas dodcae 040d 5-20 
E320). ¢ daa adees 20h $05 1655 Se eced eee 5-25 
$32%(m)(2) oss Jas fawsn uns eek a ae A ee eee 5-25 
His 2: BAO ae ee RR at Pa Bee esq a din tin tric doa ts Gib ic. 0. 5-4, 5-19 
TSB sc rhalekes eeeee se eee ee eee 5-4, 5-31, 19-21 
ISBT ISS SO. 5 ek bes se Se eee eee 5-4, 5-20 
189 TA cceesees eg sites eee eee 5-4, 5-5, 5-6 
PAE coco cpceenscatsedes bee bigs hess ee eee 12-22 
TOUB). oc odadacdd ORS eee esau stee eee eee 3-12 
PSU) ac 2g cacccdeendgt $e4 oho eee ee 2-28 
15 1(A)(2) is ssc h Re Se 5 Se eee 2-33, 2-35 
T51(A)(3); .3-4 soe oss 544 58 855 hed eee 3-20 
152(4)s ch sce cesasseed. LESghe nee eee 2-35 
159 )\O)A 42-2 eee 9-33, 9-35, 3-18 
152(b)(3), cosas pevagehect yee seaee ee 3.19 
P52) 52 oko 2aSsk 4 eee eee eee 2-28, 3-13 
152%EKIND).< cess :hanteee eee 9-98, 9-35 
152(C)(4) vs einedeek sandisk daees ds take eee 3-14 
(2d) = Acsscncse cee eS ee 9-98, 3-15 
152A)1NB)s sexs scsni atta ee eee eee 9-35 
Th2(A)2) oc cosh i cds obese eee tee eee 2-28 
152(d)(2)CH) 20.25554546058 ese ofe eee 3-15 
15 XANS). <.0sccascletesee ee eM) 
V52(E)(2), 5...55.3.5555505508 ed pena eee 3-18 
Le) Gee 3-18 
P52). caccshenndgt ndes theese eee 3-28 
THO(2) . on..45354543e eke ea eee 3.14 
P5263) so. 52 se tacees kes Loe 9-46, 3-15 
VO2C) (De thc 44h 6 Sek ee ee 2-29, 2-35, 3-14 
USQCE(6)s os4 Sica oyna cae Seen erae ee 3.14 
NGQH re sea ss Sea cee 6-4, 6-6, 6-14, 6-32, 11-28, 13-15, 20-18 
TO2(A) sec Reece es ba ak os Son alls ce eee 6-6, 6-32, 6-46, 9-9 
16241). Scctutersscsenboes cee: eee eee 6-7 
162a)(2) cca ecsiecionccucet data eee 6-32, 9-47 
TOQSVER & vce 525000542 5a eee eee 6-13 
LEME). 4 c5:..iaaeeleaea sane cee ee 6-6 
LO2(€)\(2). <45.535 48 tae Se ee eee 9-47 
162) cack ikon: Dee ee er 6-15 
LO2(f) 2AM. 24002249 O8eheds <3. ee 6-13 


ERC This Work 
Sec. Page 
Be BY et seen a ia aiste os ux wenaehaen. kwon 6-13 
OUI ect eat winxp ann wigrs scoters, Se accoy aces ntl 10-8 
Macs. occ 6-15, 6-16, 6-48, 19-32 
ECO enters cio. vcnclsia us yuu doca huserc ois Ga eee 6-15 
BNA SON ahs 5 Ses ssescry rao neki ace adnan ee REA 6-32 
nantes 6-32, 8-24 
Re NtEs MET SS tas) ows. carns oe kc Rckcs 6-32, 20-28 
“OPUS Ge 2 mee ee ir er 6-32 
PSSA nS Teka oe TiO | at iG gg 10-16 
PMY a BMA eS Stan ola dead lt eal 10-17 
UC EG Sao aee eaenann rena 605") 8-13 
Be Rea sy «hw anthaicing acre cn oa 6-32, 8-24, 10-11, 13-19 
UOTE U1) eee ae oe ie 6-32 
PN RO A Re oc loa Peiiscc deur cou eek ae 6-32 
US A ES a ee anni 6-32 
Te TR oe ie ge he 6-32 
Gea iia) POR ree ek  eauele 13-43, 19-20 
NGS coc ties Cae tie eae ae 6-8, 7-38 
on gon nce nino. SONAL 14-7 
So | Se eae 7-8, 15-17 
a ie ea 6-32, 11-3 
Oe ey AS 11-3 
ee IN, 1G. 10.20 1 6-32, 7-11, 15-16 
i. 2 ae eee 76 
Ds NI PE a re) eck ass ri mins Sebi oy mney eA. arn Sos 11-28, 16-9 
ae 7-10, 7-15 
I orc ancsguee’l 7-11 
EE) oc a 28 MRSS Re eee ee Stee en Re a as 2 7-12, 18-9 
Me a sae A 7-10 
es es hud ok chee eke anchor herateca le 6-32 
acinus onnassounsvcat 7-4 
MISO) MP McD Sidon ee ch i arcu cn os’ on cd ov (Kaper aunckey 2 uth Torers 16-35 
Poel PI ae ee Sat sy ph oy sacse sa cco thor ap crane 14-24, 17-12 
ES oe oe BCR n nt Ee 8-3, 14-24, 17-2, 17-12, 17-31 
Ne ee et bl chihna ey one nsx sre ohare ohina aks hee 8-7, 8-10 
oes 8 8-11 
Be cv tvnnonincunwe 8-12 
NR CR rd car cteres dain men sl nn Has Wo slersiere eine w te 8-11 
on ciccciawnnias anaininavnnn ll 8-10 
NE ec ciieve av pivwavilavincel 8-11 
ior Svweainansdennnvde 8-9 
BE RO MO gohan csicnandsaseacaune nile 8-8 
oS a te EE RE eo ohn is 2 8-6 
resin snmgdvnanawadsvowasA 17-17 
os gs sivecin ew ninsic ROME 8-21 
os Ca ncs notsco vn snnnnwananiananatl 8-12 
a eerenrnnrenrens |. 8-12 
Se eereenmnnnnner rT = 
nn ncveannandannnsvavndl 

sale 6 : Leas 8-8, 17-12, 17-15, 17-16, 17-17, 17-18, 17-37 
as ivan sins seen are 8-13 
UNE NN ee syrcs'gfas of sits es chon shsinsies wieisi'e 6-32, 10-19, 17-20 
ett a. Veh aaa bit sire - 
CC) a Sa ce? 
ne mae 
Dig ng stsein rm cenenenenss OS 
ag sant een ws swenne nnn nents 
BAe ceases oases cm 


ES ee een oor 


Appendix D Table of Code Sections Cited D-4 


LR.C. This Work 
Sec. Page 
D70CE)(CL)(B)G) Fmt Siac ee cue ee 10-25 
7O(E)CL)CB) (i) .¢,. Sede osty Seana ecu 10-25 
(li(\ () (s} Mane EMR NE AE Le, Lidia 20-9 
PZOCEW ADL S oS sace vera ca whee acne ee eee ee 20-9 
PT OCEMS) vcssciaco nace teoteasdds Dede ee 10-25 
ATOCE MG) is, crs sam 0. a ae hale one eee 20-9 
AFORE ORE. ois arn. sigan eeleiSee wie cia Son dere oe ee 10-22 
ES 7QUL) ook sd wong ad wn Fs a oe ee 10-21 
LTO). siscitsam ochels.ce kes aca o's 5 cel a ee 10-21 
ZOU) cio set aoa abhi hy a 10-20 
UTE). ee osines oo add. x anion eae ee 146 
DOM ci lscnaas a a yohae cetera aoe 7-20, 18-9 
TT 2(b) sw su arene Pinra od acted daa ade eae ee ee 20-10 
UTQG) Fora; sup. dorsi aahesteat els iardacue ae ee ea 7-22 
UV Ec COLE fee een Me ME Po eh ket ak Sie 12-10 
TANS. Oo eho das core ee 7-15, 7-38, 8-24, 13-12 
L74(D)(Q):. A055 SI SE eae ee ee eee 7-16 
TOFS Fo is Seer eee 1-26, 1-39, 8-1, 8-12, 8-14, 8-15, 8-17, 
8-18, 8-22, 8-28, 8-32, 8-37, 8-38, 8-39, 8-40, 

8-41, 8-42, 8-43, 9-7, 9-32, 9-40, 9-45, 12-36, 13-54, 

14-24, 17-2, 17-12, 17-13, 17-18, 17-22, 17-24, 

17-31, 17-37, 18-43 

PTZQ(D) 2 0% saa eea «escape ee 8-14 
is Gs) (6) MOI PORN SE wn 8-18 
PIMOS oS eiinscsiecs c'msiew ou 6 4 add hye eee 8-4 
lBoke) 4a aE ts Oberst od nO UES 2-16, 6-18, 6-19, 6-33 
SSUD) (2) oina sn afecon chops ack ey tee eotee eee ee eer 6-18, 11-28 
Rete Ce) ph Cr aol dh otmestecocs 6-18 
IR)) Sparen ons ocuee me: Ger ere r 6-16, 8-23, 8-24, 8-42, 8-44 
(ESSE) ein ne ME oo oA SEER EO MOE SOO seo 6 8-23 
1.95 (1b) BS 55 sho on o-oo oarotaeren erat iera eee 6-17, 8-23 
T95() (A) (A) AA RE eSB ioe ct tosis cise rd eee 8-23 
1950) GI) (B)), son acco ain eee aco cnsor eta crt eee 8-23 
L815" (ed eae rae tents ami ceo Btls ob.cde 8-24, 8-25, 8-27 
1 O5( CE) A) sarc: sressrsoonctts arate scores coer oee et rata 8-24 
195(C) GU) (B) vs seen da eey cine dusts seeeeLanl ae oe eee 8-24 
TO 5(G) POs as cca. terse AGS 2d Se eee ee ee 8-23 
NOUR Sito s auoeacawie: 6-27, 8-22, 8-23, 8-39, 14:39, 16-14, 
16-33, 17-12, 17-18 

Cy ee mOr eet per tte hh acct so Os 8-22, 16-14 
NOOR Bo. Sag wa ee sats a ye see 7-17, 20-9 
SCC) eee eee Pn nt Vem nd e cU Cum cach 46 oc 7-17 
TOMD)Fha82. BRE BL aL chiteiaetlascrositeo ratio 7-18 
HOOC EY OAK <6 ccygtee vento aawo satis denkelno sf. serene 7-18 
LORS A acs canta teh peer soon ale ass coc ie 7-19 
OCA) U RRS rovedoters cy hearvocaner cloner a teatieve Sherer erecsicr eek er sherohere 20-10 
ROO? sande dna eas on soe ae Asn s cleo ener 7-17 
ROW WA) at death chasis aaa Sukaaa tes ks does vera t eee 20-9 
Be KG) re wey te rst iP rie ba dks 3 Siero aan San ener 20-10 
RIE rey ee prcrsatie bles ieion dense stosbao nace aes 2-6 
PAA TOU 21g is os wars « Secaitie ss 9 wioeuies ae 20-34 
DAI) ».§ ates Aste iste a © ONC AEC 3-7, 6-4, 6-5, 6-6, 6-7, 6-29, 6-32, 9-30, 
10-28, 20-18, 20-28 

PUA ais asin generac Seis giain a dayne So eae aero 2-6 
PUNO IA aio io nessa awe acini 1 2S aa eels 11-28 
GAINS bho pas CERT een Re rere MOI Mle £2 o- 10-6 
DG) scott PRR IOe he Db nore Ee omInea rs C0 SB ic 6-32, 19-11 
1S Cyne DEC oe Mee enor rec rer. mer or eno e.o : 6-26 
DUBE WA) doo ce seieise scan suis on ne Sak wees gamete 10-3 


D-5 Appendix D Table of Code Sections Cited www. cengage.com/taxation/swft 


LR.C. This Work 
Sec. Page 
UM ia wns eee wie ete wis, etpraialindca'a slain et oe Ee 10-7 
PALLY UO atic sndiin ately e: oscy'm.osni sag ace, sha naval 8 or a a IO 5-16 
DAME ecfctes eve Soir te “aisha BS Pare nee OTR Giahae eet 4-22 
Rape hye h ode bod Rae aide eh Ad ned Lan oad nena 5-25, 5-27 
AMAA ret op 3g ns lay wore wate dag Sl lero ORAS nae Oe 9-12 
UAL ata staat se ern i inv. cyeiaie igived weal eine aa OLE eee 9-13 
POUR Lasts a nstocncre wenden Oo ste a egiahasarn era nD ere 6-5, 9-26 
BAUD CL Nilesat dae 'e onan vie, ¥ as 01 voip) AeA ae ahenec oct eet Marra 19-20 
BO er nico aoe mc aaraunicl ooh Rionci et pied mig ao Avuete orev Okay Oe 19-25 
ENEMA) accents oan Sf nencnn $a. ois Pini dyet ohh ena e pR A wel hole 2 ae 19-20 
aR AN de waht ach ovoid ae vi oeiya Rint lava in a ee eco aadakes Wak am 19-26 
TANS Ss Shen eg ce a er EY re ee a 19-21 
UNG \) ee et re ee ee ee 19-21 
ANNU at Ng 5 ale Hee Cone sad oa ate AP oe AG EAE Hao ASO 19-21 
aM ee tilo. ica «0/8 Se sie smniy 1H e's SEB dhe indus 9-18, 10-15 
Pe CZ aM R No os Os accra eh ore Shin cree ana try A ACLS 10-15 
ees so Ne 9 6-5, 6-32, 9-15, 9-18, 9-30, 9-33, 9-34, 9-37, 9-42 
AUS 2 Ci draenei tes erat atone ayetos 8 ard son teahariveh aval Naas 9-17 
DIAS oN 6 95 SAN IN, tore es CR ns on? 2: Pe 9-17 
PPACSUS. a TBE Ca ca AN eS aS a 9-17 
7a ars 4 9 Acs RSA an ee Oe 43 See 10-9 
OULD) ENE BMPR ie roose sl caus alls aun WaUalWioteine avalars« ARO 5-16 
PAH) Wann oon b-tinsalitoie decane fig stale en i aisilAG BMS GA ACORN 10-11 
ZEA) GSpot a ilaiene a arg anyearace eernnmare tan mae aan AMM 10-11 
ee EN 2) etareacitaths ato i uo rais! s.s'en ci eel ly ol eral er Saldana 10-10 
PATE SONY 65 lone Raho a ae ee ae 10-10 
EER) ne. cea eas Oa ae ee a a ace ee, FA 10-10 
MRR a een Stine eee deta e dg wished deste Aalsnnnn aed yee 2-6 
AIS CN cas Bsr 9 Ss en or eo 20-11 
Pa eatet a teree frlihd a waterestaw ves Ade awe co Fale dee etn 20-11 
AONE Pe fe ho eae Rene Tine ns Son Lea OES Re HE 8-24, 20-12 
ACTA ot ARE Ce eee eae 6-26, 6-32, 10-3, 10-28, 16-17 
OMA NE AEN Tee raed sine ere nds tas Ades wien 6-46, 8-44 
FADE (VIN 6a 8 PSY 6-26 
ISN ae eas acre hh eS 6 9rd. 5. we 8nd OR 18-31 
MSN) Ate AER ico ROA a wedge wade 18-13, 18-33 
BOS ANS) (CAMs acetal rote shaker oie) S55 de sel nti owe el ao ROR 8-12 
DOSENCEN A) Sete Nr feeee MOTE TRAE oo eee dd 6 a elute dale 8-33 
BOS CG) AR SORPOe + CR iar eas Sens UM do eo cere 8-12 
BOR C) ene slare sta» arate Maar dtd 2 Sng h eae Ae ewe BA OO 17-22 
Po Ona RMN ola, ase Ne RA atetn Bchavhg in dared ore Mala Gl eae 2-39, 6-29 
OA )(.2 \iasiseera. on: Mer ohek any g » wis) 31 olovn x.y arth a aOR te 10-18 
PAS aie t5 >. Ss ote koe ena ans 6-28, 6-37, 14-18, 14-26, 16-17, 19-38 
OCS GIES AS oly So nos Fan Reman ase ia moo! 6-27, 14-8 
EAU) Para res oy stor NN eR ovo AR ANE SGN ob 15-5, 18-24 
REG) Ue is os. 65 of RRO oS > PH ee yes 14-18, 14-19 
Be aha 69 06 heirs epee AR ee RA lel orion eece, aay hey eae ee 2-11 
ZOOMD (2) 0-0 5:2 5:6 xsetche Ree MONO ted o's 49 OE 11-11 
AMIS Ge wet, HOSS ott ARSE REPO 1S se 8-20 
BM oo israel tect rere MALO Nee AR o oS ST 9-21 
PHATE NACA), 0:2 0 lec scer die, retake Mea Koha ay siete Soo ot OE 9-20 
ZEALAND eB «ok AE LE ae OR Mend oe 5 2 cn 9-21 
ZIAD YOUNES SEN oid canes 3 vn eo tee AYRE SIC ate eI 9-22 
TALC) PAs tae « « .< oin. 2» See aie here a aa a ae ee 9-11 
TEC) BIRR «vo dh ore ARCA e os Maree ee aD 8-20, 9-27 
CS (3 es NM TIE rn i 9-20 
Bt ACEI NG a seit « 2 niet wd =. 2 oes HO 9-21 
SLAG 1) Ser eae « 6's 0.5 0 date nena ee 9-9 
DHA Tels vine REG ow 0 sows tna ale nee 8-20 


LR.C This Work 
Sec Page 
DTG) chins ae diese wie w aca ign Osi ale oat a aed etree ee a 433 
sb Do ne er cet POI ARE Mr niin) Sct 5.0 WHO 9-20 
DITA(1) NBR) UE eB soca nce tt oo meocsine a ee ee 9-22 
OV Am 2). .deowincnach cated «mp fiw wel’ op enone ate a a 9-10 
DTA MB) ots or ossnid ob tah or =n 25.0 9 yah ch ca ge a 9-10 
DTAUTI NOR sited dye ie vcs wha oa wont ole ha 0 maar erage 9-19 
hs) aes, 2) ee ee RPE ME PEEVE A hos cA Aistd cons Sinic His 10-11 
OU OWI, cnc orbits od Sake ova pivalcccedula erste ree Ren Ree 6-14 
ORO Ne ees Prats vn weno dein h eu on Loreen eee ete 6-21, 11-28 
2804 through: 280HLi 5 snes eae ome oe eae tte pera 2-6 
ORDA (EMD) oo. acimomna vom on ken nats taka me ee 9-23 
PSOACH VHRR tetete CRO GE wulsla ern oA AS am eet Seie sabes 6-21, 6-24 
ZEVA (EG) hose boon wd eae so andes coma ae ae 6-21 
QEOG(C).civd aivdliotes.o avlo kad e ado oa aA ee 13-12 
4310) tice Sete ee ang Oot ee RE MOE SP a Soe fe ie es 6-14, 6-47 
DS (Ve thi Sccvn tocol or oooniilants ol afest enn ORES EOL ero nee eae 8-15 
DRO (AVC I) Bice siesta rin vr avn oe nab ant pie ate aha at 8-16 
DEOR Ga) (L) a sks enor shop noord orcelvaneniel ck ete, eh eer tee 8-18 
DZSOBD) (2) so.51 screen wn are olen ov uae aha cho aay meena aa 8-19 
2S0 RBC): isnw dacatie.a dim eaceie a ecard aes eee 8-16 
PSOE (AGL 85 arapacoste a den sv al vl sate deter ot a nen os rae 8-17 
QSOR(A)(5) ace caress av afer boe do 4 eae ret oe 8-16 
DBO EB. SR ois ods oss dicnen aco oka ee 19-32 
Ach) s ET TEM eRe MA WRN Liman Dk eR ncn Gates 18-16 
QOL AA TF icc op eaehintncodnctiva cet ee ee oe 20-7, 20-8, 20-18 
DOA) x -ccarctaroun Sodio aera a hk aera pie 17-22 
DO TG cad or geaier Rao weacoler et Ss uel eT oe 20-22, 20-23 
SONNY Roda. ue Yoo vans seaage ee ae 5-30 
BOD ic oo awh a eed Oe 20-23, 20-24 
BBE secs x axiar’nvw yo GUNS SL man oe Noe 20-23, 20-24 
BODCA) scnho 0 shavcter sue fk Baler neta a eee eee 5-31, 14-11 
30 5(D pe stina sree dak tanown acai sito ee tae 5-32 
BOT) BPA serail chaz idimorad ara) enoer nal Gen elena seal ee 1411 
SOA DEE A BAL SORE AM, oad damn ee 14-12 
BL TR a a covajlvaneraereoe Ooo bod Les eee 20-22 
BTID) os vs ncxasceeee Sea ee o ane e 17-22 
DL Dias aaah swine a Sauce ae Rao Aka OO Oe 20-21 
BL GW 85 orcxcs Senha deinceh Quen HOA oh eT ORO ETE 20-20 
$B LIGA) sets icy Sis av oeeu" oP aca OS RNG Rea SORT 5-30 
BLS(A) ages Fe eased pasa ect eee d AOS Oe eee 18-24 
SOUR aos Ao suas taicciecd 3 aed a ee eee 20-24, 20-47 
DOE EIN rok hate ee 17-21, 20-24, 20-25 
3 BAA char leviaater attr cy eee. & an hs st aneicagaetons lo ap cee ae ee 20-25 
SGA A) ere stools dalstin a dca CRIS a ad ee 20-25 
$3A4(D\ L)ius #0 dens vseuae sh ese ee 90-25 
BOO eas ooo so Ssc7d Sa a OOS TT os ee 20-25, 20-46 
ro fol a (80 eee ERR ee a emede 20-25 
BSBE Sa dem sicesi ave 64: e scar ah ee 20-25 
BAL ©) a. :osra 2 scene aay arze a a a ean neo ee 2-29 
SO ae 8 17-21, 18-25, 20-17, 20-19, 20-21, 20-38, 20-42 
pic) en ere er we tebe 20-19 
DOLLA ESAPE ateste au  aeiniseh enol @vee giao oes ete ee 20-19 
SOTERA Wits. 13, oka earn ane eee 20-21 
SOSCC)) Steve csc arictnt oar Se. oe ol be la ee 20-17 
BOOM SRE so S00: sis wd Senne eel oe 20-17 
CVs er ee 19-12 
40a (ONG) in = a 2.0 Ss Se 19-17 
ONC) ee 19-8 
40a (5) i arrcvais'o » + 0-0 aes de cee 19-8, 19-9 


LR.C. This Work 
Sec. Page 
EN 0. SRR Res Seta ne a ee RE 19-10 
BUR MMN e e Be ahk tone, arash hs Mahuta Men 19-14 
THU CECTNCAS) | oO a Oa ee gee tee 19-9 
ERE R Pee cso circ, Sucinstaslausr che ca Ghmcan, ee 9-26 
See WANT aig. cn Sn aidalaclvad On Ae ack oun cwe ree 19-20 
AUNTS VaR) Bi In ae oe de 19-20 
Cap Ie Rn a a a eee 19-19 
401(k)...... 9-26, 13-26, 13-28, 13-52, 19-4, 19-6, 19-15, 19-16, 
19-17, 19-18, 19-19, 19-22, 19-30, 19-40, 19-41, 
19-43, 19-44, 19-47, 19-48, 19-50 
OM ya ee co, one yy Wink ce ee 19-41 
CONC ESVOLE ES Re oo 19-17 
POO oe ac ea ete ht. She Ike bie tS 19-17 
MMU MONS ears 4 SONS... Lert huak ck ute oe hte ek. Lead 19-17 
CU) EET, NN le 0 Re al TS 19-17 
ANINBIAN,. & & coche. oun re a ea ee 2 19-19 
AUTEN crc tenet See EE EN ae 19-12 
HEC) oo fee S.0 Sie PURO OCC On ne ee 19-13 
AAU UREN) ED) ty eR oe a. 5s's ss sso aia ars Js Spe"Selo Bees 19-29 
Brees) (lb) (Gh Mew ss Ar S.scateet wadharacystita s, facade, aoe 19-13 
es teat wi», 55-5 nd’ ows nawadadenwess 19-15 
ee eee GS Saat acct nan avesdiswudensoed 19-15 
UEICO) eae 9-26, 19-18, 19-19, 19-29, 19-30, 19-44 
BUY os dé CAR SE OE ERE DE ea ae es ed eR AE, 19-13 
AANA NID). & 5 oc ce REE ENE ce SE, 19-14 
LISELI CIDA atc eee eA 19-15 
SEO AEIIYES)) ON) et PE Sep oy sy ches cnmy cst okey si btwn sa Fae 19-15 
eta) ))) ee Ne etek net poeta ay op rey ay Shores Se seohsrs 18-50, 19-31 
AUG EM ANG Ged 6 OCICS ee en 18-50, 19-14 
A i Ln asa Sgr taesyrrg havsanins ov AOE 19-15 
UMN) ee daisy sith oven scnarsyon vss Onopeguearses 19-24 
NN Noo npnrarertunenig/ al arenqnuavatey ARM We 
I ec apenas nina mel aden sind enerparwiandlatel wrt I 
oe cc Lctadtte ie SR TR RTC Rd ne: A MEAS pe 19-14 
EON oP ong as siuoy ap ix snepcmelsiaepenester shores ohotens 9-26 
FOL St a FB oop opie ou esenaadsjcnsiiepeyen’ 19-22, 19-26 
ee a rani sebastien snmpelgeamiainty dOnt Sl 19-29 
NE SIO Faia els sian cp aicinsanieaa sini nins ayntnreys re etenays, Me 19-29 
ST MWY ci pneu nssnsey me nh ose isin naiae a wrgarae 19-29 
aa aisycyatte cy 2 prin ai ria dinneieun ae simnorirnint 19-26 
Oe ee 19-27 
ee rae ciiccen os laerymnorcosiininanyaata ton a a 19-27 
Ee ae ee i ao eC oe 19-26 
a carina adn mSeornasncin ms ainod aminas ena 19-50 
SAD og cerca tn an vasimadinnsonnennaes 19-22, ee 
Ec anata cnesnnnancncnnssennenenn es ee 
ee coarse nana saantsoen ane seeneens nae 
MN cis ascn canara on nen nsins omen ngs Aes 
le manned cinncns Acne yasnacesewnne e eee 
en ee ore oe ore. nets 
408(p) ..... Mae slescnn > =n sm sensininynnen enh iiss ae 
a ee a 19-29, 19-30, 19-39, 19-42, 19-43, ee 
RE) See ung oac canis cones nnd s olelse seinen nee 
0 TENN eee ce ei wo 
Ny Pies yas dacs ode inne es ee nt ERE ae 
EE ee oa any es ea Nase RIES He ES ah 


egy asada ee sso eden os indaienes uate 


Appendix D_ Table of Code Sections Cited D-6 


I.R.C. This Work 
Sec. Page 
AVVO) (I )\(A) Aes on ek oe ee el 19-8 
Al Oa)(1)(B) ein, Phen dees va ee 19-8 
AVO(A)( 4) cheese dias sd eee ee ee 19-8 
ALOUD). ¢ csc deen ee ee ee 19-8 
ANO(D (3) urn cach oes oo oo Bae etry ee eee 19-9 
AVO(D)(4). ies isc sm 4 or et ee ee 19-9 
AIDED, oon satiety eA eke ye kes ee ee 19-12 
AVA) SE) uasadaiyik ots 5 oe ee eee 19-5 
AVA) Ocak oss athe os S508 PER e eee ee 19-4 
AIAG) dara 2 3434 N be be aek uo abe ts 2ae ase eee 19-9 
ANACW)E wan ua cath th Se Boat Lee eee 19-17 
AVES) AN AR LAST ee ee ee ie : 
A PBS UGS 35244508 Saks Se eT eee - 
4V5(D) thestssia4 ba Sete. SUA ee eee 19-14 
AU SDC) <caccny cis eee hae ee eee eee 19-20 
40 5(@) Oo ons godt cakes Stee tie lee ee eee 19-13 
ALSO) ex os dasc bed ssa henotieee eee 19-20 
AUG) 3.255 aw eke TALES Aen eee 19-13 
ALD(d)\(4)ecacedccdses dae eee 19-13 
42 WaylWea! ee BOR: £5 LS eee 12-14 
AQWa isos nase dccs Sone oe. eee eee 19-36 
GOWAN 2 )s-5 ccta degawge fa oS Oke De te ee to: 
LO: EEE EEA PAD SRS ES le) Mami S HRM na Ooo oo. 
AD2( A) viress suas oa oe POA aU eee 19-36 
AOA A) 3 5.5 earicts . CANS See ee 19-36 
AD D(A) 2) aos ces coe SO Oe eee 19-37 
ADD D) Vas 6 a ors 8a ee eee 19-37 
AD2(C)\(S) pag 6b, abe re ee ee 19-37 
4I2(C)( 5) da oade Saag ee eee 19-38 
4AM ANGUS copa Soares oe ee 4-8 
AAV CMAPS aspect spt eats tl SIT eee i oe ee 18-3 
AAG) Sater tttc eee ee ee ee 48 
AAT)? coleised e ier Reh ele Oe eer ee eee 18-3 
BAN Doers Sausyden ys Cee oo tote se te eee 18-6 
1 ee AAT OA AAA rine oeeClm owes 6 da 18-7 
AAS (DCD) ao a wala che NOR lace een eee eee 18-9 
443(1b)(2) nase 645 O45 OS kere et oe heer eee 18-9 
A43( DG) eae bn Sieh EAE ER eee se oe 18-9 
AARC) GS hina oi's bite Sts Pleas een eee 18-9 
BAA MI Sd 8 stoiactate ois ota one eee 18-5 
AAACN Baio uhins Sean StS oS et eee 18-6 
FAG RE ce an oes SAS eee 18-11 
ENS CD aye See AAA AS AOR Ne WAS ISTO oo RAS 0 4 Slots c 6-8 
AAG (DIP Apatow ons a oes ae 49,414, 18-11 
MALT E AEE. a inic ae ate eel note ers aoe aba nage 18-17 
FTG a nc ARo en a cictenOr otc Acc id chose RR CHMOD OTT ES © 60 18-11 
BIB yee coer cae UR een thas Sue os oes eee 49 
AAEM) eee ARM oe oe oe ao eee 18-18 
ACG Seton bin. h SAL eee Sks Vas ac eed wu were eee a 
CS 2 nee Lei In ior eo Ibo tot 6 
eS pd) Obrien Oe inane ice aoe Rone re Sempre camer ot 18-12 
BACK MOEA Ges bees 24 a Ue hSRe etek Saco ruse vaw oars 18-12 
BAS ONAN) aes h tat os tawkoaes ane usenet 11-11 
rte CSCO) ee On rence nen rt Gr 18-17 
Mott Manes noon bS5 5 6565 yoni es uta 18-9, 18-10 
CWC A Oe eos ODOR DOC Oe CEE POCO SOLO DIOS 18-10 
Se. ano is SAAN OOD ECT ae oiin cio eee Gort 2-37 
EGA) oR De eR OE CO Ee OES eRe Ee ISIE Co 18-21 


BD alc key ce waite etek ane qa keen eee meee 18-25 
OBE (eles dot 2 hs ak erahe sd pick Pag Ae Re ae 18-25 
Sip AC She Oe Reaie READE POEUN FEY Rime Mar oy 2. 18-25 
AAEM AVN Wises Kus Ro ond eaaoiayonn se Aada eee 18-25 
BEML bate tien 9 Ad Gey S AGIOS Aa AO a ee 18-26 
BON Nua erkeniactaa Aachdnta oo ate ford oe ore eC ee 18-26 
REN Sai cats cacti ene ound Pr ata y Ads GO eae 18-24 
SSCA Wa Shey er Rs REFER AOE 7 Ee POE IE Pere AY 3, 18-24 
BSCE ON Ree OR Cosa 8k Ai na can Sea NS aoe ota a 18-24 
NNN ie 0 SOE ha nOS EDS ETRE POOLE ere ,. 18-25 
LN OR RS OEE EEE IEEE x F. 18-25 
Ba MEHL RI ae Si WISKE RAS CUSED Aso roma aA 18-24 
PER) TR eae Rice nl oro neces vee age h kay to eae 18-25 
Ber NES GNSS orn Fach iu andonsin s obs ae 17-21 
ER De A et Oe! tn IS le ee 18-20 
OUSAOMGD. OA ie eal: noe ee Eee RE ers 18-20 
PEA sy NON he hip cd onload oan cute ted ae RR 4-13 
OS Os a RT ta 7-18, 9-26, 19-29, 19-44 
Re ie he ian dort oko Reed band needa ee 19-30 
a hes nha cat atandndeuerne Py ee 18-27 
EAN hace asd dat on bare Samay coke 18-30 
ee MOR yt Nee BS aha. 's SCR ary HASH USER RON 18-30 
MESS Senta no Saun ssi eae suas nde e aoe 18-30 
SNS (RENE oy a ate b nde ok cio wai wa darey ndlesl patene 18-30 
ree PN las rics cow as egeecdewaven'edun 18-27 
NE MMR RAR Gift av scien ose rerdevsucecashe 10-18 
MEG, NOW, es RE 0 ees et re 10-17 
ON a 2 ae pal Al TS ee ns ae 6-10, 18-15 
SURE INGAN Se) re 8 ae 6-11 
AGE MA) its per ae es alas GO ans Se AI TA 18-15 
Ae alt eat oe WEEN Beene ork ane acre aoe 18-13 
GS Lert oh oie tee GES aaa ods nal oweeo ae 11-5 
ROM (Eetog oor VATION. Suen sted Seo rae poe ae 11-6 
REN Oo Ade 9 Fite Ao RO ae HS RG DAR 11-6 
[8G St Sa Og Tet OE 18-15 
LOLS se ed 11-7, 11-12, 11-14, 19-21, 20-28 
LOA CONTR EIDE Br ese he) aa we te eae 11-10 
BS eas tao oo onc bs te SOE ae elo ae 11-9 
BREE MPR hc sto. Socket VANS eT aE Ae We 11-18 
GEL) Niloya 80. doo 1 as-s.el oie PRR eR Rar 11-21, 11-38 
ER UINCDS) 6-8 Sod wraie a vw ood BO PI a A £122 
RIMMED, 5 ons: « vita Seite Re heSectee wel aE 11-9 
OO oo Seen Re 11-10 
BEE (RMD ov oes coy sole 9 bbe e RR aad 11-24 
BOM CEIRPP. «x vias tenn vo REARS RIN 11-25 
DG TEMA oo ive vow node ae daw ayy ee 11-22 
AGIA) (G) Gee ATCA. «5-0 oie ou» Soar ee 11-22, 11-22 
DOGO) one. «<a o cic d ohne ane seve Oe 11-11 
SOOO) SRO AS - » 5:5 ne ance anager eee 11-23 
BGO KG) «cee. « «00.5 sich oa ee ee 11-25 
469) 8)ixas tao... 2. hw oe 11-18 
RTS ico eA: «+ + 5 vn Ce 18-31 
AINA) Pe nce Recs. 5 op os vc 18-30 
ATID) 3 hs.s ieee eM «ve one oe 18-34 
RING) sdded eccc coat: . « <. + viele 9 cee 12-29 
ATA) 0 3 Ric b ee ER «oe cs oo 18-37 


GED OE sdanncedscncehlh.4so e 18-33 
ASGMOI OS oo: git ck oo Nos pe0e ake 18-22 
BORE sole voiced anced nebo tele 10-22 
BORAV id ued e so sBae est 0s BIG 10g hoe 19-12 
BOOM, AIT DEA CAPT POeT 5-4, 5-32, 5-33, 5-40, 9-18 
B02 ORAL ORL POOL OTL! A 5-4, 5-32, 9-18, 9-32, 19-23 
GBT TAT, Dh REM a oo 18-17 
GIIRAY 83s sels Se acan-fesor anette eee 8-26 
GIRS 5 / Sica vee Made oe te Soo ea 8-25 
i Rain Mer UE 8-28 
LSC) Wolsicatoey ieceieea canes 8-27, 12-21 
GTB. sun cere bar ashe ae aacie 1 8-27 
BUSA (chico nasties dona seen ee Re 12-21 
BI GA) 2 hive aco holes Moen icel en aula ea 12-13 
GUTG) fbgna nme sacra heey SMeck te ee ene ee 12-13 
GST Un cls casein) Ste eee 17-5 
GS1G) 95 fav vnove sare wees acee maa pone a 17-5 
BDAY eolice cs’ das ok vin oocoen Saf olalen ee aaa 4.19 
CCIE) it Sa MRS Oe 4.19 
FOMa) VOL) OGLE MOOT RE eS sao ee 90-33 
GORA) diccdiogs Mdncaddenseedeee see ee 90-34 
OVE 90-39 
WOME) Ss cc uisnvu.o anche Potente 9 Pee 90-32 
TOG) osces 000 nos ond une mae, eee 418 
HNL) 613) er ee. 18-4 
FOGLE (TING). nce se-o ndorece' acne algo tne 18-5 
POG D3). 04 0 aaveisinadencena oe oes la ele eee 18-4 
DOTS S552 boca oh vo acnowionas ae ee 1418 
FOTEDYAL): anc ccan gow ae noid alta ane ee 90-35 
TOWE) so soand oocnn we phe banked eg ee 90-35 
VON» spa'snvarete CORRE as 11-26, 17-21, 20-31 
TID cine anne axdaudrsediots See ee 90-31 
FOB SIT sascha scaen eh Naeger let oie 90-33 
MEDS win asd wove ihin le iby Wels Nae ten ae 5-29 
ie 13-19 
QO 5. sien ovate woje bags ake wits 05 ae 13-19 
QOA(E) 0 coc yoo i wewwy tunae iene ce ee 
OPIN sis cdaetee eee 5-4, 5-28, 5-32, 13-28, 19-21 
QEUG):cacccse ww cov owe delve ioaae an aah 5-26 
GUNG). <s.0i0> ov > 09d adn 1p ene 5-28 
QPT(G) 2 << « e1evo'e's datas ohne ae 5-26 
OSIN SEEN 0. 00+ one om aen eee 13-28 
O88 ics 2 cviivneetorn dcagy aheoneeeae 13-28 
LOOM» sis nove o> 05's en snR@eee nV 9-39 
LOOM a).» .s-00.09 ova aay nv acp ge ied Naren eee 143 
DOOD) woes orsis'sjndsl as ae pron chee 144 
LOOK 6) xs cisdnuiluds va tetas ey ee 147 
LOU hs ste Siatanee nue 4 oi ee 1415 
11a): onn swear ss surs pean eee 144 
LOTS ERA kth, BEAU, A) ei cr 14.9, 15-23 
TOT rs aia’ 2 Lissecaxas oso wo oso eo) Ue 14-40 
LOTMA) Sarco u0-v/e acs wrecrardhy ae e 14-16 
KU (5) 1417 
OC) SS 1417 
OS Ch 1413 


L.R.C. 


This Work 

Sec. Page 
ECG ee ae ee ee BD 14-14 
cy bt het Set DR Deo 145 
OL. EOD C2 Rep ali S20) seein aay * Mare Beebe alba 145 
UMA Reem ora coset tanta errand ae ee 146 
OPEN AN O er a Gao Kaeo < na nega acter + och ote ERTS 146 
MOURN eA > whe Pelee «a cme a Morsleo need seas aoe 5-34 
Be ee RON Air FINS Sed fist Fach mes voce $e 16-17 
WOSM re es 11-26, 14.8, 14-9, 15-4, 15-5, 15-6, 15-7, 15-8, 15-11, 
15-13, 15-15, 15-16, 15-25, 15-26, 15-27, 15-28, 

15-32, 15-43, 17-20, 17-21, 20-4 

BRAY oye gee oma ne le ks eos ow ne viv ete dane eae At 15-4 
lee. Sat 8 Ay ie SRE ah le Oe SE ee ak 15-25, 20-16 
DOSS tice e+ 3.0 14-8, 15-11, 15-12, 15-13, 15-15, 15-16, 15-24, 
15-25, 15-28, 15-33, 15-37, 15-38, 17-21, 20-4 

ere ate at Pane oe voc She desl Doe Warnes 15-11, 15-13 
RAN Ae Pet a shoo ha eh eae din island acd naa cea ae es 15-15 
BOM AN CD) erro tree tus ot ee ae ete ee weaned 15-14 
CGI ea eg! > 15-15 
BOA Nace Gy y Adresse ntaeodonndniiaednde 15-14 
es 9.4 sso civo cn oe ance saa tinteNeee 15-25 
Mas on icheldonanscanteant ee 15-43 
Se Ee 5d a ew Sa ode eds nee dae ade OESE 15-25 
a Si oie radi ahi sry seh nun Aa gcode ee oe 15-25 
HD Neem eRe Bac ofS or 5) oto, orah eh crisvorsi = 4-22, 14-18, 15-25, 15-26, 18-24 
Dee MPO E obo oeyle hore a oncl s dystets snot areca clo oekatn passers 15-26 
Re EMM ore rab) ah Sp a hae od ar ogo nen enn 15-26, 15-43 
QED « o chic Recep ee ee tenn eee arn S rire 14-10, 18-50 
OE oo G5 ote EO ee eee er Cem ene 14-19, 14-39 
US Re ee re 1419 
TS tS a ne ee ne Pree n re  ! 14-20 
ea i ieave, 14.20 
NM clot, natal eed oh mat aed oan ata a taje See 16-32 
PAN na ood aun d cao incrandnednd toadeasd dneen 16-32 
AO Deere A NRG IA hal A cholate atonal exe oi ole 5-4, 12-7, 12-24, 16-21 
EA oo ch dice Sete ee eR ESE 6 11-28 
ee ERS a ol aev ea dike moim'es chews cian malo « 16-32, 20-6 
1 eae nee 7-6, 16-21, 20-6 
MN ed fore. eww das one vol MS 16-27 
PE I Sas. ot 8 a Sew this) soy onal ws onc.ob sisuor ae oeeheendy © 11-28 
oo, Sil inant 20-7 
BR PME hernia ihe con canon ono ONG 16-32 
Mn i, cuss nathonn c. 16-27 
Py Ore 5 34 oe & Oe Oe 3-34, 16-6, 16-7, 16-8, 16-44, 17-39 
NI oo voc kvvscacicsvdcnonvsess. 16-4 
ce it a eine 17-3 
hives cs ednentnne: 16-4 
DDD . oso oom non Cees BOT Ooo OC Coir 16-15 
BI oc sence eesaisn en csenvec 2.6 
eT os woah avc kansas sriodens 173 
BE oak wwe teen enn ne seciarnecdenen ns 16-26 
NA teins coe edie Sa 'ss wield Risin se esa nes 16-21 
DDE» oo pro dio Co en Cap REG DDOIBOrG OO OU OO GAIO ICS econ 16-16 
eee enc Rem ws. 15-9 
es We) ee ie ceresis ew ne oo soe ee ease 14-14, 14-19, 20-33 
15.3! 32, ela Ae eee 14-20 
op) | ee, Geo ene 1412 
OC. See 19-35 


Appendix D Table of Code Sections Cited D-8 


LR.C. This Work 
Sec. Page 
[23 ee 10-25, 14-10, 15-9, 16-3, 16-5, 16-14, 16-16, 16-21, 


17-1, 17-3, 17-4, 17-5, 17-6, 17-7, 17-8, 17-9, 17-10, 17-11, 
17-12, 17-13, 17-14, 17-16, 17-17, 17-18, 17-19, 17-20, 
17-21, 17-23, 17-24, 17-25, 17-26, 17-31, 17-32, 

17-32, 17-34, 17-35, 17-36, 17-37, 17-38, 17-39, 

18-22, 20-7, 20-8, 20-27, 20-29, 20-47 


2.5, a TCS Fe 16-17 
WOBA(a) cs nw coos daere oa oe Arc Sa 9-37 
L23S(WH2Y f. 5-55 ahactrnvnud and encase ana 9-37 
W2S4A 2 ree conn thane nesiieinne kas ee 16-9 
NOM ays siden acon hec sun des an 3a 16-10 
1234 4\),...o--$ac8 Be Re 19-36 
W2SAG Orca ae see eke ee 19-36 
O86 Oi uh coeds dacnnamas een ee 16-11 
P23 Oa) cdacs annie ne cociweds tledcs ae 16-7 
P2S0b) sine cect ekons s shes 5 16-7 
FOBT cod vvncses 5st ey Dee: 16-7, 16-8, 16-38, 16-44 
WIIT ssh vce on pnce nwa pel see eee 17-22 
PISO) oe: docnn soi od as peta ee 18-25 
P2BQ(C).< cascces oka; ene a eee ee 18-25 
C2 he eM 16-14 
1249. 6 2 vs in anual ote cae eee 16-35 
NOC eee) We 7-1, 7-6, 7-7, 7-26, 7-28, 7-29, 7-31, 7-35, 7-36, 

7-37, 7-38, 11-28, 16-9, 16-35, 16-37, 16-39 
(24K PERT... 16-13, 16-15, 17-1, 17-12, 17-13, 17-14, 17-17, 


17-18, 17-19, 17-20, 17-21, 17-22, 17-23, 17-24, 
17-26, 17-31, 17-33, 17-37, 17-39, 18-20, 


18-22, 20-4, 20-7, 20-18 
A945(b)(L)L) a 4dusasdeeaessacasea ee eee 17-20 
D242) cose anode ees eee eee 17-20 
1 DANT)(B).2s « sosorhastun cede Sa ee 17-21 
[PAW Ba Va dcncuvasceske eee ne 17-21 
ba eee ee eee 3.35, 8-13, 16-21, 16-26, 16-41, 17-1, 


17-12, 17-13, 17-14, 17-15, 17-16, 17-17, 17-18, 
17-19, 17-21, 17-22, 17-23, 17-24, 17-25, 17-26, 
17-31, 17-33, 17-35, 17-39, 18-20, 18-22, 

18-46, 20-4, 20-6, 20-7, 20-8, 20-18 


L2H ALB) sxc 0 iacsansccanacesone eee ae 17-17 
ROMINA L) cis osnvnacadesysoetes se eee ee 17-20 
LOMNAND) <2 5. consendacansspates tes eee 17-20 
HOSA) /ihosc cut say astaeskcecian 42a 17-21 
L2BOU) WHS cc. sc acloacaneaeas Svcs eee 17-21 
POGST Wht, «vi. sc te cavetsas oC e ee ee 16-14 
TOBIN cco ars emcee seco 16-13 
TOR Ro Wied oe See. he ae 16-14 
TOR ee oe oe ce uke hoot ames 17-23 
150 MN, Fe Pace o Oe ea, ons tac eee 16-18 
TorigeMehe so oct cbostodin «oe 16-9 
LOTUS NCE he oc oes teas cael oc ee 16-34 
PODS O TE MR hc occ salu oan eee 16-10 
12a RR a silgncs sc. oraacsesee eee 18-23 
TE SO a ie Re te Rar Oi oe, 412 
IDEOTES TUN Oh ee ne eter ere ek PN, 412 
Toe redo eehe Suaenieads «ad eee 412 
OME Oa ci gecdcurs a danasinnencess 9a een 16-10 
To fo Fs olsen oo nis wee 18-22 
Ta Po oa oan oso te we Oe 18-23 
OL) ee oa eRe rene Heese eo <6! 4.95 


D-9 Appendix D Table of Code Sections Cited www.cengage. com/taxation/swft 


LR.C. This Work 
Sec. Page 
LATACG OA aaa Sos hs SA, AA = Soe oie 18-23 
B27 Oe 1288 8 ies ocd ease he doles sc Sek Gee me eee 16-10 
ANSTO 1 oo OOP a eR IRM Pa Eos ea ota eta “S Scxts Oren Jb Sickces 18-9 
BANE cl ty teint hts: Fase a otra h Cache Sine kates 18-10 
USWA RS (S IR BA AO Iie ek re i ia) Ste Seca ods ri 2-6 
BGA ispeete rs cose asate Piha cterPeh gehen Os oo +e sioia cn mieisin Geis 4-19 
BRL sly ac atasi Serena oii a oigid it aotearoa aaa ean 20-26 
AGE 2 Re Re a Ae RN CINE Caen RY eC 20-26 
MAO perc a Sent cos died. hexahn S08 aco te il ele siinly Shounen ak 4-19, 20-27 
UM CET a 2 og ie ors RPI as idee wee ee 20-39 
Mo re scean et eo 5 Ba PA a9 Son ok BG as S SA oe TON 20-30 
J SVISIEN SS Ge pao cette eee Sear eee 0 18-5 
Mre sees LVM Barer at, iets cts $c chen cope or 6,50. Wne)ss ote =s oh Teaa alongs aaa P ee 18-5 
TOD )ita fn dein onl ok sin a oihly Coa nae abet aerate 18-5 
RN ee tency saat y's 3 ois ssi Shean) share atone 19-20 
EA MG a ed also al oss oc @ whch ageanle: Sine are ees Kru toma chee ee 13-43 
LOA WMI E ORME: UPN cisce wei gains si ds ot bas sk 0S winsrarees 14-38 
Fa AL) Peart RoHS se ate 197 snr icshor d\n thal etes aie erste 14-16 
PS ear all nic aspera na sicdeba md, Sobers ce) Bate ae oe 14-16 
RD) eet orn, celensicfar Ltr win 0 2 voc 0. Seco,» ove Seep eieanaae care 1417 
Ramey Pant stng Fc ao. hss Sem haconws Gna Vetter Ragan raise 9-4 
CEALY. Choos Ras Baan occ aera era PALE SPR ag 13-36 
CSSA de LE oS GSE Oe a I 3-30, 13-35, 19-36 
SENN) SOR A UA 6 Bi SR 3 i 13-30 
USI): SOAS SPRL A ae A 2 19-13; 19-28 
2 ABO PS)o cb, Beale 05.5 CIT Gk HOES A= on a aoa 13-41 
CIE oe Be Bice SNe Jae Ode 13-17 
CONE? esa a 8 Or 19-15 
PME AMM Mary hen a ceeren ch estes FS seo aw scarcer sisos «sald IE 19-26 
SMO tere al Canes tbr of cc Ss we 500s some in we 0 19-26 
ME 2 baat et sada’ ing Camco «sibinig hora aw ROE 19-26 
UN'S) Nie Seeheae ce. 8 Po nee ar ee I 19-11 
SGV Mad |e Se 19-17 
coe) AR SAY Seto e OO ke ae se ae 19-32 
CAND 4 eR COW BIR RD ah Ss 2 oe ere OS SO aoe 
OCC WS) a Bie OE Gi RS Go a, 20-14 
GORDA nrthte ela AIRSET. vs 6 oh sien s che eaves 3-26 
OUND OY Le ccascias avaisharnitrer 1% oer Pees aetene sich ee Mes 3-51 
BUEN Videarckr sara aoc any 21 POE sass ses oh gph "avs CoP afal oda. OD 3-26 
OE sic. yas; Sto oiyatar eh ead os eA Peashese ha 3 sok ih nce g AEN 3-15 
UL eee Soe er eee 4 5 - 13-42 


I.R.C. This Work 
Sec. Page 
GOBL 5 és. <x cninis a -asiern a 5 oretayeculee eelncene eRae e 20-33 
G0 F2( a) os wes. conn aiereseierm Hees 4 ecanes al aaeled te eee 3-24 
BOR ie sca «573d evade wispctin ss ons sak Geen oes oe Reon ee 20-14 
GO o eckoccaccd eh ova wa cetunks stout 6 See ee 2-10 
BLOGG MB) ocas « sacceesaiec Cam ccs acs oo ne eee 2-11 
GA 28 os. Cent enn acd acoeden ts UEC 13-29 
GB UNA) L) ooo seas etaiates cs 5 oye slo ans oe ter 
6621). Beh Fak Pee eS Le RA eee 

66541. Red Se. See AL. 2 Lee ee 3-30, 13-30 
6654(b)(2) Reb SRE SEAS os oie eee rye 13-42 
GG5A(ID)\(B ox car cacpeeeraccacopaere ol custo ato ee 13-42 
GGSACKANE Msc os eda cates eee 13-41 
GGB4(e 1) BERL PERL LAL EAP ee ere 13-41 
6655 7201 SCA SAS RO Sh BOAT ASAE oo ceeeres 20-14 
GODS E EAU a. Socacroeceuiaayane dei RO eee 20-14 
(a) G15 CCE Ree RET ENG NR me Pee Bohs AIG he od Sa'g bate 13-30 
GG es ian hsoccosieliou t. etantsucercscou tO Reeay ocr eee tek okeR ae ax hate ek ac ee 2-32 
GOG2(G)) ica axa ss cuca or Slestents chon oenoenst alekwer Loken eck pea 2-30 
GB G20 CL). aca: accstze ace ema paca eee toelaiena tcashe eu-atche ite ie once ea 2-30 
GG62(C) sca 4s becouk da desacel tanita eee ae 2-30 
YAS GF eiiiisiea, 4 eps ake ae SO Sele ed ee ee 9-4 
CAAA acdc ov sch snub ahd pip a Peete oe ee ee 2-16 
FASO C) 0. as siecssutes lope 2-16 
TDOQ al AE Bit, SOR oo Vo eace eee 3-24 
OND a Se scaitcn hernia oo aes vung eee 18-6 
TORO RB bo co's Guy Sa dnd cn cago Bee oe 18-6 
WHOM ANDY oa. ao cook gu ben ge 90-49 
TOM CANS WR zy 5 sess ai ek athe sks GG a oe ee 20-3 
iL ODD: SiR RC aay ay SO aly anoae ee 5-4, 5-16 
7h (01s! 0) a a TE 3-28 
MBO ST. os slacants dy srileraeivesk ae eae ai 
PROB a Ww2y asine caicu'y udiosived «acon Maun eee 2-8 
PEOB(E). «x <asa sdenusdeics uc ndcu.. Reese ee 2-8 
T7852 G)REE PRE BOs 05505555 an oe 2-20 
BIA a) ). wary cehdus eves eed Sanus eee 4-25 
FSTABV2) Anas ama aaasesoauva eeu eens ee 4-25 
TETAS. Oh. ciuudadeaanseussadl soe 4-26 
i OC ere, 4.97 
F872 V3). xcnsnuidadncunewolt ee ae 4-98 
Ly Cree 4.97 


Appendix D-2 


TABLE OF REGULATIONS CITED 


Temporary Treasury Regulations 


Temp.Reg. This Work 
Sec. Page 
U8. se 2 Se ne ee | 2-7 
MN rere a on exe oe La oe nk So 6-19 
Re een yaks WEG ye donde 5-9 
ER ea a, va. ps, « emt +, spunea 5-10 
RCN BL) Ge oko oye bn ain a ned bell! 5-10 
Ne eae re a ences» tonya ik Sy df Aw gal 5-11 
NO IR are oh a ie ese cand aol 6 Nya hehe 5-10 
OO LO ells ae ne 15-18 
WS Ge Se canes IS 15-18 
es eal ok ans wh seman r nouns otitis 15-19 
Na ire ca oa is 9 = Hy G8 spas 5,9 he 3-18 
Oe Ricco bias «mas, 2g pe yy 11-38, 11-39 
Ne ei eee sarah, dias. aaron, ad ga 2-8 
ee A OTN A YY one ose gs wie ye yeptgeonabee 18-27 
I er oases ai cain, 5 40's 4 44,4 45, one 18-27 
8 eo ae nee ER ORES oS rer 6-21 
SM ae lcs cigs ng wm 89.49 6 4 ,419,4 Sehae 6-23 
CE ACE Ae orem © Ae 8-16 
eM een once a eaten ps yy yin yy a 11-18 
Re PM IAIG IE ore oS inn a0 Cv ie = ain ny eno « ogee 11-19 
1.469-1T (e)(3)(vi)(B) through (D) ........-....++-5. 11-19 
0 OPS OW ED ooo ne ices Oo 2 11-15 
OSU) C22 oS ce eee IO Coe 11-17 
PAGS—5T (€)(B) Gl) 2... ee eee eee eee ee eu ne 11-18 
TS Soil) (6) Oe eee Seen oo eons ar rs 2) 11-17 
DMG I ATL (EMA) ce cc cet tec e emcee ese ee oh 11-22 
BE II dn ee esc ka sew nen wenn rene sea gins 4-27 
JOR G69 (09 6) 0) eee eens nnn one 18-22 
15a.453-1(d)...... RE EO Ce 18-26 
UALS (GC nen eee eno connie 18-26 
Treasury Regulations 
Reg. This Work 
Sec. Page 
.. 2-7 
ee RI dra eis 6 ot 45 60 Se oe ats were to fates 
Dee GVRP. es 6a inte eee hep emi ne e ai gehieg 13-56 
Peatedthcough L417... . 2. eee ersncesnt este! 13-11 


Treasury Regulations 
Reg. This Work 
Sec. Page 
LEO) SNC) ad NCE ET SR 4-7 
MOI=2d)(2)(1) coos eee teen ee 149 
B.G1=3( a) 22 os 54 eset y ee eas coe eee 6-14 
bOI AA oo. veges entyns cena tee nn 18-13 
UB 17-0 a ieee 430’, cays pos Se ee 14-7, 1410 
DG PAO Glia ts ewe ay a a pa a a 4-17 
DGTP eon cag cay gota yee 4-7 
Flat ol (6) erent etery es rm ney A Arran mt 5-25, 5-26 
722 MOL). ose ieee ue ors, ae ea ee 5-9 
bs ct ee See en ir phen en ERS gh”, 4-29, 19-10 
L7QS3(0) (2) aa cy nc yan Oya nta te we ae ee 19-33 
Micke a3 br Aen PR ees Sere ee So. 19-34 
NB BeO( C2) so anits Palate yak yaaa anes oo a 19-34 
ABSA) WOK 1 Silas. 4 x cua ds Segunda so 19-35 
BSC) Ono. . ue c ask een yy Gua yay oye eee 19-34 
LBB AE Beinn ca nnaqa ky oe yy uaa an epee eee 19-38 
1 BAN Sede vic.c soy canes pena asa 19-39 
I) Ao ne ISS MNP LRA A oo: 5-14 
POP os a vias Went cy tereteeires Ge are er 5-19 
Bil 7-2, a). onic. ania eraieeh Cheats end gee he 5-9 
PDLO—1CC)L) ose cven Soe yateionne sie oil ofel sco e  r 5-17 
th AL DUE): oie sian see ooreuale a eee eeule een ee rs 5-18 
PAQZIAUD) ocnie ceo os esau als ore ont e e 13-26 
PLATA) 2). dito sd mas oe Revue ee eae eek eee 15-24 
MeL SPH 11) boc scart ra tere esa eats acre merrer te 5-22 
Ey 2 seer ae ere ag a eS eee 522 
Ae DPM A)ES ccna isste gs taeetanssaeus ease 5 ge een 3-50 
Me MCI eerie 6 rnin Gain a sua lene Ho wept eee ae 2-29, 2-35, 3-50 
Bal 2= OUD NEL) view nase a siot Salce « esis ete pass evenness ane 9-11 
TN ASP (0) Ca oP eis ee eco PO mer NE Nios OE a 2 9-15 
IW ey Ese) 0-9) CL eo and AO ene eae IOC OU 2 6 Fc 9-15 
i OPO) 3) Callens aise) ys avec cs ts Ponce » See 9-15 
BOQ —OD NSM) son sce oe ee ce a ene ee» eRe 9-16 
OU 8 rg in oleic tas Git 2's ses) Susie's saleyatdietatononan’) > crore Re 6-7 
BRO 2 — LCA) a asopatel olsen tein © wiesasat av eietntnl asain Sal eeiaa 18-13, 18-14 
MAG 2 Li 1D) 2) avy erate ats soos le papers 0» Sse wel 9-27 
MUG De LD) ce wie aot ayate eas o's, ace nis, 9 bys s-o ea sheen 6-46 
ROA AC a) cetera cesiate vias ee a i vals. vine mse ene eae 10-12 
Hi NCA VE ce aay see tacah ald wna alate las Wales oer ania treee eae 14-7 


D-11 Appendix D Table of Regulations Cited www.cengage. com/taxation/swft 
Treasury Regulations Treasury Regulations 

Reg. This Work Reg. This Work 
Sec. Page Sec. Page 
1 Ca re Pe Ac coon iat7 ogy ai sin cies Ac 7-9 1,446=1a)(L) waive sew camer tet eye serene ats 18-11, 18-17 
BAG5—1(d (2) 3) iocmiceiean sameness eee ee eae as 7-9 1,446-l(a)(2) ais aes s ane Pee a ye Pig pire trator 6-8 
oA ORY ae acini Res anes RRO Ae tng pe kor sree Ses 15-16 17446—U(a(3) 3 kdaetioin ts os dea ee nce eee mie ana pera 4-9 
MeO HAN ket rs 1 cence e re es pean + Gert aeons 7-11 T.446=Way(4)G)iiecc ether: Pen. cane 18-11, 18-12 
HOGA (AK 2 ince cuteness Peewee ne tue cess cae 7-9 TA46- I C)CL)G) tcc tins ste ene anes ce ety ant eee 4-9 
PRPC ECC reed eh a5 2 Seed Rhee nee ctiel Aniee eae eee 7-9 17446=I(e)(E)\GV\(b) cone. - ee aute o oekee es og emer 18-11 
Pra ON ES ena cya. enacts sivas eee Fave coe ere 14-20 T44G= WC QNO> neers sto aes ne ee ee eee 48 
LOOM mime cca veut sci ea nein ss ttle Sia te herrea 7-4 Vi44O= NEN 2) Leet ete eek aes ae ere tees 2-39 
Wnt at Ges pee ee cote Ss tate cag agrees gua ae 7-3 1446— Weyl) Saari gels ecg lca cae gee ge eee 18-17 
PLOOEC)ee eee. ett le tae Rae ee se Cages dee ae 7-5 1446<1(e)2)Gi)(D)F: ey : es OB Raps eee wa eee 18-18 
BPC) ol teres Gira ears Coys Saw hale es ope hoa & 14-15, 14-21 Te451— lay et see: cares area ntegias eee 4-10, 18-11, 18-14 
MOS DCU) ear ad oasdas dents hea b tes ce oaks 17-20 145 1=2( a) 55 2250 eG hae Bene ede ge tery eee ee en 4-11 
HAA (3 \1i)(D) 2. Roa cis posse ereeee ciadaleee ess 10-25 Vi451=2(b) 025. eta ticn sees cerooe sae: nee ieee eee 4-11 
PO eA CM 2) ope Shae aed ess alas ace wie ep eieiees 10-49 VAGINA SOD) 2 ee es ig ee an hee a ee 18-27 
hed OARS (EP gral pene geen oa ga sa MS arbre CAO ER Re es 7-22 bb oe 0) 04 ea ai ee) ra ba ASE, coir << 18-28 
ME LC ia tvsch cas csecssccne ese ab aaiten cate 7-16 MASIR—MGM3) oo poee Fagin S225 20 eet ae he ee 18-30 
POSE). cht haac ce se cage stone See e sete mene ne 8-15 1AdI=3( (2) i) =H) S225 Peta pect ee eee e oe eee 18-29 
SSD) eae een teeta pote eartae enn: Oa eee eres 6-19 T451=Md)(9) 2. ha fe Oe anes oe ee aaa eee eee 18-27 
ferco-2 (Dil) through: (O)mih Ae. l2est ates. ata te ess 6-18 PAD LS Sey eset e eS STIN I Se Pee ee eee toners 4-37, 18-29 
1 AO ATT (CON ald el ae a i re ek EE a ER EP eb ee 20-9 TA5IRMb) sass spares eee tees see eee ee 4-14 
1 a COW oe et eda nl aes a irate ae ea Staats Ie seat Na a F- 6-7 PASTE C) oy sor it Pe Seo Sarees eee eee eee 4-14 
2 7S (GG aa Siig eae tearatoara ber topiary ie ed es icpina 2 9-15 T4601 Ka) oo teil 23 cree os arse cis She ae eee 6-10 
1 AWE SUIES ce dar arden gS ROR Re ER ge a Pa 6-5 Y:401=lfay(l) seeder Peek neni oats cent eee 18-12 
Pee NUTS Mitte swce dee cease eae tele dee ess 10-5 1°461—4(g)(2)=(0) 2 hs ra bed 2nd Dae es dee ee an eee 18-16 
ee MeN Vent tae oe ameaee tek cae dee bares « 10-4 Pe4O1=h(e).5 ete sir Paces eens eee ee 18-16 
UD MAY eee hee cae cane att eed feed adden oe’ 18-32 PiAOGH4 4 SiS PECL II ALE eEAE soe ene eee ee 11-13 
x go er alt (9) V4 argh na a ar 18-32 T4694 e)(3)* oe foe fi Peat eae ene eee 11-13 
PCOS UD) sameness cas Sree noe kaos aerate ae: 18-32 TAG9$A(d) frie cate Doo Sneak eet ee ene 11-13 
POO MGA): Shr eece decile cc te ee te doe eee aes 8-12 TAGO=4E) nas ede eS TS eee Tees see ee ee 11-13 
CONN Der eae t oe ese Ses occas e ad aed ssaes Setiaitare es 6-26 POI Oras cho S NOLES Ont ae ees hee Ok a eee 11-22 
PLOW a) bearers sts ts coe ecco ee ees oes Mame 18-12 T:469=We)oes 220k See Alena aa eee ee eee 11-38 
PEC ONG) l(a) Maen enc easier S. cerca eT Cen See ae 1418 Dra Taes Sra kec cues ee rere tonne Chee eee 18-30 
ils SACO RE eaarae tea gear: aaa fine parr aero. 14-19 TAR 2eee oh Soe ole Meee OR ESTE lO oe ee 18-30 
«ate Bade ened Bel ohare ode a. Shae desc ea Se ae Sea re ana rer ae 9-11 PAT TOC) sara PSone Sees ee hero eee 18-33 
POUL (ayn ae eee ME NIP AOT ELS ONT SORT PMT, 8-19, 8-21 PAaTIRAb) Sh esnter teaser cere dee sos eae ee ee 18-31 
MEUIS Leese cate nese kis orcas eee eee eee enone 14-9 TAT IRA(b) oer SSGh ores Sear es ee 18-31 
1 EAUWEE CG i ap ur fag mado abe adam we pound Pane o Nie Bate gio 14-11 LATA)! Weare conection Os 2 eS eee 18-33 
PELE UD) se iee carat ene c et ae Caen Me anne Pee es 19-6 147 1-Gla) e205 onde ect ai ree nee 18-13 
Peo =A (1) Pee ermerrn ttt t ce tase sacs oan ts 19-7 VA471-6(d) 222 ee See eee 18-37 
on EO RO ee ero ei eo ene aires ae ort 19-6 VATI-Ole) 2025 ioe DA ee 18-37 
Berea i(K)—l(a'G)(il) tain scces cecaiate coe eeees comme: 19-17 VAT2=20Cy fo eos sae ee ee ee 18-36 
oe) awe See a oie cone 2 te Sere Sa ere 19-27 W472=2 eyo 2c cial IE Saeed Se ee 18-37 
LM D ret cotta nce als ocean Aen eee 16-24 1472-3) 220 ioe Londo doe eee ne a 18-36 
Peete rinrough 1421 (a0 S25 ones ee ant oe eae 13-11 VAT 2=4 + Fos S08 il) EE OL OR ed 18-33 
Tee eA (ANL) CAS ne eo eee a Ae Sete toe eee 19-36 ep es REE Onn coe e sso yc nti ac ou 18-36 
PEE ERAC) Sess Slides Meta few et caure oe eee 19-38, 19-39 41228 rec canck cee eB ei el ade ee 18-35 
EAPC) ccc herd TEN on Aa en Cae e 19-36, 19-38 POTI=l(b) sc ov eles Renee eee ng 8-24 
oye 9 UES 6 (Col Re ana a Dea ec er ane yaa RR 0. 19-36 POS TH] nr aske the Coe eae eee ee 17-5 
WSO E AMEE. OFT eo Sale eae tate Rea a aan enema 19-36 1570614) ic ckccsrsne teeters See oe ee 18-4 
ee AA GL) 6 ccs oh oa then ee eee eee eee 19-36 L.706=1 ay): s sc. a. ce 4-18 
PIA Cl) se 3 SS oe ade cae heres eee 18-3 L706=1(D)3) ec. toa seat os eee ee 18-4 
PACER), oo S055 00 Poon eee eee ee 18-7 SHA Io) RM b)\(2)GI)(E) cs pace sn eee ee 2-45 
pA al) | eB ber Pare tats elyepe cates) crete 18-7 LiSJd—2(b) 2.31 RES «2 ace eee ee 5-26 
Peale Oyen... iS o2 oe ioc con te cece ee ee 18-3 1. QO0L—1(a)(3)G), ...ccne eee 13-20 
by aged (49) | Ee ra tai yrs Osco 18-7 1904-2(g).c. 22. o 22s ee 13-20 
BAA 2 = MOK LVRS oo oe eee 18-7 L1001=1(a) So 28.0 oA. eee 2 143 
U443- l(b) Acta he ooog ooo Le Tate Coe 18-9 L.1001=l(b)iea 5.20552 Sia on, 144 


Treasury Regulations 
Reg. This Work 
Sec. Page 
IG esl) 57) eg 2 aC 145 
(i MADNESS Cah) Ae) ie ie a = BO a Ree 143 
[po EIN 22 5 a Re inn ry 5-34 
Oe MA cic GX Afri ined au wien od citaw alin cnt eee 14-7 
OME ee LOC Mw Fe RTs ene 1s estos ec ntoune hes do ot EEE 15-3 
ULI had ies ie Nei eae tae i i ea en Oe ot 144, 145 
Mee ESN a OP! ale oo sce oe hea nace ben nee 149 
JOUVE 18) Deon? eg a a SI 145 
Mt CN Fc Os Pa ets oe 1438 
UAE) (4 ae tne ae. oe oe A, eee ee 149 
EE Ute aA) ere e. ers oa Sa: Slew . Ba oe 1413 
LUIS (Cy 6) BS ences © ener Ge ie ae Se 1413 
Ue LUN LL 2 1 04 aaa I ee See ee a gc a 1414 
Lg MUNI ATS Shel Arar le ER og See ae a 145 
Me eM NING Pe eis 2. sc 5 Fo PT ead bs onal akes ve 145 
cia MEI EY ES ae 146 
LoL NUDES 2 STIRS 6 2 nes glace 146 
RC) NGC) ene he css och tcals,s osrsial'eocie seca he ee as 146 
ccd ue SECM 2 SiS ae 15-4 
LY eval 2 eee Soe mneene ao 15-4 
ONC ICL)= MeeeR erecta © cists re cre Wa oe oe 15-11 
PSM Leet ts Stewie eee dese. Comte es rece dt 15-5 
EAS ESS ee ene ee 15-13 
0 SE ee eens eis eae | 15-11 
Ny id crea acs hea hese sedan focuser eid 15-11 
Maney ax ec) ce atneas fee devenssonem 15-15 
EE CUS) Kos hc reas coed od vor nara e, 15-14 
LEE CU eee Ce ee © 15-24 
POI l(A)y ances ise cao owinden es ded ses Sas 14-19, 14-20 
LoliNhS) Gaal (C55 OCS ere eee eon Dror Ono 1420, 1421 
POI (LUMEN ANC a AA Sede ted Moock e ddan eeae ee 14-19 
Ey ee ay eer reer eee 14.20 
OS ee re Ee ee GE ee Pek 16-14 
a yg ee UES ae sa ne eae 15-9 
RN MRM Laker crn) syds 03 ceagi eked eee 1414 
(OLS ee 0 Oe eerie nomen men ck 14-20 
PEN MS ed Maar el ceneee se occ age Maoaee 1412 


Appendix D Table of Regulations Cited D-12 


Treasury Regulations 
Reg. This Work 
Sec. Page 
Pel 2231) avecroceon espns <6 ah e.c oeerae ae t 1412 
TY23542= lal) ee taie ster sai arcisiteon aah ee 16-10 
TE255=2(b)(1) <kta moan sunics ne see eE Eee eke oe eae 16-12 
TV2356=1(a) «015s Gsm alten ons ace eve eee Ene 16-7 
P2411) onan hanna saan eee eens 16-14 
TA ZAS HMC) a ov oa easel voce te ele oe 17-22 
T2402 (aE) ie te ne oh oe ae eee 15-9, 17-21 
bb fo (4 er AOR Se Aor ctr. s 6 << 17-21 
Vel 240 A aa ee eed <caue' se sag ee Se ee 17-20 
Te 289 AG). Ey. oe PE ee ee ee ee 17-21 
1 1245-0 Das. ee. a oe om. egy ei oe 17-22 
1 L250E MANS). . cabs. Bao BAR dle Se ok eis. 17-22 
P1250] DEE)... ta.c. ae ch ers wins tials soe ee eee 17-22 
LD 250-200) 2) 65s se ecclcse 10 wane rail et et 17-22 
L1250-2(d 1) ony fe enes + ake ea tee 15-9, 17-20 
V1 250-20A 3) os. eats + a cae sie et ane ake eee ee 17-21 
L1250-3(ay 1) 228 ae one en sane ae ee 17-20 
PL250-—2(C) cess ooo wn. 3 giclee ee 17-21 
TE250EAC)(3) oo 5. s csise ea 5 6 eee ee ee ee 17-21 
TOOL 4 i 6 alee ol ae We 20-16 
1.6013—MajQl) s.4.00. 60s. 0 2s sees ay 2) ae ae 3-37 
V.6081-4: «soo. de cote cined deed Ae ee eee 3-24 
156661-3(b)(2) soc 22 cc. 3.c oe CABS Aen nals Oe ee 2-32 
IF7OMD)—2(a)-2 ocnc ls sé doee ee seese es 1c ae 2-40 
31340 1(C)—(1)(b) aces connec sade oes oe teen ee 9-3 
B5:S405H Lie tate cde ccak ott Adana Ad ea aes 19-28 
SOB G1 14d ne ccd cic ents nd oa 6 ese cee Sha eae eae ee 2-20 
SOUT 70 AL: cs re cece secs csakeeel cnet sede te ote 20-3, 20-49 
BOR 7701-2. < sg ececeaoceaccaqeedod ad shoes ene gees 20-49 
801.7701 Aa).o. ofa eccd Seente tate soda and nee ne aaa 20-3 
SORT IOISS. hbk wets sk nenccag aed des coda e Nees 20-49 
S017 701-8( b)\ Lili) vec sere edad foce sgt ana eeeeee 20-49 
SOBTI01AMe) 2 20sec feds Ste eR road Oe eae ene eee 20-4 
BOTT TORS: 0c 8b 5 coke coe hehe aw eee eae an ree eee 20-3 
SORT OST otc c sc Mite ded FOSR Reka aaa e es a ee 20-3 
BOL. T7OUDN 7) scce cc cos ecg tae agate ened oe ee 2-21 


Appendix D-3 


Revenue Procedures 


Rey.Proc. This Work 

Page 
EET er En A EES 18-36 
RR ele age Abn Sess) «say yng encins yee Ee Oe 2-31 
Be Ae lees efi s wiecacnre, Ba ayn ewan SMALE 18-7, 18-37 
SH 20k G5 SD Nee 8 5 oe 8-6, 12-12 
SES ELLE SOIT Dae nnn ee 8-34, 8-35, 8-36, 8-37, 15-5 
Nee eI san yaue ae oon, separa: 3)2 bev o 945s akan eee Si 2-39 
CL ME a oc, 28 ai 8, aren eg yen ek ys apie RM 6-29 
ee eee 5 cin aang eees ohne hs aa 2-44 
Bee eS PB 2 cas who 8 eo gy a eaeeye eee 10-17, 10-34 
BO ies. stamina eee «ai as, casi 18-17, 18-19, 18-36 
OMe ies oo ton eo ye yp sialivn, 420.5 ones ee ae ee 18-13 
DOD Os reteane «ides a eA eons, >, Gonslgs une 4.4 Sate 18-19 
ONE ee ON ois res eats Wa Sse i, hs 2 se 48, 18-13 
EN a DN ea Tabs accu ats cae syeiopel sss mini ylicga'e 8 os 5 cs NG 18-37 
CE Sansa SE eee 6A, Cy Sra 18-8 
BO Ameena eae axe sta aie iaiglare aie eves Sai 19 sera) Brose 4-14, 4-15, 437 
OE eee Dunes © cH ORR Mea RNa tase ie goa, ial dh ctiotaid See, CIRO 20-16 
BOOB DO) Pomrashis elels te sktnty sees oS louee + sreksislo's o\6 Ree gi mca oe 2-45 
NO are his 9 aOR eR os aco Os oe A ee 9-6 
NSS ae ire er te ee en in re are - 2-10 

Revenue Rulings 

Rev.Rul. This Work 

Page 
BO ees + so is en S inn lejone uals: teas meee enatees a 4-5 
DEO EM MURERD 5 5 0/55 50.055 9 «Biase a gg) seas loc eeperey eae 5-17 
54--D0 Jee + «+ «id vic ole Stl ere ee ees eee 2-33 
DOO0 caer te tes. «+. a 0.9, 0 eile o Coe ate eee ee 14-16 
DO4OG nih iaralels + » ss. «aw fst ede geet eee ee 1419 
Dee rts 5 PE ree rare ite Seo ed «oes 10-12 
AS alg atin os + 5:5 > deg ae ee 6-17 
ISO Liga oe eek noo s's sist 6 4 4 Gee Rene eee 3-50 


Revenue Rulings 

Rev.Rul. This Work 

Page 
BOESG: codon nen goes vedi cians seh aie cae eee 14-14 
GIRO 55 si Sina 6 waa dels ated Se maaraias geen si ee 15-6 
Ore 22 I cass Sinha tin w gins, wena bento ae, Geran ee ee 9-47 
Ck 74 on ee eI Mein Ps Gcheh oe. ton 5 - 15-11 
Sk Ss AA PRG APRON EMC Soh Se eee 7-8 
O04 Fhe os es 0's «ye 5 eens eee 233922535 
OO EN ite, 04 010) «0 sn ére'n 6a ek a eee ee 16-15 
DOO GEE os «pens os «ord ge, Cee eee ee 2-40 
OBBOO WEEE 0 iis 04 050 os 4s 2 cane carn eel acme eee 6-13 
GOS Siac ora palnin ci syed wast ster tee 10-17 
GO 2 ow wad das wea pains, aaa nae Or ee er 9-15 
PAOD oo, 5 oeicn, 308 os ccm ule gabe ae thabal Mae ae 15-13 
D022 cian. 335% 6 ea, si olgatis a eee ng, ake ae 10-12 
BNO aia) nia, «055, Gre ce bn cites be tegen 10-14 
A So oscnay es eras tga oink a echo ee 5-4 
M2 ON 2 ins, «i's Haine a studing ae Sty a ae 416 
EDO ove 5/5. ding n 0 shaleatine & cu geen teen Ce 6-26 
TAD OD eo acu ian.o nig 4.005 5 SR ae Ce 7-8 
TSAI ican 5 5 0 soe nse 4 ae oa oan eee Ee ee 15-28 
TBO BO oes sc vee 4» 6 ais nls 0c eee 9-9 
TIT B acess 6 oss 084 5 30g hon we yea eee 9-15 
TAN Biggs avis ny «3 ein Si gied es pee Oe 16-35 
(is) Seen ore MT oo os a: 6-19 
TOAVOB 5.6 scsi. a p< € sie goa aes ete ea op 9-8 
TOA |i « ssale ss doh HO Ae A ee 5-11 
TO ZED 5.6 0's: soe widigiaisi ate oe Se aaWearnete aoe ea eee 18-36 
Bl B LB sys. oo .'3.s0 5 baie cee eee, ee ee 5-48 
(lon t ee ear TS US Cooks wee cos - 6-9 
TSAO. asa ihi.s 5 oo ss wee Sane ee hte 10-5 
(EY EEO RRS ere ou Abo, oes eos. 418 
BOD 2. ae met eae eiys 5c. 3:5 a ee 4-11 
SOS SD ramiie 5. ain 3s s/s ne areas een 6-9 
Nd ola reer sae de os a 15-12 
81 B00 ae iecn cca +. on SEs eee re 244 
OIA gates odes +s oars. os 15-12 
B2= 1G tieieseidie 2's +. -6 Relais aes 02.078 5 oe 5-14 


iY . | PL ee Gal) Gee 


oe 


ihgntide re oe ey 34 1A GAL 
aa FReene’c Sat —_ ah ed en! Fe A Ae ot 


; a fires i ame “9 SiKiotH, ed Stacks tah Soir, wag  aeaed, ew the indi locke 
’ - aieig ; BS Dn 5 mn sie oes wvhe beds <Gariney Ta eet Femara eeflent Wal’ 
Teeth che bend 16 (UAT fine £5,100 ahd bell? the Nene ta 1971 oi opel ot 


PONE, Raketaen witiresS: 


i rexwedayy (he props Foe 20s in Binaa aes ceegey 
_& ° ereemes g 


— re ee ye a 


ut ~ rye ne afk tro /porrusen win ( 


is 


bas Gb 2am) 39.) 4 73 si bhrin 4 reset 
BPR et fnlend e258 pares gi tea 
re 


t 
fiche Qaonrens geishiancd «el bi 


} 


sil} rh Meir je* . 


Srpis METS 5: ea 
(gerc rte’ ch 40 etg 


athe teers! We 


& hn OF : 
Ht sr ; } 
hi vii ‘ F mc 


a 


Appendix E 


COMPREH 
RETURN P 


PROBLEM ] 


David R. and Betty N. Lee me 45 and 46) : are married and live at 641 Cody Way, 


Casper, WY 82609. David is a consulting engineer, while Betty is a paralegal. They file 
a joint return and use the cash basis for tax purposes. 


1. Trained as a mining engineer, David has developed considerable expertise in the 
treatment and disposition of waste material. He also is well versed in the various Federal 
and state requirements for land reclamation projects. David maintains a consulting 
practice through which he renders advice on these matters. Most of his clients are small 
and medium-size mine owners and operators located in Wyoming and contiguous states 
(e.g., Montana, Idaho, Utah). Characteristically, David is retained by a client on a 
contract fee basis and is reimbursed for all out-of-pocket expenses. In performing his 
services, David usually visits the job location and later submits his recommendations in a 
written report along with a statement for his services and expenses. 

David was paid the following amounts relating to the consulting practice in 2008: 


Fees for services rendered $ 92,800 

Expense reimbursement— 
Airfare $8,200 : 
Lodging 5,200 : 

EXe - 

Meals GnlOOkA ae 
Transportation (taxis, airport limos, car rentals) 920 20,420 

Total received $113,220 


2. Not included in the business transactions listed under item 1 above are the following: 


Payment from Ibis Mining received in January 2008 

for work performed in December 2007 $4,400 
Payment from Anhinga Mining received in 

January 2009 for work performed in 


December 2008 5,100 
Nonpayment by Cormorant Mining for work 
performed in March 2008 3,700 


David did not incur travel expenses in any of these engagements (i.e., the work was 


done in his office). As Cormorant Mining is in bankruptcy, David does not expect to col- 
lect any of this fee. 
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3. Other expenses paid by David in 2008 relating to his practice are summarized below: 


Advertising in trade journals $2,400 
Office supplies (including drafting materials) 1,200 
Contribution to H.R. 10(Keogh) plan 9,000 
State occupation license 300 
Subscriptions to trade journals 240 
Membership dues to trade associations 180 
Landscape models (amount paid to a topographer 

for several land reclamation projects) 3,200 
Business phone and Internet service 860 
Premiums on medical insurance (covering self, 

spouse, and dependents) 3,800 


4. To save on rent and as a matter of convenience, David maintains an office in the home. 
Twenty percent of the 3,000-square-foot living area is devoted to the office. David 
inherited the home on Cody Way from his father, who died on June 6, 2001, when it had 
a fair market value of $400,000, of which $40,000 was allocated to the land. Its current fair 
market value is $500,000 ($50,000 allocated to the land). County land records reflect that 
David’s father bought the land in 1967 for $6,000 and built the house in 1971 at a cost of 
$60,000. Relevant information regarding the property for 2008 is summarized below: 


Casualty insurance $2,300 
Repairs and maintenance 2,900 
Utilities 4,800 


The property taxes and mortgage interest on the property are listed in item 15 below. In 
addition to the repairs and maintenance noted above, David had the office repainted at a 
cost of $1,200. The furniture in the office, including business equipment (e.g., computer, fax 
machine, copier), was properly expensed in the year bought and has a zero basis. However, 
on March 5, 2008, David purchased a heavy-duty, fire-resistant file cabinet with security-vault 
features for $4,800. He made the acquisition to safeguard and maintain the privacy of client 
data. If possible, David prefers to avoid capitalizing and depreciating the cabinet. 

As to the business use of the residence, depreciation has been based on MACRS 
(using the mid-month convention) applicable to 39-year nonresidential realty. 


5. On February 4, 2007, David purchased for $41,000 (including sales tax) an Infiniti 
crossover SUV (gross weight under 6,000 pounds), which he uses 90% of the time for 
business. No trade-in was involved, and he did not claim any § 179 expensing of the cost. 
Under the actual operating cost method, he uses 200% declining balance with a half-year 
convention. [Hint: See Table 3 in the Instructions to Form 4562.] His expenses 
pertaining to the operation of the Infiniti for 2008 are as follows: 


Gasoline $3,300 
Oil changes and lubrication 120 
Auto insurance 1,600 
Repairs 240 
Auto club dues 180 
License and registration 60 


During business use, David received three moving traffic violations (total fines of 
$680) and incurred tolls and parking charges of $440. The Infiniti was driven a total of 
14,500 miles during 2008 (mileage was incurred evenly during the year). 


6. Betty isa licensed paralegal and is employed on a part-time basis by several local attorneys. 
She commuted to work (using the family Suburban) for a total of 813 miles and paid 
parking fees of $310. Her earnings and job-related expenses are summarized below: 


Salary (from four employers) $38,000 
Subscriptions and dues to professional organizations 180 
1,200 


Laptop computer 
Occupational license fee 80 
Continuing education correspondence course 120 
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WH 


12. 


She purchased the laptop computer on March 12 and uses it about 80% of the time 
for business. The correspondence course is required for retention of her license. Betty is 
considering going to law school, so she attended a series of LSAT preparation sessions at 
a cost of $350. Because Betty is a part-time employee, she is not covered by any of her 
employers’ medical or retirement plans. During 2008, however, she contributed $5,000 
to a traditional IRA that she established several years ago. As to the family Suburban, the 
Lees use the automatic mileage method for tax purposes. 


With funds received from the settlement of his father’s estate, David purchased rental 
property at 4620 Cottonwood Lane. Of the $250,000 purchase price, $30,000 was allocated 
to the land. After a substantial renovation to the house (e.g., new flooring, roof, heating 
unit) costing $80,000, the property was rented beginning February 1, 2002. In 2006, the 
Lees decided that their investment would be more marketable if the house was rented as 
furnished. Consequently, in May of that year, they spent $38,000 on new furniture 
(including drapes, carpeting, and appliances). Under the current lease agreement, the 
property rents for $2,200 a month (payable at the beginning of each month) with utilities 
not included. Information regarding the property for 2008 appears below: 


Rent received $28,600 
Property taxes 2,400 
Insurance 3,100 
Yard maintenance 1,200 
Repairs 800 


The amount of rent received includes $2,200 for January 2009. Because the tenants were 
going on vacation during the Christmas/New Year holidays, in mid-December they pre- 
paid the rent for the next month. The property taxes listed above do not include a special 
assessment of $2,400 by the city of Casper for repaving the street in front of the property. 

Regarding depreciation, the Lees use MACRS straight-line for the realty, assuming 
the mid-month convention, and MACRS accelerated depreciation for the personalty, 
assuming the half-year convention. 


As another investment, the Lees own 1,000 shares of common stock in Cormorant 
Mining acquired on March 7, 2007. David had performed services for the company and 
had submitted a bill for $3,900. Because Cormorant was experiencing a cash-flow 
problem, David accepted the stock as payment for such services. Cormorant currently is 
in bankruptcy (see item 2 above), and expectations are that the shareholders will not 
recover anything on their stock investment. The stock is not publicly traded. 


. On March 10, 1990, David’s father gave the Lees a tract of land located in Teton County 


as an anniversary present. It had a value of $150,000, and no gift tax was due on the 
transfer. The land had been purchased by David’s father on June 1, 1980, for $50,000. In 
December 2007, the Lees were contacted by a real estate developer and offered $800,000 
for the property. After considerable negotiation, the following transactions took place on 
March 4, 2008: the Lees transferred the Teton tract in return for $8,000 in cash and four 
city lots in Laramie (WY) worth $792,000. The Lees considered the city lots to be a good 
investment as they are located near the state university. All closing costs and legal fees 
were absorbed by the real estate developer. 


One of the items David inherited from his father was an antique gun collection—mainly 
large caliber rifles used for buffalo hunting. Although David has no idea what his father’s 
cost basis was, the collection had a date of death value of $22,000. Concerned about the 
maintenance and security of the collection, on July 10, 2008, David sold it to a dealer for 
$29,000. 


On July 12, 1998, using $50,000 of funds she had received from an aunt’s life insurance 
policy, Betty purchased grazing land in Converse County (WY). On August 2, 2007, she 
sold the land to a local rancher for $75,000. Under the terms of the sale, Betty received a 
down payment of $15,000 and 10 annual notes of $6,000 each. Simple interest of 8% is 
provided for. On August 4, 2008, Betty collected $10,800 (including interest of $4,800) on 
the maturity of the first note. 


Although the Lees had several Schedule D transactions during 2007, they ended up with 
a net short-term capital loss of $7,000. Of this loss, $3,000 was deducted in 2007, and 
$4,000 carried over to 2008. 
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13. For several years, Betty’s widowed mother, Vivian Newman, has lived with the Lees and 
has been claimed by them as a dependent. On December 30, 2007, Vivian suffered a 
heart attack. After three days in the ICU of a local hospital, Vivian died. In early February 
2008, the Lees paid the following expenses regarding Vivian: 


Medical expenses incurred in 2007 $4,200 
Medical expenses incurred in 2008 3,100 
Burial expenses 4,400 
Remainder of church pledge for 2007 600 


Fortunately, the balance of Vivian’s medical expenses ($11,900) was covered by insurance. 
Besides personal and household effects, Vivian’s major asset was life insurance. As 


the designated beneficiary of the policy, Betty was paid the $20,000 proceeds on March 
13, 2008. 


14. Besides the items already mentioned, the Lees had the following receipts during 2008: 


Interest income— 


City of Cheyenne general purpose bonds $1,900 

CD at Wells Fargo Bank 1,100 

Money market account at Bank of America 400 $3,400 
Qualified dividend income issued on 

Meadowlark Corporation common stock 700 
Jury duty fees 420 
Yard (garage) sale 950 


In connection with her jury duty assignment in June, Betty drove the Suburban 40 miles 
and incurred expenses of $30 for parking and $45 for meals. The yard sale involved used 
furniture, appliances, books, toys, and other household goods having an estimated origi- 
nal cost value of $1,800. 


15. In addition to the items already noted, the Lees had the following expenditures for 2008: 


Medical and dental bills (including prescription drugs of $400) 


other than those relating to Vivian (see item 13) $1,800 
Ad valorem property taxes on personal residence 3,100 
Interest on home equity loan used to finance the purchase 

of personal items (e.g., camper) 4,400 
Charitable contributions (not including Vivian's pledge) 3,200 


In connection with their medical expenses incurred in August, the Lees drove the Subur- 
ban 420 miles. Although they do not keep track of their sales taxes, in May 2008, they pur- 
chased a camper for $40,000. The sales tax on this purchase was $1,600. 


16. Besides Vivian (see item 13), the Lees’ household includes two daughters, Meredith (age 
19) and Kirby (age 18), and one son, Toby (age 17). Kirby and Toby are full-time students. 
Meredith works part-time earning $9,000, which she deposits in a savings account. 


17. For tax year 2007, the Lees had an overpayment of $150, which they applied toward their 
9008 income tax. Betty’s income tax withholdings for the year are $5,100, and the Lees 
made quarterly payments of $4,000 (for a total of $16,000). 

Use the business activity code of 541990 for David. Betty’s Social Security number is 123- 
45-6789; assume all other parties have the following Social Security number: 111-11-1111. 


REQUIREMENTS 


Prepare an income tax return (with appropriate schedules) for the Lees for 2008. In 


doing this, utilize the following guidelines: 
e Make necessary assumptions for information not given in the problem 


but needed to complete the return. . 4 
e The taxpayers are preparing their own return (i.e., no preparer 1s involved). 
e The taxpayers have the necessary substantiation (e.g., records, receipts) 


to support the transactions involved. 
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e Ifany refund is due, apply it toward next year’s taxes. 

e Wyoming has no state or local income tax but does impose a general sales 
tax. The county imposes an additional local sales tax of 1%. 

e TheLeesdonotwish to contribute to the Presidential Election Campaign Fund. 


PROBLEM 2 


Celeste A. Hart, age 45, is single and lives with her dependent mother at 426 Grouse 
Avenue, Allentown, PA 18105. 


1. Celeste is a licensed hairstylist and beautician and operates her own business. Located at 
480 Laurel Street, Allentown, PA 18105, the business is conducted under the name of 
“Celeste’s Coiffures.” Besides a display room and a reception area, the business consists 
of 10 work stations (i.e., chairs). During the year, Celeste leases up to nine of the stations 
to other hairstylists and beauticians. As is common practice in similar businesses in the 
area, the other stylists are treated as self-employed persons. (Note: On a prior audit, the 
IRS sanctioned the self-employment classification.) In return for the use of the work 
station, each stylist must pay Celeste an agreed-on fixed rental. 

During 2008, Celeste received $68,000 from the operation of the leased stations. As 
to her own station, she earned $44,000 (including tips). | 


2. Celeste’s Coiffures is the local distributor for several beauty products (e.g., conditioners, 
shampoos) that cannot be purchased at stores. Celeste buys these items from the 
manufacturers and sells them to other beauticians (including those who lease chairs 
from her), regular patrons, and walk-in customers. Celeste’s Coiffures is also known for 
the selection and quality of its hairpieces (i.e., wigs, toupees). At the business location, 
Celeste maintains storage facilities and a display area for the items she has for sale. This 
aspect of Celeste’s business generated the following sales during the year: 


Beauty products $48,000 
Hairpieces and wigs 69,000 


Although Celeste operates her business on a cash basis, she maintains inventory accounts 
for the items she sells. Relevant information about the inventories (based on lower of cost 
or market) is summarized below: 


12/31/07 12/31/08 


Beauty products $11,400 $ 9,900 
Hairpieces and wigs 10,700 12,600 


Purchases for the year were as follows: $26,100 (beauty products) and $30,500 (hairpieces 
and wigs). 
Celeste’s Coiffures had the following operating expenses for 2008: 


Styling supplies (e.g., rinses, dyes, gels, hair spray) $ 5,700 
Utilities (i.e., gas, electric, telephone) 12,900 
Water 2,200 
Sewer service, garbage pickup 2,300 
Accounting services 3,800 
Janitorial services 2,400 
Ad valorem property taxes on personalty 

(equipment, inventory) 1,800 
Ad valorem property taxes on realty 4,200 
Occupation licenses (city and state) 1,500 
Waiting room supplies (e.g., magazines, coffee) 1,300 
Fire and casualty insurance 4,100 
Liability insurance 4,000 


As Celeste prefers to avoid employer-employee arrangements and the payroll tax 
complexities, she retains outside agencies to handle her accounting and janitorial needs. 


10. 
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In early 2008, Celeste decided to renovate the waiting room. On May 10, therefore, she 
spent $10,400 for new chairs, sofa, lamps, coffee bar, etc. Celeste follows a policy of 
claiming as much depreciation as soon as possible. The old furnishings were thrown away 
or given to customers. For tax purposes, the old furnishings had a zero basis. 


In March 1994, Celeste occupied the building she had constructed at 480 Laurel Street at 
a cost of $300,000 on a lot she purchased earlier for $35,000. Except for a down payment 
from savings, the cost was financed by a 20-year mortgage. For tax purposes, MACRS 
straight-line (mid-month convention) depreciation is claimed on the building. During 
2008, the following expenses were attributable to the property: 


Repainting (both exterior and interior) $8,000 
Repairs (plumbing, electrical) 1,900 


In May and after her accident settlement (see item 10 below), Celeste paid the balance due 
on the business mortgage. To do so, she incurred a prepayment penalty of $4,400. Prior to 
paying it off, however, in 2008 she paid regular interest on the mortgage of $6,000. 


In February 2008, Celeste’s Coiffures was cited by the city for improper disposal of certain 
waste chemicals. Celeste questioned the propriety of the proposed fine of $2,000 and 
retained an attorney to represent her at the hearing. By pleading nolo contendere, the 
attorney was able to get the fine reduced to $500. Celeste paid both the fine of $500 and 
the attorney’s fee of $600 in 2008. 


In August 2008, Celeste saw an ad in a trade publication that attracted her attention. The 
owner of a well-respected styling salon in Reading (PA) had died, and his estate was 
offering the business for sale. Celeste traveled to Reading, spent several days looking over 
the business (including books and financial results), and then decided against the 
acquisition. Her expenses in connection with this trip were as follows: 


Car rental $140 
Motel (August 6-7) 220 
Meals 110 
Entertainment of executor 280 


Immediately following the entertainment, Celeste made a counteroffer for the 
business that the executor rejected. 


In March 2007, Joan Myers, one of Celeste’s best stylists, left town to get away from a 
troublesome ex-husband. In order to help Joan establish a business elsewhere, Celeste loaned 
her $7,000. Joan signed a note dated March 3, 2007, that was payable in one year with 6% 
interest. On December 30, 2008, Celeste learned that Joan had been declared bankrupt and 
was awaiting trial on felony theft charges. Celeste has never received any interest on the loan. 


At Christmas, Celeste gave each of her 35 best customers a large bottle of body lotion. 
Each bottle had a wholesale cost to Celeste of $12 but a retail price of $24. Celeste spent 
$3 to have each bottle gift wrapped. (Note: the lotion was special order merchandise and 
was not part of the business’s beauty products inventory or purchases account—see item 
2 above.) She gave each of the nine stylists who lease chairs from her a basket of fruit that 


cost $30 (not including $5 shipping cost). 


In March 2008, Celeste was audited by the Pennsylvania Department of Revenue. Her 
returns for 2005 and 2006 were checked, and she was assessed additional state income tax 
of $340 for the earlier year. Surprisingly, no interest was included in the assessment, 


which Celeste promptly paid. 


In December 2007, while on her morning walk, Celeste was injured when she was 
sideswiped by a delivery truck. Celeste was hospitalized for several days, and the driver of 
the truck was ticketed and charged with DUI. The owner of the truck, a national parcel 
delivery service, was concerned that further adverse publicity might result if the matter 
went to court. Consequently, the owner offered Celeste a settlement if she would sign a 
release. Under the settlement, her medical expenses were paid, and she would receive a 
cash award of $200,000. The award specified that the entire amount was for physical pain 
he suffered no permanent injury as a result of the mishap, she 


and suffering. Since s 
signed the at in April 9008 and received the $200,000 settlement. 
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14. 


15. 


16. 


ve 


18. 


In January 2008, Celeste was contacted by the state of Pennsylvania regarding a tract of 
land she owned in York County. The state intended to convert the property into a district 
headquarters, barracks, and training center for its highway patrol. Celeste had inherited 
the property from her father when he died on August 11, 2007. The property had a value 
of $140,000 on that date and had been purchased by her father on March 3, 1980, for 
$30,000. On July 25, 2008, after considerable negotiation and after the state threatened 
to initiate condemnation proceedings, she transferred the tract for $158,000. As Celeste 
is not comfortable with real estate investments, she does not plan to reinvest any of the 
proceeds received. 


When her father died, Celeste did not know that he had an insurance policy on his life 
(maturity value of $50,000) in which she was named as the beneficiary. When her mother 
belatedly told her about the policy in July 2008, Celeste filed a claim with the carrier, 
Falcon Life Insurance Company. In August 2008, she received a check from Falcon for 
$51,500 ($50,000 proceeds, $1,500 interest). 


Upon the advice of a client who is a respected broker, Celeste purchased 1,000 shares of 
common stock in Grosbeak Exploration for $40,000 on March 4, 2008. Disgusted with the 
gradual erosion in Grosbeak’s value, Celeste sold the stock for $28,000 on December 23, 
2008. 


While on her way to work in 2007, Celeste was rear-ended by a hit-and-run driver. The 
damage to her Lexus was covered by her insurance company, Hawk Casualty, except for 
the $1,000 deductible feature. In 2008, the insurance company located the driver who 
caused the accident and was reimbursed by his insurer. Consequently, in February 2008, 
Hawk refunded to Celeste her $1,000 deductible. 


After her father’s death, Celeste’s mother, Mildred Hart, moved in with her. Because 
Mildred lives upstairs and has a mobility problem, in January 2008, Celeste had an 
elevator installed in her personal residence at a cost of $12,000. A qualified appraiser 
determined that the elevator increased the value of the personal residence by $7,000. 
The appraisal cost $400. The operation of the elevator during 2008 increased Celeste’s 
electric bill by $300. 


As an accommodation to a key customer who is a drama professor at a local college, 
Celeste spent the weekend as a makeup artist preparing hairdos for the key actresses in 
the annual theatrical production. Celeste estimates that she would have charged $800 for 
the services she donated to this charitable fund-raising event. 


In addition to the items already mentioned, Celeste had the following receipts during 
2008: 


Interest income— 


City of Lancaster general purpose bonds $490 

Money market account at Allentown State Bank 340 

CD at Scranton First National Bank _900° $1,730 
Qualified dividends on stock investments— 

General Electric Company $470 

AT&T common _380_ 850 
Pennsylvania state income tax refund (for tax year 

2007) 205 
Federal income tax refund (for tax year 2007) 791 


Expenditures for 2008, not previously noted, are summarized below: 


Medical— 

Premiums on medical insurance $4,800 

Dental bills 1,400 $ 6,200 
Property taxes on personal residence 3,800 
Interest on home mortgage 3,200 
Professional expenses— 

Dues to beautician groups $140 

Subscriptions to trade journals 180 320 


Contribution to pension plan 10,000 
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The medical insurance policy covers only Celeste and her dependents and was 
issued in the name of the business (i.e., “Celeste’s Coiffures”). It does not cover dental 
work or capital modifications to a residence (see item 15 above). ; 

The $10,000 contribution to the pension plan is to a § 401(k) type of plan she 
established in 2007. Previously, she had contributed to an H.R. 10 (Keogh) plan but 


found that the § 401(k) retirement arrangement provides more flexibility and is less 
complex. 


19. For 2008, Celeste made quarterly estimated payments of $20,800 ($5,200 each quarter) 
for Federal taxes and $2,400 for the year to the state of Pennsylvania. She also paid $800 
in local (e.g., city) income taxes. 


Celeste’s business activity code is 812112. Assume relevant Social Security numbers 
are 111—11-1111 (Celeste) and 123-45-6789 (Mildred R. Hart). 


REQUIREMENTS 


Prepare an income tax return (with appropriate schedules) for Celeste for 2008. In 
doing this, use the following guidelines: 


e Make necessary assumptions for information not given in the problem. 
For example, since no brokerage commissions are listed for the purchase 
and sale of the Grosbeak Exploration stock (see item 13), assume that 
none were incurred. 

e Ever since Celeste became a homeowner many years ago, she has not 
claimed the standard deduction. Instead she itemizes her deductions from 
AGI. 

e The sales tax option was not chosen in 2007, and Celeste had no major pur- 
chases that qualify for the sales tax deduction in 2008. 

e Celeste has substantiation (e.g., records, receipts) to support the transac- 
tions involved. 

e Ifarefund results, Celeste wants it sent to her. 

° Celeste is preparing her own return (i.e., no preparer is involved). 

e Celeste does not wish to contribute to the Presidential Election Campaign 
Fund. 
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DEPRECIATION 


INTRODUCTION 


STS Semen —o ioeeeesene: ‘ 3 » i 
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Cost recovery, amortization, and depletion are presented in Chapter 8. For most 
fixed assets (e.g., machinery, equipment, furniture, fixtures, buildings) placed in 
service after December 31, 1980, the Economic Recovery Tax Act of 1981 (ERTA) 
has replaced the depreciation system with the cost recovery system.’ The general 
relationship between the depreciation system and the cost recovery system is sum- 
marized in Exhibit G.1. 

Despite ERTA, a discussion of § 167 depreciation is still relevant for two reasons. 
First, assets that were placed in service prior to 1981 are still in use. Second, certain 
assets placed in service after 1980 are not eligible to use the cost recovery system 
(ACRS and MACRS) and therefore must be depreciated. They include property 
placed in service after 1980 whose life is not based on years (e.g., units-of-production 
method). 


DEPRECIATION _ miicniietey gchar, 


Section 167 permits a depreciation deduction in the form ofa reasonable allowance 
for the exhaustion, wear and tear, and obsolescence of business property and prop- 
erty held for the production of income (e.g., rental property held by an investor) .” 
Obsolescence refers to normal technological change due to reasonably foreseeable 


Depreciation and Cost Recovery: Relevant Time Periods 


System Date Property Is Placed in Service 


§ 167 depreciation Before January 1, 1981, and certain property 
placed in service after December 31, 1980. 


Original accelerated cost recovery After December 31, 1980, and before January 


system (ACRS) 1, 1987. 
Modified accelerated cost recovery After December 31, 1986. 
system (MACRS) 


(ey AE 


‘Depreciation is Goicred in § 167, and cost recovery °§ 167(a) and Reg. § 1.167(a)—1. 


(ACRS and MACRS) is covered in § 168. 
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economic conditions. If rapid or abnormal obsolescence occurs, a taxpayer may 
change to a shorter estimated useful life if there is a “clear and convincing basis for 
the redetermination.” Depreciation deductions are not permitted for personal use 
property. 

The taxpayer must adopt a reasonable and consistent plan for depreciating the 
cost or other basis of assets over the estimated useful life of the property (e.g., the 
taxpayer cannot arbitrarily defer or accelerate the amount of depreciation from 
one year to another). The basis of the depreciable property must be reduced by the 
depreciation allowed and by not less than the allowable amount.° The allowed depre- 
ciation is the depreciation actually taken, whereas the allowable depreciation is 
the amount that could have been taken under the applicable depreciation method. If 
the taxpayer does not claim any depreciation on property during a particular year, the 
basis of the property still must be reduced by the amount of depreciation that should 
have been deducted (the allowable depreciation). 


ip RMAMEEE Oe) On January 1, Ted paid $7,500 for a truck to be used in his business. He chose a five-year 


estimated useful life, no salvage value, and straight-line depreciation. Thus, the allow- 
able depreciation deduction was $1,500 per year. However, depreciation actually taken 
(allowed) was as follows: 


Year 1 $1,500 
Year 2 —0- 
Year 3 -0- 
Year 4 1,500 
Year 5 1,500 


The adjusted basis of the truck must be reduced by the amount of allowable deprecia- 
tion of $7,500 ($1,500 x 5 years) even though Ted claimed only $4,500 depreciation ‘ 
during the five-year period. Therefore, if Ted sold the truck at the end of Year 5 for i 
$1,000, he would recognize a $1,000 gain, since the adjusted basis of the truck is 

zero. @ ‘ 


QUALIFYING PROPERTY AND Basis 
FOR DEPRECIATION 


The use rather than the character of property determines whether a depreciation 
deduction is permitted. Property must be used in a trade or business or held for the 
production of income to qualify as depreciable. 


| EXAMPLE 20 is a self-employed CPA who maintains her office in a room in her home. The 


room, which is used exclusively for her business, comprises 20% of the square footage 
of her house. Carol is permitted a depreciation deduction only for the business use part 
of the house. No depreciation deduction is permitted for the 80% of the square foot- 
age of her house that is used as her residence. @ 


PLES TESORO 


The basis for depreciation generally is the adjusted cost basis used to determine 
gain if the property is sold or otherwise disposed of.* However, if personal use assets 
are converted to business or income-producing use, the basis for depreciation and 
for loss is the lower of the adjusted basis or fair market value at the time of the conver- 
sion of the property.” As a result of this lower of basis rule, losses that occurred while 
the property was personal use property will not be recognized for tax purposes 
through the depreciation of the property. 


*§ 1016(a)(2) and Reg. § 1.167(a)-10(a). Reg. § 1.167(g)-1. 
4§ 167(c). 
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Hans acquires a personal residence for $130,000. Four years later, when the fair market PESEXAN ELE SS. | 


value is only $125,000, he converts the property to rental use. The basis for deprecia- 
tion is $125,000, since the fair market value is less than the adjusted basis. The $5,000 
decline in value is deemed to be personal (since it occurred while the property was held 
for personal use) and therefore nondeductible. m= 


The Regulations provide that tangible property is depreciable only to the extent 
that the property is subject to wear and tear, decay or decline from natural causes, 
exhaustion, and obsolescence.® Thus, land and inventory are not depreciable, but 
land improvements are depreciable (e.g., paved surfaces, fences, landscaping). 


OTHER DEPRECIATION CONSIDERATIONS | 


In determining the amount of the depreciation deduction, the following additional 
considerations need to be addressed: 


° The salvage value of the asset. 
e The choice of depreciation methods. 
e The useful life of the asset. 


For property subject to depreciation under § 167, taxpayers generally must take 
into account the salvage value (assuming there is a salvage value) of an asset in calcu- 
lating depreciation. An asset cannot be depreciated below its salvage value. However, 
the Code permits a taxpayer to disregard salvage value for amounts up to 10 percent 
of the basis in the property. This provision applies to tangible personal property 
(other than livestock) with an estimated useful life of three years or more. 


EXAMPLE 4 


Green Company acquired a machine for $10,000 in 1980 with an estimated salvage 
value of $3,000 after 19 years. The company may disregard salvage value to the extent 
of $1,000 and compute the machine's depreciation based upon a cost of $10,000 less 
$2,000 salvage value. The adjusted basis may be reduced to $2,000 (depreciation of 
$8,000 may be taken) even though the actual salvage value is $3,000. = 


This provision was incorporated into the law to reduce the number of IRS- 
taxpayer disputes over the amount of the salvage value that should be used. 

Another consideration is the choice of depreciation methods from among the several 
allowed. The following alternative depreciation methods are permitted for property 
placed into service before January 1, 1981, and for the aforementioned property 
placed in service after December 31, 1980, for which cost recovery is not permitted: 


e The straightline (SL) method (cost basis less salvage value + estimated 
useful life). 

e The declining-balance method (DB) using a rate not to exceed twice the 
straightline rate. Common methods include 200 percent DB (double- 
declining balance), 150 percent DB, and 125 percent DB. Salvage value is 
not taken into account under any of the declining-balance methods. How- 
ever, no further depreciation can be claimed once net book value (cost 
minus depreciation) and salvage value are the same. 

e The sum-of-the-years’ digits method (SYD). 

e Any other consistent method that does not result in greater total deprecia- 
tion being claimed during the first two-thirds of the useful life than 
would have been allowable under the double-declining balance method. 
Permissible methods include machine hours and the units-of-production 


method. 


Reg. § 1.167(a)-2. ; 7Reg. §§ 1.167(a)—l(c) and (f)-1. 
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On January 1, 1980, Diego acquired a new machine to be used in his business. The asset | 
cost $10,000 with an estimated salvage value of $2,000 and a four-year estimated use- 
ful life.® The following amounts of depreciation could be deducted, depending on the 
method of depreciation used: : 


1980 1981 1982 1983 


1. Straight-line: 


$10,000 cost less ($2,000 salvage value 
reduced by 10% of cost) + 4 years $2,250 $2,250 $2,250 $2,250 


2. Double-declining balance: 
a. $10,000 x 50% (twice the straight-line rate) 5,000 


b. ($10,000 — $5,000) x 50% 2,500 
c. ($10,000 — $5,000 — $2,500) x 50% 1,250 
d. ($10,000 — $5,000 — $2,500 — $1,250) x 50% 250° 


3. Sum-of-the-years’ digits:* 
$10,000 cost less ($2,000 salvage value 
reduced by 10% of cost) or $9,000 
. $9,000 x 4/10 3,600 
. $9,000 x 3/10 2,700 
$9,000 x 2/10 1,800 
. $9,000 x 1/19 900 


job tg toy fe) 


*The formula for the sum-of-the-years’ digits (SYD) method is 


Remaining life at the beginning of the year 
Sum-of-the-years’ digits of the estimated life 


Cost — Salvage value x 


In this example, the denominator for SYD is 1+ 2 + 3 + 4, or 10. The numerator is 4 for Year 1 - 
(the number of years left at the beginning of Year 1), 3 for Year 2, etc. The denominator can 
be calculated by the following formula: 


S= 


= aot where Y = estimated useful life 


| EXAMPLE GS Using the depreciation calculations in Example 5, the depreciation reserve (accumu- 


lated depreciation) and net book value at the end of 1983 are as follows: 


Net Book ) 
Cost -— Depreciation = Value* 
Straight-line $10,000 $9,000 $1,000 
Double-declining balance 10,000 9,000 1,000 
Sum-of-the-years’ digits 10,000 9,000 1,000 


*Note that an asset may not be depreciated below its salvage value even 
when a declining-balance method is used. | 


In 1969, Congress placed certain restrictions on the use of accelerated methods for 
new and used realty that are subject to the depreciation rules under § 167. These 
restrictions were imposed to reduce the opportunities for using real estate 
investments as tax shelters. The use of accelerated depreciation frequently resulted in 
the recognition of ordinary tax losses on economically profitable real estate ventures. 


“A four-year life is used to illustrate the different depreciation methods. Note *Total depreciation taken cannot exceed cost minus estimated salvage value 
that an asset placed in service in 1980 must have a useful life of at least ($1,000 in this example). 
30 years in order for depreciation to be deducted in 2009. 


The following methods were permitted for residential and nonresidential real 
property: 


a ee ee Sy oe 
Nonresidential 


Real Property 
(Commercial and 


Industrial Residential Real Property 
Buildings, Etc.) (Apartment Buildings, Etc.) 
New property acquired 150% DB, SL 200% DB, SYD, 150% DB, or SL 
after July 24, 1969, 
and generally before 
January 1, 1981 
Used property acquired SL 125% DB (if estimated useful 
after July 24, 1969, life is 20 years or greater) 
and generally before or SL 


January 1, 1981 


Congress chose to permit accelerated methods (200 percent declining-balance and 
sum-of-the-years’ digits) for new residential rental property. Presumably, the desire 
to stimulate construction of new housing units justified the need for such acceler- 
ated methods. 

Restrictions on the use of accelerated methods were not imposed on new tangible 
personalty (e.g., machinery, equipment, and automobiles). However, the 200 per- 
cent declining-balance and sum-of-the-years’ digits methods were not permitted for 
used tangible personal property. The depreciation methods permitted for used tangi- 
ble personal property were as follows: 


Useful Life of Three Useful Life of Less 
Years or More Than Three Years 
Used tangible personal 150% DB, SL SL 


property acquired after July 
24, 1969, and generally 
before January 1, 1981 


Since the acquisition of used property does not result in any net addition to gross pri- 
vate investment in our economy, Congress chose not to provide as rapid accelerated 
depreciation for used property. 

The determination of a useful life for a depreciable asset often led to disagreement 
between taxpayers and the IRS. One source of information was the company’s previ- 
ous experience and policy with respect to asset maintenance and _ utilization. 
Another source was the guideline lives issued by the IRS.'° In 1971, the IRS guideline 
life system was modified and liberalized by the enactment of the Asset Depreciation 


Range (ADR) system."! 


Asset Depreciation Range (ADR) Salvage value, H-3 
system, H-5 
Rev Proc. 72-10, 1972-1 C.B. 721, superseded by Rev.Proc. 83-85, 1983-1 "Reg. § 1.167(a)-I1. 


C.B. 745. 
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Abandoned spouse rules, 3:26, 3:28 
Abode test, qualifying child, 3:14 
Above-the-line deductions, 3:5 
Accelerated cost recovery system (ACRS), 
8:3, 8:22, 8:31-32 
characteristics of, 8:22 
relevant time periods, 8:4 
See also Modified accelerated cost recovery 
system 
Accelerated death benefits, 5:8 
Accelerated depreciation, new rules for 
Israel, 8:5 
Access expenditures, eligible for disabled 
access credit, 13:13—14 
Accident and health benefits, 5:4 
long-term care insurance benefits, 
employer-sponsored, 5:16-17 
medical reimbursement plans, 
employer-sponsored, 5:15-16 
purchased by the taxpayer, 5:14 
See alsoEmployee fringe benefits 
Accountable plan, 9:27—28 
Accountant’s Index, 2:20 
Accounting & Tax Index, The, 2:20 
Accounting concept of income, 4:5-6 
and tax concepts of income, comparison 
of, 4:6—7 
Accounting income, 4:5 
reconciliation of corporate taxable income 
and, 20:15-16 
Accounting methods, 4:8—10, 6:8, 18:11-19 
accrual method, 18:14-17 
cash receipts and disbursements 
method—cash basis, 18:11-14 
change from an incorrect method, 18:18 
change of method, 18:17-19 
correction of an error, 18:18 
determined by the IRS, 4:9, 18:11 
disposition of installment obligations, 
18:25 
disposition of the net adjustment, 18:19 
electing out of the installment method, 
18:26 
hybrid method, 18:17 
installment method, 18:20—25 
interest on deferred taxes, 18:26 
long-term contracts, 18:27—30 
net adjustments due to change in, 
18:18-19 
special methods, 18:20-30 


tax planning for, 18:37-39 
timing of expense recognition, 6:8-9 
See also Accrual method, Cash receipts and 
disbursements method, Completed 
contract method, Hybrid method, 
Installment method, and Percentage of 
completion method 
Accounting periods, 18:3-10 
business purpose, 18:5 
changes in, 18:7-8 
IRS requirements for changes in, 18:7 
making the election, 18:7 
mitigation of the annual accounting 
period concept, 18:9-10 
partnerships, 18:4—5 
personal service corporations, 18:6-7 
required tax payments, 18:6 
S corporations, 18:4—5 
tax planning for, 18:37-39 
taxable periods of less than one year, 
18:8-9 
Accounts and notes receivable, as definition 
of capital asset, 16:4, 16:5 
Accrual basis requirement exceptions, 18:12 
Accrual method, 4:8, 4:10, 18:14-17 
exceptions applicable to, 4:14-15 
reserves, 18:17 
timing of expense recognition, 6:10-11 
Accumulated earnings and profits (E & P), 
20:20, 20:22 
dividends from, 5:30 
ACE (adjusted current earnings) adjustment, 
12:29 
determining, 12:30 
Acquiescence (“A” or “Acq.”), 2:18 
Acquisition indebtedness, 10:16 
ACRS. See accelerated cost recovery system 
Action on Decision, 2:18, 2:31 
Active income, 11:7 
Active participant in qualified plan, 19:21 
Active participation in real estate rental 
activities, 11:23 
Actual cost method, 9:32-33 
computation of automobile expenses, 
9:7-8 
Ad valorem taxes, 1:6, 10:12 
on personalty, 1:8 
on realty, 1:7-8 
Additional depreciation, 17:14, 17:15 
Additional first-year depreciation, 8:8-9, 8:17 
Additional standard deduction (age 65 or 
older or blind), 3:9-10, 3:22, 3:23 


Adjusted basis, 14:4—-5, 14:22-23 
Adjusted gross income (AGI), 1:14, 3:6 
and phaseout of dependency exemptions, | 
3:20 
classification of interest expense, 10:19 
Roth IRAs and, 19:22 
spousal IRAs and, 19:25 
tax credit for the elderly or disabled, 13:18 
two percent floor, 9:30 
See also Deductions for AGI; Deductions 
from AGI 
Adjusted gross income threshold 
adoption expenses credit, 13:21 
child and dependent care expenses, 
13:22-23 
child tax credit, 13:21 
education tax credits, 13:24-25 
saver’s credit rate and, 13:28 
Adjustments 
AMT formula for individuals, 12:5-6 
summary of basis, 14:23 
to basis, 14:24-25 
Administrative feasibility, influence of IRS, 
1:32 
Administrative sources of the tax law, 2:7—11 
assessing the validity of other, 2:31 
letter rulings, 2:9-10 
other administrative pronouncements, 
2:10-11 
Revenue Rulings and Revenue Procedures, 
2:8-9 
Treasury Department Regulations, 2:7-8 
Adoption assistance program, employee 
fringe benefits, 5:20 
Adoption expenses credit, 13:20-21, 13:32 
ADRs (American Depository Receipts), 
trading on U.S. stock exchanges, 16:17 
Age, additional standard deduction for 65 or 
older, 3:9-10, 3:22 
Age test, qualifying child, 3:14 
Agent, income received by, 4:18 
Alimony 
and spousal IRAs, 19:25 
deductions for AGI, 3:6 
recapture, 4:23-24 
tax planning for, 4:39 
Alimony and separate maintenance 
payments, 4:21—25 
child support, 4:24-25 
front-loading, 4:23-24 
inclusion in gross income, 4:21—25 
post-1984 agreements and decrees, 4:22 
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All events test, 6:10, 18:15 
for deductions, 18:15-17 
for income, 18:14—-15 
Allocable parental tax, 3:32 
Alternate valuation amount, 14:16 
Alternate valuation date, 14:16 
Alternative deprecation system (ADS), 8:7, 
8:20-22, 12:10-11, 12:12 
individual and corporate AMT 
adjustments, 12:28 
straight-line method, 8:12 
tables, 8:36-37 
Alternative minimum tax (AMT), 12:3, 20:5 
corporate, 12:26-31, 20:14 
AMT adjustments, 12:28-30 
exemption amount, 12:31 
formula for, 12:26-31 
other aspects of, 12:31 
repeal of AMT for small corporations, 
12:28 
tax preferences, 12:30-31 
individual 12:3-26 
AMT adjustments, 12:9-21 
AMT credit, 12:25—26 
AMT exclusions, 12:26 
AMT formula for alternative minimum 
taxable income (AMTI), 12:3-7 
AMT formula: other components, 
12:7-9 
AMT preferences, 12:21—23 
Form 6251, 12:27 
illustration of AMT computation, 
12:23-25 
summary of income tax consequences, 
20:19 
table, 8:35 
tax planning for, 12:31—32 
Alternative minimum tax credit, 12:25—-26 
Alternative minimum taxable income 
(AMTI), 12:3-26, 20:10, 20:14 
AMT formula for individuals, 12:3—7 
Alternative minimum vesting schedules, 19:9 
Alternative tax, 16:25 
computation, 3:35, 16:3 


on capital gain computation, income layers 


for, 16:26 
Alternative tax NOL deduction (ATNOLD), 
12:16-17 
individual and corporate AMT 
adjustments, 12:29 
Amencan Federal Tax Reports (AFTR), 2:19 
American Institute of Certified Public 
Accountants (AICPA), 1:5 
ethical guidelines, 1:23—24 
American Jobs Creation Act of 2004 (AJCA), 
1:30, 2:3, 4:4, 7:17, 18:4, 18:12, 8:18 
American Opportunity credit, 9:17, 9:18-19, 
9:33, 13:24, 13:32, 19:24 
refundable, 13:25 
American Recovery and Reinvestment Tax 
Act (ARRTA) of 2009, 1:25, 3:10, 4:34, 
5:24, 5:32, 5:35, 6:16, 7:22, 8:8, 10:15, 
12:23, 13:2, 13:9, 13:15, 13:28-29, 13:47 
Americans with Disabilities Act, 13:4 
Amnesty programs, 1:16 
Amortizable bond premium as capital 
recovery, 14:6 
Amortizable Section 197 intangibles, 8:22 
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Amortization, 8:22-24 
Form 4562, 8:28, 8:29 
of intangible assets, 8:3 
of research and experimental 
expenditures, 7:16-17 
tax planning for, 8:32 
Amount realized, 14:3—4, 14:22 
in Section 121 sale, 15:20 
AMT adjustments, 12:4 
applicable only to corporations, 12:29-30 


applicable to individuals and corporations, 


12:28-29 
individuals, 12:24 
adjusted gain or loss, 12:14-15 
alternative tax net operating loss 
deduction (ATNOLD), 12:16-17 
circulation expenditures, 12:10 
cutback adjustment, 12:17 
depreciation of post-1986 personal 
property, 12:11-12 
depreciation of post-1986 real property, 
12:10-11 
direction of, 12:9-10 
expenditures requiring 10-year write-off 
for AMT purposes, 12:13 
housing interest, 12:18-19 
incentive stock options, 12:13-14 
interest in general, 12:18 
investment interest, 12:19-20 
itemized deductions, 12:17—20 
medical expenses, 12:17-18 
other adjustments, 12:20-21 
passive activity losses, 12:15-16 
pollution control facilities, 12:12 
use of completed contract method of 
accounting, 12:13 
tax planning for, 12:31-32 
AMT exclusions, 12:26 
AMT preferences 
depreciation, 12:22-23 
fifty percent exclusion for certain small 
business stock, 12:23 
individual, 12:21—23, 12:24 
intangible drilling costs, 12:22 
interest on private activity bonds, 12:22 
percentage depletion, 12:21—22 
tax planning for, 12:31-32 
AMT rate schedule, 12:8 


AMT/regular tax rate differential, tax 


planning for, 12:32 


Annual accounting period concept, 1:29-30 


farm relief, 18:9-10 
mitigation of, 18:9-10 


Annual exclusion per donee, 1:13 
Annuity, 4:28 


exclusion amount, 4:30 

exclusion ratio, 4:30. 

expected return, 4:30 

income from, 4:28—32 

number of anticipated monthly payments 
under the simplified method, 4:32 

one life—expected return multiples, 4:31 

simplified method for annuity 
distributions from qualified retirement 
plans, 4:31-32 

tax-deferred, 19:4 

term certain, 4:30 


Antitrust law violations, 6:13 


Appeals, 2:14 
Appellate courts, 2:14-17 
See also Courts 
Appreciated property, determining the 
deduction for contributions of by 
individuals, 10:27 
Appropriate economic unit, 11:13 
Archipelago Holdings, Inc., 16:4 
Arm’s length concept, 1:33 
ARRTA. See American Recovery and 
Reinvestment Tax Act of 2009 
Assets 
amortization of Section 197 intangible, 
8:22 
capital, 16:3, 16:4—9 
classification and use of, 1:8, 8:4 
expenditures for intangible, 6:27 
expensing of, 8:14-15 
general business asset class, 15:5 
in a lump-sum purchase, allocation of cost 
among multiple, 14:10 
investment, 16:4 
liquidating retirement, 19:44 
ordinary, 16:3 
personal use, 8:3, 16:4 
sale, exchange, or condemnation of 
personal use assets, 14:8 
Section 1231, 16:3, 17:3-11 
tangible and intangible, 8:3 
valuation of, 4:4—5 
Assignment of income, 4:15 
Associated with business test for 
entertainment expenses, 9:20, 9:34 
Athletic facilities, employee fringe benefits, 
5:20 
At-risk amount, calculation of, 11:6 
At-risk limitation, 11:4 
At-risk limits, 11:5-7 
Audit Closing Agreement Program 
(AuditCAP), 19:8 
Audit process, 1:19-21 
selection of returns for audit, 1:19-20 
settlement procedures, 1:21 
types of audits, 1:20-21 
Automatic mileage method, 9:6, 9:13, 
9:32-33 
Automobiles 
business and personal use of, 8:15-20 
change from predominantly business use, 
8:19 
computation of expenses, 9:6-8 
leased, 8:19-20 
limits on cost recovery for, 8:16-18 
not used predominantly in 
business, 8:18 
passenger, 8:16 
substantiation requirements, 8:20 
used predominantly in business, 8:16 
Average benefit percentage, 19:8 
Average benefits test for qualified plans, 
19:8 
Average cost method, 18:34 
Average tax rate, 3:30 
Awards, income from, 4:32-33 
Away-from-home requirement 
determining the tax home, 9:9 
temporary assignments, 9:8-9 
travel expenses, 9:8—9 
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Backup withholding, 13:40-41 
Bad debt deductions, 7:7 
Bad debts, 7:3-6 
business vs. nonbusiness, 7:5—6 
loans between related parties, 7:6 
nonbusiness, 16:8-9 
specific charge-off method, 7:4—5 
Bankruptcy, 2:14, 7:4 
one way to avoid, 5:35 
Basic research, 13:12 
credit, 13:12-13 
payments, 13:12 
Basic standard deduction, 3:9-10, 3:23 
Basis 
adjusted, 14:4—5, 14:22-23 
adjustments to, 14:23, 14:24-95 
effect of expensing of assets on, 8:15 
partnership’s basis in contributed 
property, 20:33 
stepped-down, 14:16 
stepped-up, 14:16 
Basis considerations, 14:9-25 
additional complexities in determining 
realized gain or loss, 14:22-23 
and computation of gain, transfers to 
controlled corporations, 20:19-20 
conversion of property from personal use 
to business or income-producing use, 
14:20-22 
determination of cost basis, 14:9-12 
disallowed losses, 14:18-20 
for depreciating the converted property, 
14:21 
gift basis, 14:12-15 
of boot in like-kind exchanges, 15:9-11 
of inherited property, effect of 2001 tax 
legislation on, 14:18 
of partnership interest, 20:31—33 
of property received in like-kind 
exchanges, 15:8—-11 
property acquired from a decedent, 
14:16-18 
summary of basis adjustments, 14:23 
Basis determination 
in S corporation, 20:30 
Sections 334 and 338 (liquidating the 
corporation), 20:25 
Below-market loans, 4:26 
effect of on the lender and borrower, 
4:26 
exceptions to imputed interest rules for, 
4:29 
Beneficiaries of estates and trusts, 4:19 
Benefit percentage, 19:9 
Benefit received rule, 10:20-21 
Benefits 
general classes of excluded, 5:27 
tax planning for maximizing, 16:35 
Bequests 
and inheritances, 5:5 
tax planning for selection of property, 
14:26 


Blindness, additional standard deduction for, 


3:9-10 
Board of Tax Appeals, 2:18 
Boot, 15:7-8, 20:17 


given as appreciated or depreciated 
property, 15:8 
giving of, 15:8 
receipt of, 15:8 
Bracket creep, 1:30 
Bribes, 6:12 
disallowance of deduction for, in other 
countries, 6:14 
Section 162 exclusion, 6:6 
Builders of Hope, green environmental 
projects, 10:20 
Business 
assets. See Section 1231 assets 
costs of investigating, 6:17 
expenses, 6:6-8 
losses, 6:8 
Business and personal use of automobiles 
and other listed property, 8:15-20 
change from predominantly business use, 
8:19 ' 
leased automobiles, 8:19-20 
limits on cost recovery for automobiles, 
8:16-18 
not used predominantly in business, 8:18 
special limitation, 8:18 
substantiation requirements, 8:20 
used predominantly in business, 8:16 
Business bad debt, 7:3, 7:5-6 
Business energy tax credits, 13:27 
Business entities 
corporate filing requirements, 20:14 
deductions available only to corporations, 
20:11-13 
determination of corporate tax liability, 
20:13-14 
general tax consequences of different 
forms of, 20:4 
individuals and corporations compared, 
20:4-5 
reconciliation of corporate taxable income 
and accounting income, 20:15—16 
specific provisions compared, 20:6-10 
tax planning for, 20:36—39 
use of an entity to reduce the family 
income tax burden, 20:38-39 
Business fixed assets, as definition of capital 
asset, 16:4, 16:5 
Business gifts, deductibility restrictions for, 
9:22 
Business meals, deductibility restrictions for, 
9:20-21 
Business supplies, as definition of capital 
asset, 16:5 
Business Use of Your Home (Publication 587), 
9:24 
Business year, natural, 18:7 
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C corporation, 20:4 
Cafeteria benefit plan, 19:4, 19:43 
Cafeteria plan, 5:20-21 
Calendar year, 4:8, 18:3 
personal service corporations, 18:6 
S corporations, 18:5 
Canons of taxation, 1:4—5 
Capital additions, 14:5 
Capital asset status, tax planning for, 16:32-34 
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Capital assets, 16:3, 16:49 
accounts and notes receivable, as 
definition of, 16:5 
business fixed assets, as definition of, 16:5 
copyrights and creative works, as definition 
of, 16:5-6 
definition of, 3:34-35, 16:4-6 
effect of judicial action, 16:6—7 
franchises, trademarks, and trade names, 
16:13-14 
holding period, 16:15-20 
inventory, as definition of, 16:5 
long-term nonpersonal use, 17:6 
relationship to Section 1231 assets, 
17:3-4 
sale or exchange, 16:9-15 
statutory expansions, 16:7-9 
U.S. government publications, as 
definition of, 16:6 
Capital contributions, 20:16-17 
thin capitalization, 20:17 
Capital expenditures 
capitalization vs. expense, 6:27 
disallowance of deductions for, 6:26—27 
for medical purposes, 10:5-6 
tax planning for, 6:33 
Capital gain computation, income layers for 
alternative tax, 16:26 
Capital gain confusion, 17:3 
Capital gain netting process, some possible 
final results and how they are taxed, 
16:28 
Capital gain property, 10:25—26 
Capital gains, 16:3 
from property transactions, 3:34-36 
net nonbusiness, 7:22 
netting process, 16:21—24 
rationale for separate reporting of, 16:3 
reporting procedures, 16:28-32 
Schedule D of Form 1040, 16:28, 16:29-30, 
17:24, 17:29-30 
tax treatment of corporate taxpayers, 
20:6-7, 16:32 
tax treatment of noncorporate taxpayers, 
20:6—7, 16:20-32 
treatment in the U.S. and other countries, 
16:33 
See also Long-term capital gain; Net Capital 
gain; Net long-term capital gain; Net 
short-term capital gain 
Capital loss deduction, 16:22 
Capital losses, 16:3 
carryovers, 16:23—24, 16:27-28 
excess, deductions for AGI, 3:6 
from property transactions, 3:34-36 
netting process, 16:21—24, 16:28 
rationale for separate reporting of, 16:3 
reporting procedures, 16:28-32 
Schedule D of Form 1040, 16:28, 16:29-30, 
17:24, 17:29-30 
summary of income tax consequences, 
20:18 
tax treatment of corporate taxpayers, 
20:6—7, 16:32 
tax treatment of noncorporate taxpayers, 
20:6-7, 16:20-32 
treatment of, 16:26—28 
worthless securities as, 7:6 
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Capital losses (contd.) 

See also Long-term capital loss; Net capital 
loss; Net long-term capital loss; Net 
short-term capital loss; Short-term 
capital loss 

Capital recoveries, 14:5—7 

Capital, recovery of, 4:3—4, 4:20 
Caribbean Basin Initiative of 2000, 5:15 
Carryback and carryover periods 

election to forgo carryback, 7:21 

net operating losses (NOLs), 7:20-21 

sequence of use of NOLs, G2 

Carrybacks, limited relief under the stimulus 
bill for, 7:22 

Carryover provision of some nonrefundable 
credits, 13:5-6 

Carryovers, capital loss, 16:23—24 

Cash balance plans, 19:7 

See also Qualified plans 

Cash method, 18:11, 18:37 

timing of expense recognition, 6:9-10 

See also Cash receipts and disbursements 
method 

Cash or deferred arrangement plans, 19:4 
Cash receipts and disbursements method, 4:8 

cash basis, 18:11-14 

restrictions on use of, 18:12-13 

special rules for small farmers, 18:13-14 

See also Cash method 

Cash receipts method, 4:9 
exceptions applicable to, 4:11-14 
tax planning for, 4:37 

Casualty gains, 7:14 

Casualty loss, 7:8, 7:14 

AMT allowable deductions for, 12:17 

as capital recovery, 14:6 

disaster area losses, 7:10 

documentation of, tax planning for, 7:26 

events that are not casualties, 7:8-9 

Form 4684, 15:16, 17:23-26 

measuring the amount of loss, 7:10-13 

personal casualty gains and losses, 
7:13-15 

reduction for $100 ($500) and 
10 percent-of-AGI floors, 7:11 

Section 123] assets, 17:6-8 

statutory framework for deducting losses of 
individuals, 7:13 

summary of income tax consequences, 
20:18 

tax planning for, 7:27 

when to deduct, 7:9-10 

See also Theft losses 

Casualty netting, 17:8 

Catchup contribution, 10:11 

CCH’s Tax Research Consultant, 2:23 

CD-ROM services, 2:23—24 

Change in form, not in substance, 15:3 

Charitable contribution deduction 

capital gain property, 10:25-26 

contribution carryovers, 10:27 

fifty percent ceiling, 10:26 

limitations on, 10:23-27 

ordinary income property, 10:23-25 

thirty percent ceiling, 10:26-27 

twenty percent ceiling, 10:27 

Charitable contributions, 10:19-27 
AMT allowable deductions for, 12:17 
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benefit received rule, 10:20-21 
corporate and individual treatment 
compared, 20:8-9 
criteria for a gift, 10:20-21 
defined, 10:20 
documentation and substantiation 
requirements for, 10:24 
Form 8283, Noncash Charitable 
Contributions, 10:22 
nondeductible items, 10:21 
of services, 10:21 
qualified organizations, 10:21—22 
recapture potential of, 17:20 
record-keeping and valuation 
requirements, 10:22-23 
Section 162 exclusion, 6:6 
summary of income tax consequences, 
20:18 
tax planning for, 10:34-36 
time of deduction, 10:22 
valuation requirement for, 10:23 
Charity, act of affection or, 5:6 
Check-the-box regulations, 20:3 
Chicago Board of Trade, 16:4 
Child 
care resource and referral services, 13:15 
credit for employer-provided care, 13:15 
personal services of, 4:15 
support, 4:24-25 
See also Kiddie tax 
Child and dependent care expenses 
calculation of, 13:22—23 
dependent care assistance program, 
13:23-24 
earned income ceiling, 13:22 
eligibility for, 13:22 
eligible employment-related expenses, 
13:22 
employee fringe benefits, 5:19 
reporting requirements, 13:24 
special rule for medical expenses of 
noncustodial parent, 10:6 
tax credit for, 13:3, 13:21-24 
tax planning for, 13:45—46 
Child tax credit, 3:21, 13:21, 13:32 
maximum credit and phaseouts, 13:21 
Children of divorced or separated parents, 
support test for, 3:18 
Chronically ill, accelerated death benefits 
and, 5:8 
Circuit Court of Appeals, 2:14-17 
See also Courts 
Circular E, Employer’s Tax Guide 
(Publication 15), 13:30 
Circulation expenditures, 12:5 
individual AMT adjustments, 12:10 
Citations, general judicial, 2:17 
Citator, 2:32 
Citizenship test, dependency exemptions 
3:19 
Civil fraud penalty, 1:23 
Claim for refund, 1:22 
Claim of right doctrine, 4:10, 18:10 
deduction for repayment of amounts 
under, 10:29 
restoration of amounts received under, 
18:10 
Claims Court Reporter, 2:19 


Clear business purpose test, 9:21 
Client letter, 2:36 
Closely held corporation, 11:11-12 
Clothing, deductibility of special, 9:24-25 
Club dues, deductibility restrictions for, 
9:21-22 
Code of Professional Conduct, 1:23 
Collectibles, 3:35, 16:24 
Commerce Clearing House (CCH), 2:18 
Commissioner of Internal Revenue, 1:19 
Common law employees, 9:3 
Common law property system, 1:31, 4:19-21 
Common law states 
married individuals, 3:26 
survivor’s share of property, 14:17 
Community property states 
income in, 4:19-21 
innocent spouse, 4:21 
married individuals, 3:26 
spouses living apart, 4:20—21 
Community property system, 1:31, 4:19-21 
foreign earned income exclusion 5:27 
ramifications, tax planning for 
dependency exemptions, 3:37 
survivor’s share of, 14:17 
tax planning for, 4:39 
Commuter highway vehicle, 5:24 
Commuting expenses, 9:5—6 
See also Travel expenses 
Compensation, 19:2—4 
deferred, 19:3 
excessive executive, 6:15-16, 6:31 
performance and, 19:5 
plans, nonqualified deferred, 19:4 
tax planning for unreasonable, 6:31 
Compensation for injuries and sickness, 
5:11-14 
accident and health insurance benefits, 
5:14 
damages, 5:11—13 
workers’ compensation, 5:13 
Compensation-related loans, 4:26, 4:28 
Compensatory damages, 5:12 
Completed contract method, 4:9, 18:27, 
18:28-29 
individual AMT adjustments for, 12:13 
tax planning for, 18:38 
Comps, Section 274 and, 9:21 
Conduit concept, 20:4 
Conformity of financial reports, LIFO 
election, 18:37 
Congress, intent of, 2:4 
Constructive dividends, 20:22-23 
Constructive ownership, 6:28 
rules, 18:25 
Constructive receipt, 4:11-12, 18:11 
doctrine, 4:37 
Consumer interest, 10:15 
Consumption tax, 1:6 
Contingent payments, 16:14 
Contract costs, 18:28 
Contract price, 18:21 
Contracts, current expense items for, 18:28 
Control, 20:17 
Controlled corporations, transfers to, 
20:17-20 
basis considerations and computation of 
gain, 20:19-20 


Convenience of the employer test for office 
in the home, 9:23 
Convention rules, foreign, 9:11 
Conventions, travel expenses restrictions on, 
9:9-10 
Conversion chart for 2009, 13:39 
Copyrights, 8:23 
and creative works, as definition of capital 
asset, 16:4, 16:5-6 
Corporate Distributions and Adjustments, 
Subchapter C, 2:6 
Corporate income tax, 1:6 
Corporate stock, as capital asset or inventory, 
16:6 
Corporate taxpayers, tax treatment of capital 
gains and losses, 16:32 
Corporation, 20:2—4 
alternative minimum tax, 20:14 
capital contributions, 20:16—17 
compliance with state law, 20:2-3 
deduction of organizational expenditures, 
20:12-13 
deductions available only to, 20:11-13 
determination of tax liability, 20:13-14 
distributions as capital recovery, 14:6 
dividend distributions, 20:20-23 
dividends received deduction, 20:11-12 
entity classification after 1996, 20:3—4 
entity classification prior to 1997, 20:3 
filing requirements, 20:14 
formation of, 20:16—20 
income tax rates, 20:13—14 
liquidating. See Liquidations 
operations of, 20:20-24 
reconciliation of corporate taxable income 
and accounting income, 20:15-16 
regular ys. S status, tax planning for, 20:38 
retirement of obligations (special rule), 
16:9-10 
special recapture for, 17:22 
stock redemptions, 20:23—24 
tax consequences compared to individual 
taxpayers, 20:4-5 
taxing the income of foreign, 20:13 
transferring assets to foreign corporations, 
20:21 
See also C corporations; Personal service 
corporations; S corporations 
Corporation-shareholder loans, 4:26, 4:28 
Correspondence audit, 1:20 
Cosmetic surgery, deductible medical 
expenses, 10:3 
Cost basis 
allocation problems, 14:10 
determination of, 14:9-12 
identification problems, 14:9 
Cost depletion, 8:25—26 
Cost identification and documentation 
considerations, tax planning for, 14:25 
Cost of repairs, 7:11 
Cost recovery, 8:3 
allowances, as capital recovery, 14:5 
and depreciation: relevant time periods, 
8:4 
periods for farming assets, 8:11 
recapture, 8:19 
reporting procedures, 8:28 
tables, 8:33-37 


See also Accelerated cost recovery system 
(ACRS); Modified accelerated cost 
recovery system (MACRS) 
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U.S. Court of Appeals, 2:14 

U.S. Court of Federal Claims, 2:11, 
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contributions, 13:27-28, 13:32 
Credit for child and dependent care 
expenses, 13:21—24, 13:32 
Form 2441, 13:24 
Credit for employer-provided child care, 
13:15, 13:33 
Credit for small employer pension plan 
startup costs, 13:14, 13:33 
Credits 
carryovers of passive, 11:10 
nonrefundable personal, 12:9 
passive, 11:9 
See also Tax credits 
Criminal fraud penalty, 1:23 
Crop insurance proceeds, 18:10 
Crop method, 18:13 
Cumulative Bulletin (C.B.), 2:9, 2:10, 2:17, 2:18 
Cumulative effect of Federal gift tax, 1:13 
Current earnings and profits (E & P), 20:20, 
20:21-22 
dividends from, 5:30 
Current participation tests, 11:15-16 
Current Tax Payment Act, 1:4 
Customs duties, 1:3 
federal, 1:17 
Cutback adjustment, 10:29 
for entertainment expenses, 9:19-20 
individual AMT adjustments, 12:17 
Cutback rule for entertainment expenses, 
9:19-20 
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Daily Tax Reports, 2:10 
Damages, 5:11-13 
compensatory, 5:12 
personal injury, 5:12-13 
punitive, 5:12 
taxation of, 5:13 
Data warehousing reduces global taxes, 2:27 
De minimis exception, lobbying expenditures, 
6:15 
De minimis floor, defined benefit plans, 19:14 
De minimis fringe, 5:22, 5:24, 5:25, 5:27 
benefit rule, cutback adjustment, 9:20 


Index 1-5 


De minimis rule, percentage of completion 
method of accounting, 18:30 
Dealers in securities, 16:7 
Death 
disposition of passive activity at, 11:24 
recapture potential of, 17:20 
Death benefits, 5:6 
accelerated, 5:8 
Death tax, 1:11-12 
Deathbed gifts, 14:17 
Debt, income from discharge of, 5:34-35 
Decedent, unrecovered investment in an 
annuity contract, 10:29 
Deduction for qualified tuition and related 
expenses, 9:17 
Deductions 
above-the-line, 3:5 
additional standard (age 65 or older or 
blind), 3:9-10, 3:22, 3:23 : 
all events and economic performance tests 
for, 18:15-17 
business and nonbusiness losses, 6:8 
classification of, 6:3-8 
disallowance possibilities, 6:11-30 
itemized, 3:6—7, 6:5, 9:30-31, 10:32 
limitations on charitable contribution, 
10:23-27 
nonbusiness, 7:22 
reporting procedures, 6:8 
standard, 3:8, 3:9-12, 3:22, 3:23 
timing of expense recognition, 6:8-11 
trade or business expenses and production 
of income expenses, 6:6-8 
Deductions for adjusted gross income (AGI), 
3:5-6, 6:3, 6:4-5, 7:3 
alimony payments, 3:6 
casualty and theft losses of trade or 
business, 7:13 
contributions to Health Savings Accounts, 
3:6 
contributions to IRAs, 3:5, 9:26 
excess capital losses, 3:6 
expenses incurred in trade or business, 3:5 
expenses of self-employed persons, 9:3 
fees for college tuition and related 
expenses, 3:5 
home office expenses, 9:23 
interest on qualified education loans, 3:6, 
10:15 
Keogh (H.R. 10) plans, 9:26 
legal fees, 6:14 
medical insurance premiums of the 
self-employed, 10:8 
NOL, 7:24 
one-half of selfemployment tax, 3:5 
ordinary losses, 17:3 
penalty for early withdrawal from savings, 
3:6 
qualified moving expenses, 9:14 
qualified tuition and related expenses, 9:17 
reimbursed employee expenses under an 
accountable plan, 9:27, 9:29 
reporting procedures, 6:8 
Section 1231 asset casualty losses, 17:8 
Section 1231 asset losses, 17:8 
Section 1231 casualty losses, 17:6 
self-employment tax, 13:43 
unreimbursed moving expenses, 3:5 
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Deductions from adjusted gross income, 
6:3, 7:3 
casualty losses, 17:8 
employee expenses, 9:3 
hobby losses, 6:19-21 
itemized deductions, 10:3 
legal expenses, 6:14 
nonpersonal use capital asset casualty 
losses, 17:6 
reimbursed employee expenses under a 
nonaccountable plan, 9:27, 9:29 
reporting procedures, 6:8 
unreimbursed employee expenses, 9:27, 
9:29 
unreimbursed employment-related 
transportation expenses, 9:5 
Deemed payments, 18:22 
Deemed substantiation, accountable plan for 
reimbursement of employee expenses, 
9:28 
Deemed to be long term, holding period of 
property acquired from a decedent, 
14:18 
Defendant, 2:17 
Defense of Marriage Act (P.L. 104-199), 3:13 
Deferral and amortization method, research 
and experimental expenditures, 7:16-17 
Deferred compensation, 19:3, 19:40 
Individual Retirement Accounts (IRAs), 
19:20-29 
nonqualified deferred compensation 
plans, 19:29-33 
qualified pension, profit sharing, and stock 
bonus plans, 19:4-19 
restricted property plans, 19:33-36 
retirement plans for self-employed 
individuals, 19:19—20 
stock options, 19:36—39 
Deferred taxes, interest on, 18:26 
Deficiency, payment of, 2:13 
Defined benefit Keogh plan, 19:20 
Defined benefit plan, 19:4, 19:14-15 
compared to defined contribution plan, 
19:6 
Defined benefit/Section 401(k) plan 
(DF/K plan), 19:17 
Defined contribution Keogh plan, 19:20 
Defined contribution pension plan, 19:4, 
19:13 
compared to defined benefit plan, 19:6 
Department of the Treasury, 1:19 
Dependency exemptions, 3:8, 3:13—21 
child tax credit, 3:21 
comparison of categories for, 3:19-20 
other rules for, 3:18-19 
phaseout of, 3:20-21 
qualifying child, 3:13-14 
qualifying relative, 3:15-18 
release by custodial parent (Form 8332), 
3:18 
tax planning for, 3:36-38 
tests for, 3:19 
Dependent care assistance program, 
13:23-24 
Dependent care expenses, tax credit for 
child and, 13:3 
Dependents 
child care expenses, 13:21—24, 13:45-46 
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filing requirements for, 3:23 
medical expenses for, 6:26, 10:6 
special limitations on standard deduction 
for, 3:11-12 
Depletion, 8:24-28 
intangible drilling and development costs 
(IDC), 8:25 
of natural resources, 8:3 
tax planning for, 8:32-33 
Depletion methods, 8:25-28 
cost depletion, 8:25-26 
effect of intangible drilling costs on 
depletion, 8:27-28 
percentage depletion, 8:26-27 
Depreciation, 8:3 
additional, 17:14, 17:15 
additional first-year, 8:8-9 
and cost recovery: relevant time periods, 
8:4 
as capital recovery, 14:5 
concepts relating to, 8:3-5 
cost recovery allowed or allowable, 8:4 
cost recovery basis for personal use assets 
converted to business or income- 
producing use, 8:5 
Form 4562, 8:28, 8:29 
gift basis for 14:15 
individual AMT preferences, 12:22—23 
nature of property, 8:3—4 
new accelerated depreciation rules for 
Israel, 8:5 
of tangible assets, 8:3 
placed in service requirement, 8:4 
rules, 8:3 
write-offs, 1:26 
Depreciation of post-1986 personal 
property, individual AMT adjustments, 
12:11-12 
Depreciation of post-1986 real property, 
individual AMT adjustments, 12:10-11 
Depreciation recapture 
and Section 1231 netting procedure, 
17:23 
corporate and individual treatment 
compared, 20:7-8 
for Section 1250 property, summary of 
income tax consequences, 20:18 
in other countries, 17:24 
Designated Roth contributions, 19:18-19 
Determination letters, 2:10 
Digital Daily, 2:25 
Directly related to business test for 
entertainment expenses, 9:20 
Disabled access credit, 13:4, 13:13-14, 13:33 
Disabled, tax credit for, 13:3, 13:18-19 
base and threshold amounts for tax credit 
for elderly and, 13:18 
Disallowance possibilities 
deductions for capital expenditures, 
6:26-27 
excessive executive compensation, 6:15-16 
expenditures incurred for taxpayer’s 
benefit or taxpayer’s obligation, 6:25-26 
expenses and interest relating to tax- 
exempt income, 6:29-30 
hobby losses, 6:18-21 
investigation of a business, 6:16-18 
personal expenditures, 6:26 


political contributions and lobbying 
activities, 6:14-15 
public policy limitation, 6:12-14 
related parties transactions, 6:27-29 
rental of vacation homes, 6:21-25 
substantiation requirements, 6:29 
Disallowed losses, 14:18—20 
holding period of certain transactions, 
16:17 
related taxpayers, 14:18-19 
tax planning for, 14:26-27 
wash sales, 14:19-20 
Disaster area losses, 7:10 
Discharge of indebtedness, income from, 
5:34-35 
Discriminant Information Function (DIF) 
score, 1:19, 13:1 
Discrimination awards, 5:12 
Disinterested generosity test, 10:20 
Distribution requirements from qualified 
plans, 19:10-12 
District courts, 2:12—14, 2:14-17 
jurisdiction of, 2:13 
See also Courts 
Dividend distributions 
concept of earnings and profits, 20:21—22 
constructive dividends, 20:22-23 
corporate, 20:20—23 
property dividends, 20:22 
Dividend taxation, beneficiaries and victims 
of changes in, 5:31 
Dividends, 5:30-31 
constructive, 20:22—23 
income from, 4:16—-18 
property, 20:22 
recapture potential of property, 17:22 
stock dividends, 5:31 
Dividends received 
deduction, 20:11-12 
summary of income tax consequences, 
20:18 
Divorce 
agreements and decrees, tax treatment of 
payments and transfers pursuant to Post- 
1984, 4:23 
deduction of legal fees incurred in 
connection with, 6:26 
tax issues, 4:21-25 
Divorced parents with children, special rule 
for medical expenses of noncustodial 
parent, 10:6 
Documentation and cost identification 
considerations, tax planning for, 14:25 
Dollar-value LIFO, 18:34—35 
Domestic production activities deduction 
(DPAD), 7:17-19 
calculation of, 7:17-18 
corporate and individual treatment 
compared, 20:9-10 
created tax planning opportunities, 18:4 
eligible taxpayers, 7:19 
Form 8903, 20:33 
operational rules, 7:17-19 
summary of income tax consequences, 
20:18 
Domestic production gross receipts (DPGR), 
7:18 
Domestic travel. See Travel expenses 
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Double taxation, 1:6 
Drug dealers, deduction of expenses, 6:14 
Dual basis property, 14:13 
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Earned income credit, 13:3, 13:15-17, 13:32 
advance payment, 13:17 
eligibility requirements, 13:16-17 
phaseout percentages and, 13:16 
qualifying child, 13:16 
table, 13:16 
workers without children, 13:16 
Earnings and profits (E & P), 20:21 
accumulated and current, 5:30 
Easements as capital recovery, 14:7 
Economic concept of income, 4:4 
Economic considerations 
control of the economy, 1:26 
encouragement of certain activities, 1:26 
encouragement of certain industries, 
1:26-27 
encouragement of small business, 1:27 
tax law, 1:34 
Economic income, 4:4 
Economic loss, 7:21 
Economic performance test, 6:10, 18:15 
for deductions, 18:15-17 
recurring item exception, 18:15 
Economic Stimulus Act of 2008, 2:3, 8:8, 
13:29 
Education expenses, 9:15-19 
classification of specific items, 9:16-17 
general requirements, 9:15 
limited deduction approach, 9:17-18 
maintaining or improving existing skills, 
9:15-16 
other provisions dealing with education, 
9:18-19 
requirements imposed by law or by the 
employer for retention of employment, 
9:15 
tax planning for, 9:33 
Education tax credit, 13:24-25, 13:32 
eligible individuals, 13:24 
income limitations and refundability, 
13:24-25 
maximum credit, 13:24 
restrictions on double tax benefit, 13:25 
Education, travel expenses restrictions on, 
9:10 
Educational assistance plans, 5:20 
Educational savings bonds, 5:31—32 
Educator expenses, deductibility of, 9:25-26 
Effective rate (tax planning), 3:38 
E-file, 3:24 
Elderly or disabled credit, 13:3, 13:18-19, 
13:32 
base and threshold amounts for, 13:18 
Election to expense assets. See Expensing of 
assets 
Electronic return originator (ERO), 3:24 
Electronic services, 2:23—26 
CD-ROM services, 2:23-24 
Internet, 2:25-26 
online systems, 2:24 
Eligible access expenditures, 13:14 


Eligible small business, 13:14 
Emergency Economic Stabilization Act of 
2008, 6:16, 8:12, 8:13, 14:10 
Employee achievement awards, 4:33 
Employee benefits, tax planning for, 5:36 
Employee compensation exclusions, 6:16 
Employee death benefits, 5:6—7 
Employee expenses 
accountable plans, 9:27-28 
Business Expenses, Form 2106, 9:29 
classification of, 9:2’7—30 
contributions to retirement accounts, 
9:26-27 
education expenses, 9:15-19 
educator expenses, 9:25-26 
entertainment expenses, 9:19-22 
in general, 9:4-5 
limitation on itemized deductions, 9:30-31 
miscellaneous, 9:24—26 
moving expenses, 9:12—14 
nonaccountable plans, 9:28 
office in the home, 9:22—24 
other, 9:22-26 
reporting procedures, 9:29 
seeking employment, 9:25 
special clothing, 9:24-25 
transportation expenses, 9:5—8 
travel expenses, 9:8—12 
Employee fringe benefits, 5:19-26 
cafeteria plans, 5:20-21 
de minimis fringes, 5:22, 5:24 
flexible spending plans, 5:21 
general classes of excluded benefits, 
5:21-25 
no-additional-cost service, 5:21, 5:22 
nondiscrimination provisions, 5:25 
qualified employee discounts, 5:21, 
5:22-23 
qualified moving expense 
reimbursements, 5:22, 5:25 
qualified retirement planning services, 
5:22, 5:25 
qualified transportation fringes, 5:22, 
5:24-25 
specific benefits, 5:19-20 
taxable fringe benefits, 5:25-26 
working condition fringes, 5:22, 5:23-24 
See alse Accident and health insurance 
benefits 
Employee IRAs, 9:26 
Employee or independent contractor status, 
Form SS-8, 9:4 
Employee Plans Compliance Resolution 
System (EPCRS), 19:7 
Employee stock ownership plans (ESOPs), 
19:7 
Employee stock purchase plans, 19:4 
Employees 
common law, 9:3 
gifts to, 5:6 
highly compensated, 19:9 
of educational institutions, housing 
exclusions, 5:19 
personal services of, 4:15 
statutory, 9:4 
ys. self-employed, 9:3—4 
Withholding Allowance Certificate, 
Form W-4, 13:36 
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Employers 
accident and health plans sponsored by, 
5:14-17 
Annual Federal Unemployment (FUTA) 
Tax Return, Form 940 or 940 EZ, 
13:39-40 
Quarterly Federal Tax Return, Form 941, 
13:39-40 
Employer-employee relationship, 9:3 
Employment taxes, 1:16-17, 13:30 
amount of FICA taxes, 13:34—35 
amount of income tax withholding, 
13:36-39 
backup withholding, 13:40-41 
coverage requirements, 13:30 
reporting and payment procedures, 
13:39-40 
Employment-related expenses, child and 
dependent care expenses, 13:22 
En banc, 2:32 
Energy credits, 13:27 
Energy research credit, 13:13 
Energy Tax Incentives Act of 2005, 2:3, 13:5 
Entertainment expenses, 9:19-22 
classification of, 9:20 
cutback adjustment, 9:19-20 
restrictions upon deductibility, 9:20-22 
tax planning for, 9:34 
Entertainment expenses restrictions 
business gifts, 9:22 
business meals, 9:20—21 
club dues, 9:21—22 
ticket purchases for entertainment, 9:22 
Entity classification 
after 1996, 20:3-4 
Election, Form 8823, 20:4 
prior to 1997, 20:3 
Equity considerations 
alleviating the effect of multiple taxation, 
1:28-29 
coping with inflation, 1:30 
mitigating effect of the annual accounting 
period concept, 1:29-30 
tax law, 1:34 
wherewithal to pay concept, 1:29 
Estate tax, 1:11 
Estates 
beneficiaries of, 4:19 
income from, 4:18-19 
Estimated tax, 13:41 
Individuals, Form 1040-ES, 3:30 
Ethical guidelines, American Institute of 
CPAs, 1:23-24 
Excess contributions to IRAs, penalty taxes 
for, 19:26 
Excess cost recovery, 8:19 
Excess severance pay, 19:31—32 
Excessive executive compensation, 6:15—-16, 
6:31 
Exchange period, like kind exchanges, 15:6 
Excise taxes, 1:3, 1:8 
federal, 1:8—9 
state and local, 1:9 
Exclusions from income, 3:4 
Executive pay proposal, Germany’s, 6:15 
Exemption amount 
corporate AMT, 12:31 
individual AMT, 12:8 
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Exemptions 
dependency, 3:8, 3:13-21 
marital status, 3:13 
personal, 3:8, 3:12-13 
Expatriate employees, qualified plan, 19:12 
Expenditures 
incurred for taxpayer’s benefit or 
taxpayer’s obligation, disallowance 
possibilities, 6:25-26 
nondeductible, 3:7-8 
Expenses 
and interest relating to tax-exempt 
income, judicial interpretations, 6:30 
Business Use of Your Home, Form 8829, 
9:24, 9:25 
classification of, 6:32, 10:3 
classification of deductible, 6:3-8 
in the production of income, 6:6-8 
nonbusiness, 3:7 
Expensing of assets, 8:14-15 
annual limitations, 8:14 
conversion to personal use, 8:15 
effect on basis, 8:15 
Extraordinary personal services, 11:19 
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Facts and circumstances test, 11:17 
Failure to file and failure to pay penalties, 
1:22-23 
Fair market value, 14:4 
Fair tax, 1:19 
Family tax planning, 13:46 
Farm price method, 18:37 
Farm property under MACRS, 8:12 
Farmer’s exemption, determining inventory 
cost, 18:33 
Farmers, special rules for small, 18:13-14 
Farming and ranching, special inventory 
methods relating to, 18:37 
Farming assets, cost recovery periods 
for, 8:11 
Federal budget receipts—2009, 1:4 
Federal Claims Reporter (Fed.Cl.), 2:19 
Federal Courts of Appeals, 2:15 
See also Courts 
Federal customs duties, 1:17 
Federal District Court, 2:11 
See also Courts 
Federal Emergency Management Agency 
(FEMA), 5:5 
Federal estate tax, 1:11-12 
on income in respect of a decedent, 10:29 
Federal excise taxes, 1:8—9 
Federal gift taxes, 1:12-13 
Federal income taxes, 1:14 
Federal Income, Gift and Estate Taxation, 2:23 
Federal Insurance Contribution Act. See FICA 
Federal judicial system, 2:12 
trial courts, 2:14 
Federal Register, 2:8 
Federal Second Series (F.2d), 2:19 
Federal Supplement Second Series (F.Supp.2d), 2:19 
Federal Supplement Series (F.Supp.), 2:19 
Federal Tax Articles, 2:20 
Federal Tax Coordinator 2d, 2:22—23 
Federal tax law, understanding, 1:24-33 
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Federal Third Series (F.3d), 2:19 
Federal Unemployment Tax Act. See FUTA 
Fees 
for college tuition and related expenses, 
deductions for AGI, 3:5 
occupational, 1:18 
FICA, 1:16 
rates and base, 13:34 
tax, 1:16—-17, 13:30 
Field audit, 1:21 
Field Service Advice (FSAs), 2:11 
FIFO (first in, first out) method, 18:34 
applied to carrybacks, carryovers, and 
utilization of tax credits, 13:7 
Fifty percent exclusion for certain small 
business stock, individual AMT 
preferences, 12:23 
Fifty percent nondeductible excise tax, 19:11 
Fifty percent organizations, 10:26 
Filing considerations, 3:21—28 
e-file approach 3:24 
filing requirements, 3:22—25 
filing status, 3:25-28 
mode of payment, 3:25 
requirements for dependents, 3:23 
selecting the proper form, 3:23 
when and where to file, 3:24—25 
Filing levels, 3:22 
Filing status 
abandoned spouse rules, 3:28 
head of household, 3:27—28 
married individuals, 3:26—27 
single taxpayers, 3:26 
Finalized Regulations, 2:7 
Financial Accounting Standards Board 
(FASB), 19:43 
Fines and penalties 
paid to a government for violation of law, 
6:12 
Section 162 exclusion, 6:6 
First-time buyers, 13:26 
First-time homebuyer credit, 13:26-27, 13:33 
eligible individuals, 13:26 
principal residence, 13:26 
recapture of credit, 13:26-27 
Fiscal year, 4:8, 18:3 
personal service corporations, 18:6 
Fixed, determinable, annual, or periodic 
(FDAP) income, 20:13 
Fixture, 1:7 
Flat tax, 1:18 
Flexible benefit plans, tax planning for, 19:43 
Flexible spending plans, 5:21 
Food, Conservation, and Energy Act of 2008, 
2:3 
Foreign convention rules, travel expenses, 9:11 
Foreign corporations, taxing the income of, 
20:13 
Foreign Corrupt Practices Act of 1977, 6:6, 
6:12 
Foreign earned income, 5:26-28 
exclusion, 5:26 
Foreign income taxes, tax credit neutralizes, 
4:13 
Foreign property yields recognized recapture 
gain, exchange for, 17:20 
Foreign tax credit (FTC), 13:4, 13:19-20, 
13:32, 13:45 


carryover provision, 13:5 
computation of, 13:19-20 
overall limitations formula, 13:19 
sourcing of income in cyberspace, 13:20 
Foreign taxes, deductibility of, 10:14 
Foreign travel. See Travel expenses 
Foreign withholding tax, 13:41 
Form 940 or 940 EZ, Employer’s Annual 
Federal Unemployment (FUTA) Tax 
Return, 13:39-40 
Form 941, Employer’s Quarterly Federal Tax 
Return, 13:39-40 
Form 970, Application to Use LIFO Inventory 
Method, 18:36 
Form 1040, 1:3, 6:9 
Schedule A, Itemized Deductions, 9:3, 
9:29, 10:19, 10:30 
Schedule C, Profit or Loss from Business, 
8:28, 8:30, 9:3, 10:19 
Schedule D, Capital Gains and Losses, 
16:28, 16:29-30, 17:24, 17:29-30 
Schedule E, interest expenses related to y 
rents or royalties, 10:19 
Form 1040-ES, Estimated Tax for Individuals, 
3:30 
Form 1065, partnership, 4:18 
Form 1090 MISC (Miscellaneous Income), 
9:32 
Form 1099, backup withholding, 13:40 
Form 1120 or Form 1120-A, corporate 
return, 20:14 
Form 1120S, S corporation return, 20:14 
Form 1128, Application for Change in 
Accounting Period, 18:7 
Form 2106, Employee Business Expenses, 
9:3, 9:29 
Form 2106-EZ, Unreimbursed Employee 
Business Expenses, 9:29 
Form 2120, Multiple Support Declaration, 
3:18 
Form 2441, Credit for Child and Dependent 
Care Expenses, 13:24 
Form 2553, S election, 20:26 
Form 3115, Application for Change in 
Accounting Method, 18:17 
Form 3903, qualified moving expenses, 9:14 
Form 4562, Depreciation and Amortization, 
8:28, 8:29 
Form 4684, Casualties and Thefts, 7:26, 
15:16, 17:23-26 
Form 4797, Sales of Business Property, 15:16, 
17:23-26, 17:27-28 
Form 4868, Application for Automatic 
Extension of Time to File U.S. Individual 
Income Tax Return, 3:24 
Form 6251, Alternative Minimum 
Tax—Individuals, 12:4, 12:27 
Form 8283, Noncash Charitable 
Contributions, 6:29, 10:22 
Form 8332, Release/Revocation of Release of 
Claim to Exemption for Child by 
Custodial Parent, 3:18 
Form 8453, U.S. Individual Income Tax 
Transmittal for an IRS e-file 
Return, 3:24 
Form 8615, 3:32 
Form 8814, Parents’ Election to Report 
Child’s Interest and Dividends, 3:33 


Form 8823, Entity Classification Election, 20:4 
Form 8824, Like-Kind Exchanges, 15:5, 15:11 
Form 8829, Expenses for Business Use of 
Your Home, 9:24, 9:25 
Form 8903, Domestic Production Activities 
Deduction, 7:19, 20:33 
Form 8917, Tuition and Fees Deduction, 9:18 
Form 8919, Uncollected Social Security and 
Medicare Tax on Wages, 9:31 
Form SS-4, Application for Employer 
Identification Number, 13:39-40 
Form SS-8, Determination of Worker Status 
for Purposes of Federal Employment 
Taxes and Income Tax Withholding, 
9:4, 9:31 
Form W-2, Wage and Tax Statement, 3:30, 
9:29, 13:39-40 
Form W-3, Transmittal of Wage and Tax 
Statements, 13:39—40 
Form W-4, Employee’s Withholding 
Allowance Certificate, 13:36 
Form W-5, certificate of eligibility for advance 
payments of the earned income credit, 
13:17 
Forms of doing business. See Business entities 
Foundations, private operating and private 
nonoperating 10:25 
401(k) plans, 19:4 
Franchise tax, 1:3, 1:18 
Franchises, 8:23, 16:13—14, 16:15 
contingent payments, 16:14 
noncontingent payments, 16:13-14 
significant power, right, or continuing 
interest, 16:13 
sports franchises, 16:14 
Fraud, 1:23 
Fraudulent returns, 1:22 
Fringe benefits. See Employee fringe benefits 
Fruit and tree metaphor, 4:15 
Full recapture, 17:12 
Functional use test, replacement property, 
15:13 
Funded NQDC plan, 19:30 
FUTA, 1:16 
tax, 1:17, 13:30 


G 


GAAP. See Generally accepted accounting 
principles 
Gain 
determination of, 14:3-9 
from sale of depreciable property between 
certain related parties, 17:22 
in involuntary conversion of personal 
residence, 15:16 
individual AMT adjustments, 12:14-15 
nonrecognition of, 14:7-8, 15:15-16 
rationale for separate reporting of capital 
loss and, 16:3 
realized, 14:3—7, 14:13 
recognized, 14:7, 20:31 
recovery of capital doctrine, 14:8-9 
Section 1231, 17:4 
transfers to controlled corporations basis 
considerations and computation of, 


20:19-20 


Gain basis, 14:13 
for converted property, 14:20 
rules, holding period for property 
acquired by gift, 14:14 
Gains from property transactions 
capital gains, 3:34-35, 3:35-36 
in general, 3:33-34 
Gambling losses 
AMT allowable deductions for, 12:17 
miscellaneous deductions, 10:29 
General business asset class, 15:5 
General business credit, 13:6—7, 13:33 
treatment of unused, 13:7 
General Counsel Memoranda (GCMs), 2:11 
General partner, material participation, 11:18 
General sales taxes, 1:9-11 
Generally accepted accounting principles 
(GAAP), 18:31 
Gift, 5:5-7 
criteria for, 10:20-21 
deathbed, 14:17 
disposition of passive activity by, 11:25 
recapture potential of, 17:20 
Section 162 exclusion, 6:6 
tax planning for selection of property, 14:25 
to employees, 5:6 
Gift basis, 14:12-15 
adjustment for gift tax, 14:14 
basis for depreciation, 14:15 
gifts made before 1977, 14:14 
holding period, 14:14-15 
rules if no gift tax is paid, 14:13-14 
Gift loans, 4:26, 4:27-28 
Gift or loan, related parties, 7:6 
Gift splitting, 1:13 
Gift tax, 1:12-13 
federal, 1:12-13 
Global remuneration approach, 19:16 
Global system approach to taxation, 3:6, 3:26 
Going-concern value, 8:22—23 
Golden parachute payments, 19:31—-32 
Golsen rule, 2:15 
Goods, deferral of advance payments, 4:14 
Goodwill, 6:33, 8:22, 9:20, 9:34, 14:10 
Government Accountability Office (GAO), 
2:36, 13:40, 20:16 
Green environmental projects, Builders of 
Hope, 10:20 
Gross estate, 1:11 
Gross income, 3:4—5, 4:3—7 
comparison of the accounting and tax 
concepts of, 4:6—7 
economic and accounting concepts, 4:4-6 
form of receipt, 4:7 
items, partial list of, 3:5 
items specifically excluded from, 5:3-4, 
5:7-9 
items specifically included in, 4:21—35 
leased automobile inclusion amount, 8:19 
recovery of capital doctrine, 4:3—4 
year of inclusion, 4:8-15 
See also Income 
Gross income exclusions 
compensation for injuries and sickness, 
5:11-14 
dividends, 5:30-31 
educational savings bonds, 5:31—32 
employee death benefits, 5:6-7 
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employer-sponsored accident and health 
plans, 5:14-17 
foreign earned income, 5:26-28 
gifts and inheritances, 5:5—7 
gifts to employees, 5:6 
income from discharge of indebtedness, 
5:34-35 
interest on certain state and local 
government obligations, 5:28-30 
meals and lodging, 5:17-19 
other employee fringe benefits, 5:19-26 
qualified tuition programs, 5:32-33 
scholarships, 5:9-11 
Section 529 plans, 5:32-33 
statutory authority, 5:5 
tax benefit rule, 5:33 
Gross income test, qualifying relative, 3:16 
Gross receipts test, 12:28 
Group term life insurance, 4:33-34 
Section 79 limited exclusion, 4:33 
uniform premiums for $1,000 of 
protection, 4:33 
Growth stock vs. income stock, 14:23 
Guaranteed payments, 20:35 


H 


H.R. 10 (Keogh) plans, 19:19 
Half-year convention, 8:8, 8:21 
Handicapped individual 
capital expenditures for medical 
purposes, 10:6 
impairment-related work expenses, 10:29 
Hazard of litigation, 1:21 
Head-of-household, 3:27—28 
Health insurance benefits 
employer-sponsored, 5:14-17 
purchased by the taxpayer, 5:14 
when jobs leave the country, 5:15 
Health Savings Account (HSA), 5:15, 5:16, 
10:9-11 
contributions, deductions for AGI, 3:6 
deductible amount, 10:11 
high-deductible plans, 10:10 
tax treatment of HSA contributions and 
distributions, 10:10-11 
Highly compensated employee, 19:9 
Hobby losses, 6:18-21, 6:33 
determining the amount of the deduction, 
6:19-21 
general rules, 6:18 
presumptive rule of Section 183, 6:18-19 
Holding, 2:12 
Holding period, 14:14-15, 16:15—20 
certain disallowed loss transactions, 16:17 
certain nontaxable transactions involving a 
carryover of another taxpayer’s basis, 
16:16-17 
for capital gain and loss netting purposes, 
16:21-23 
for nontaxable stock dividends, 14:12 
inherited property, 16:17 
nontaxable exchanges, 16:16 
of nontaxable stock rights, 14:12 
of the buyer of related taxpayers, 14:19 
short sales, 16:17—20 
special rules, 16:16-17 
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Holding period of property, 16:3 
acquired by gift, 14:14-15 
acquired from a decedent, 14:18 
received in like-kind exchanges, 15:8-11 
Home energy efficiency improvements tax 
credits, 13:27 
Home equity loans, 10:16 
Home for the aged, deductible medical 
expenses, 10:4 
Home mortgage interest, 10:15 
Home office deduction, tax planning for sale 
of personal residence, 15:28-29 
Home office expense, 9:22—24 
Homeowners, new benefit for, 10:13 
HOPE credit. See American Opportunity 
credit 
Hospital insurance, 1:16 
House of Representatives, 2:3—4, 2:5 
House Ways and Means Committee, 2:3-4, 2:5 
Housekeeping-type instructions, 2:30 
Housing Assistance Tax Act of 2008, 2:3, 
15:23 
Housing costs, foreign earned income, 5:28 
Housing exclusions, other, 5:19 
Housing interest, individual AMT 
adjustments, 12:18—19 
Hybrid method, 4:8, 4:10, 18:17 


i 


Identification period, like kind exchanges, 
15:6 
Illegal business, deduction of expenses 
relating to, 6:14 
Imputed interest, 4:25, 18:22—23 
exceptions and limitations, 4:27—28 
rules for below-market loans, exceptions 
to, 4:29 
tax avoidance and other below-market 
loans, 4:26 
Incentive stock options (ISOs), 19:4, 
12:13-14, 19:36-38, 19:42 
and nonqualified stock options compared, 
19:43 
individual AMT adjustments, 12:13-14 
qualification requirements for, 19:37-38 
Income, 3:3-4 
Income, 4:4 
active, 11:7 
all events test for, 18:14-15 
alternative minimum taxable (AMTI), 
12:3-26 
assignment of, 4:15, 4:19 
comparison of the accounting and tax 
concepts of gross, 4:6—7 
economic and accounting concepts of 
gross, 4:4—6 
exclusions from, 3:4 
expenses and interest relating to 
tax-exempt, 6:29-30 
form of receipt of gross, 4:7 
gross, 4:3—7 
investment, 11:26 
least aggregate deferral method of, 18:4 
measuring and reporting partnership, 
20:33-34 
net investment, 11:27 


nonbusiness, 7:22 
of foreign corporations, taxing of, 20:13 
passive, 11:7 
portfolio, 11:7 
prepaid, 4:14, 4:37 
reconciliation of corporate taxable and 
accounting, 20:15-16 
recovery of capital doctrine of gross, 4:3-4 
unearned, of certain children, 3:32, 3:39 
See also Gross income 
Income from discharge of indebtedness, 
5:34-35 
Income in respect of a decedent 
AMT allowable deductions for estate tax 
on, 12:17 
Federal estate tax on, 10:29 
Income layers for alternative tax on capital 
gain computation, 16:26 
Income shifting, changes in tax rates lead to, 
18:14 
Income sources, 4:15-21 
income from partnerships, S corporations, 
trusts, and estates, 4:18-19 
income from property, 4:16-18 
income in community property states, 
4:19-21 
income received by an agent, 4:18 
personal services, 4:15 
Income stock vs. growth stock, 14:23 
Income tax, 1:4, 1:14-16 
considerations, 20:4-16 
deductibility of state and local, 10:14-15 
federal, 1:14 
formula for individuals, 1:14 
history of, 1:3—4 
local, 1:16 
rates, corporate, 20:13-14 
return as a “use tax” reminder, 1:15 
state, 1:14-16 
summary of consequences, 20:18-19 
Income Tax Act of 1913, 5:5 
Income-splitting option, 3:26 
Incremental research activities credit, 
13:11-12 
Indebtedness, income from discharge of, 
5:34-35 
Independent contractor, 9:3 
or employee status, Form SS-8, 9:4 
See also Self-employed individual 
Indexation, 1:30 
Individual Retirement Accounts (IRAs), 1:2, 
1:26, 2:4, 19:10, 19:20-29 
and Section 401(k) plan, compared, 19:41 
comparison of, 19:28 
contributions deductible for AGI, 3:5, 9:26 
deduction, phaseout of, 19:21 
penalty taxes for excess contributions, 
19:26 
Roth IRAs, 9:26, 19:22-23, 19:29 
SIMPLE, 19:4, 19:24 
simplified employee pension plans, 19:24 
spousal IRA, 19:25 
tax planning for, 19:40—41 
taxation of benefits, 19:26—29 
timing of contributions, 19:26 
traditional, 9:26 
Individual Tax Identification Number 
(ITIN), 3:23 


Inflation, 1:30 
Inheritance tax, 1:11 
Inheritances, 5:5-7 
Inherited property 
basis of, 14:16-18 
effect of 2001 tax legislation on basis of, 
14:18 
holding period, 14:18, 16:17 
tax consequences, 5:5—-7 
Innocent spouse, 4:21 
Installment method, 1:30, 4:9, 18:20—25 
computing the gain for the period, 
18:21-22 
disposition of obligations, 18:25 
electing out of, 18:26 
eligibility and calculations, 18:20 
imputed interest, 18:22—23 
nonelective aspect, 18:21 
recapture potential of, 17:21—-22 
related-party sales of depreciable property, 
18:25 
related-party sales of nondepreciable 
property, 18:23-25 
revocation of the election, 18:26 
tax planning, 2:37, 18:38 
Installment obligation, tax planning for the 
disposition of, 18:38 
Installment sale of a passive activity, 11:25 
Installment sales, interest on, 18:24 
Insurance 
benefits purchased by the taxpayer, 
accident and health, 5:14 
claim, timeliness of, 7:11 
group term life, 4:33-34 
medical premiums of the self-employed, 
deductibility of, 10:8 
policies, certain exchanges of (Section 
1035), 15:25 
Intangible assets 
amortization of, 8:3, 8:22 
expenditures for, 6:27 
Intangible drilling and development costs 
(IDC), 8:24, 17:22-23 
effect on depletion, 8:27-28 
individual AMT preferences, 12:22 
Intent of Congress, 2:4 
Inter vivos gifts, 5:5 
Interest, 10:15-19 
allowed and disallowed items, 10:15-18 
AMT allowable deductions for qualified, 
12:17 
classification of interest expense, 10:19 
consumer, 10:15 
deductibility of personal, student loan, 
investment, and mortgage, 10:19 
home mortgage, 10:15 
imputed, 4:25, 18:22-23 
income from, 4:16 
individual AMT adjustments, 12:18 
investment, 10:15, 10:16, 11:26-28 
mortgage insurance payment, 10:17 
prepaid, 10:18 
prepayment penalty, 10:17-18 
qualified residence, 10:15, 10:16-17 
restrictions on deductibility and timing 
considerations, 10:18 
Section 163, 8:24 
tax-exempt securities, 10:18 


taxpayer’s obligation, 10:18 
termination of running of, 2:14 
time of deduction, 10:18 
Interest deduction, tax planning for, 10:34 
Interest on 
certain state and local government 
obligations, (gross income exclusions), 
5:28-30 
deferred taxes, 18:26 
installment sales, 18:24 
private activity bonds, individual AMT 
preferences, 12:22 
qualified education loans, 10:15-18 
student loans, deductions for AGI, 3:6 
Interest paid 
for services, 10:17 
to related parties, 10:18 
Interest rates, on taxes and tax refunds, 
1:22-23 


Internal Revenue Bulletin (I.R.B.), 2:8, 2:9, 2:10, 


2:18, 7:27 
Internal Revenue Code, 8:3 
arrangement of, 2:4-6 
citing of, 2:6—7 
interpretation pitfalls, 2:30 
interpreting, 2:29 
of 1939, 1:4, 2:2 
of 1954, 1:4, 2:2 
of 1986, 1:4, 2:2, 2:3, 2:4-6 
origin of, 2:2-3 
Internal Revenue Service, 1:19 
Appeals Division, 1:21 
assessment by, 1:22 
Digital Daily, 2:25 
influence of tax law, 1:34 
influence of, 1:32 
Letter Rulings Reports, 2:10 
Publication 970, Tax Benefits for Education, 
10:15 
Restructuring and Reform Act of 1998, 2:3 
vs. USCIS (U.S. Citizenship and 
Immigration Services), 3:23 
Internet, 2:25-26 
Interpretive Regulations, 2:30 
Inventories, 18:30-37, 18:38-39 
acquired from a foreign subsidiary, 18:33 
as definition of capital asset, 16:4, 16:5 
best accounting practice, 18:31 
clear reflection of income test, 18:31 
corporate stock, 16:6 
determining cost—specific identification, 
FIFO, and LIFO, 18:34 
determining inventory cost, 18:31—35 
dollar-value LIFO, 18:34—-35 
inventory shrinkage, 18:34 
LIFO election, 18:36-37 
lower of cost or market, 18:33-34 
uniform capitalization (UNICAP), 
18:31-33 
Investigation of a business, expenses 
incurred in, 6:16—18 
Investment assets, 16:4 
Investment earnings trom the reinvestment 
of life insurance proceeds, 5:9 
Investment in the contract, 19:13 
Investment income, 11:26 
net, 11:27 
of certain children, 3:32 


tax planning for, 5:36-37 
Investment interest, 10:15, 10:16, 11:26-28 
individual AMT adjustments, 12:19-20 
Investment losses, other, 11:28 
Investments selections, tax planning for, 
4:36-37 
Involuntary conversions, 15:11—-16, 17:7 
computing the amount realized, 15:12 
defined, 15:11-12 
nonrecognition of gain, 15:15-16 
of personal residence, gain or loss 
situations, 15:16 
recapture potential of, 17:21 
replacement property, 15:13 
reporting considerations, 15:16 
tax planning for, 15:28 
time limitation on replacement, 15:13-14 
IRA. See Individual retirement account 
IRS. See Internal Revenue Service 
Itemized deductions, 3:6—7, 6:5, 7:3 
charitable contributions, 10:19-27 
cutback adjustment, AMT adjustments, 
m2 Ey) 
deductible personal expenses, 6:5 
housing interest, AMT adjustments, 
12:18-19 
individual AMT adjustments, 12:17-20 
interest, 10:15-19, 12:18 
investment interest, AMT adjustments, 
12:19-20 
limitation on, 9:30—31 
medical expenses, 10:3-11, 12:17-18 
miscellaneous, 10:28—29 
overall limitation on certain itemized, 
10:29-32 
partial list of, 3:7 
Section 212 expenses, 6:5 
tax planning for, 10:32 
taxes, 10:11-15 


J 


JGTRRA. SeeJobs and Growth Tax Relief 
Reconciliation Act of 2003 
Job Creation and Worker Assistance Act of 
2002, 2:3 
Job hunting, miscellaneous employee 
expenses, 9:25 
Jobs and Growth Tax Relief Reconciliation Act 
(JGTRRA) of 2003, 2:3, 3:27, 4:16, 14:23 
Jock tax, 1:16 
Joint Committee on Taxation, material 
participation explained, 11:14 
Joint Conference Committee, 2:4, 2:5 
Joint return test, dependency exemptions 
3:18, 3:36-37 
Judicial citations 
general, 2:17 
U.S. District Court, Court of Federal 
Claims, and Court of Appeals, 2:18-19 
U.S. Supreme Court, 2:19-20 
U.S. Tax Court, 2:17-18 
Judicial concepts relating to tax, 1:33 
Judicial influence on statutory provisions, 1:33 
Judicial interpretations of expenses and 
interest relating to tax-exempt income, 
6:30 
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Judicial sources of the tax law, 2:11-20, 2:21 
appellate courts, 2:14-17 
assessing the validity of, 2:31-32 
judicial citations, 2:17, 2:17-18, 2:18-19, 
2:19-20 
judicial process in general, 2:11-12 
trial courts, 2:12-14 
Jury trial, 2:13 


K 


Keogh (H.R. 10) plans, 1:26, 9:26-27 
and SEP compared, 19:25 
Kickbacks, 6:12 
Kiddie tax, 3:31—-33, 5:33 
rules, 20:38-39 


1, 


Lease cancellation payments, 16:14-15 
lessee treatment, 16:14-15 
lessor treatment, 16:15 
Leasehold improvements, 5:5 
under MACRS, 8:12-13 
Least aggregate deferral method, 18:4 
Legal expenses incurred in defense of civil or 
criminal penalties, 6:13—14 
Legislative process, 2:34, 2:5 
Legislative Regulations, 2:31 
Lessee, 16:14-15 
Lessor, 16:14, 16:15 
Letter Ruling Review, 2:10 
Letter rulings, 2:9-10 
Life insurance proceeds, 5:7-9 
accelerated death benefits, 5:8 
general rule, 5:7-8 
tax planning for, 5:35 
transfer for valuable consideration, 5:9 
Lifetime learning credit, 9:17, 9:18-19, 9:33, 
13:24, 13:32, 19:24 
phase out of, 13:25 
LIFO (last in, first out) method, 18:34 
as a source of earnings, 18:36 
dollar-value, 18:34-35 
index, 18:35 
reserve, preserving, 18:36 
tax planning for, 18:39 
LIFO election, 18:36—37 
special inventory methods relating to 
farming and ranching, 18:37 
Like-kind exchanges, 15:4—11 
basis and holding period of property 
received, 15:8-11 
boot, 15:7-8 
exchange period, 15:6 
exchange requirement, 15:6-7 
Form 8824, 15:11 
identification period, 15:6 
like-kind property, 15:4-6 
recapture potential of, 17:21 
reporting considerations, 15:11 
tax planning for, 15:26-28 
Limited liability company, 20:3 
Limited partners, material participation, 
11:18 
Liquidating distributions, 20:24 
Liquidating retirement assets, 19:44 
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Liquidations, 20:24-25 
basis determination—Sections 334 and 
338, 20:25 
effect of on the corporation, 20:25 
exception to the general rule, 20:24 
general rule of Section 331, 20:24 
Listed property, 8:16 
business and personal use of, 8:15—20 
change from predominantly business use, 
8:19 
cost recovery, 8:21 
not used predominantly in business, 8:18 
substantiation requirements, 8:20 
used predominantly in business, 8:16 
Livestock, as Section 1231 asset, 17:6 
Loans 
below-market, 4:26 
between related parties, 7:6 
compensation-related, 4:26, 4:28 
corporation-shareholder, 4:26, 4:28 
gift, 4:26, 4:27-28 
tax avoidance, 4:26 
to executives prohibited, 4:27 
Lobbying expenditures, 6:15 
Lodging exclusion, 5:17-19 
Lodging for medical treatment, deductible 
medical expenses, 10:7 
Long-term capital gain, 17:3 
alternative tax computation, 3:35 
summary of income tax consequences, 
20:18 
Long-term capital loss (LTCL), 16:27 
Long-term care insurance, 5:16-17 
Long-term contracts, 18:27—30 
completed contract method, 18:28-29 
lookback provisions, 18:30 
percentage of completion method, 
18:29-30 
Long-term family assistance recipient, 
13:10-11 
Long-term nonpersonal use capital assets, 
17:6 
Lookback provision 
long-term contracts, 18:30 
Section 1231, 17:8-11 
Loss(es) 
amount of, 7:10-13 
business and nonbusiness, 6:8 
carryovers of suspended, 11:9 
determination of, 14:3-9 
disallowed, 14:18—20 
impact of suspended, 11:8 
in involuntary conversion of personal 
residence, 15:16 
in related party transactions, 6:27—28 
individual AMT adjustments, 12:14-15 
limitation on partner’s share of, 20:34 
nonrecognition of, 14:7-8 
on subprime mortgages, 16:8 
ordinary, 7:7 
other investment, 11:28 


personal use assets, Original basis for, 14:20 


rationale for separate reporting of capital 
gains and, 16:3 

realized, 14:3-7, 14:13 

recognition of by partnerships, 20:31 

recognized, 14:7 

recovery of capital doctrine, 14:8-9 


S corporation treatment of, 20:29-30 
Section 1231, 17:4 
timing for recognition of, 7:9 
timing of expense recognition, 6:8-11 
See also Capital losses; Net capital loss; 
Realized loss; Recognized loss 
Loss basis, 14:13 
rules, holding period for property 
acquired by gift, 14:14 
Losses from property transactions 
capital losses, definition of a capital asset, 
3:34-35 
capital losses, treatment of net capital loss, 
3:36 
in general, 3:33-34 
Losses of individuals, 7:8-15 
events that are not casualties, 7:8—9 
measuring the amount of loss, 7:10-13 
personal casualty gains and losses, 7:13—15 
statutory framework for deducting, 7:13 
theft losses, 7:9 
when to deduct casualty losses, 7:9-10 
Lower of cost or market (replacement cost), 
18:33-34, 18:38 
Low-income housing credit, 13:13, 13:33 
Lump-sum distribution, 19:13 
Lump-sum purchase, allocation problems 
with, 14:10 
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MACRS. See Modified accelerated cost 
recovery system 
Majority interest partners, 18:4 
Making work pay credit, 13:28-29 
Manufactured, produced, grown, or 
extracted (MPGE) in the U.S., 7:19 
Manufacturing contract, 18:27 
Marginal tax rate, 3:29 
Marital deduction, 1:11, 1:13 
Marital status for exemption purposes, 3:13 
Marriage penalty, 3:26-27 
Married couples, effect of Section 121 
residence sales on, 15:20-22 
Married individuals, 3:26-27 
Mass tax, 1:4 
Matching provision, related-party 
transactions, 6:28 
Material participation, 11:14 
in a real property rental trade or business, 
11:21-22 
in real estate rental activities, 11:23 
limited partners, 11:18 
participation defined, 11:17 
test based on facts and circumstances, 11:17 
tests based on current participation, 
11:15-16 
tests based on prior participation, 11:16-17 
Meals and lodging, 5:17-19 
for medical treatment, deductible medical 
expenses, 10:7 
for the convenience of the employer, 5:18 
furnished by the employer, 5:17 
furnished for the convenience of the 
employer, 5:17-18 
on the employer’s business premises, 
5:17-18 


other housing exclusions, 5:19 
required as a condition of employment, 
5:18 
Medical care, defined, 10:3-5 
Medical expense deduction, tax planning for 
dependency exemptions, 3:38 
Medical expenses, 10:3-11 
capital expenditures for medical purposes, 
10:5-6 
defined, 10:3-5 
examples of deductible and 
nondeductible, 10:4 
for a dependent, 6:26 
health savings accounts, 10:9-11 
in excess of 10 percent of AGI, AMT 
allowable deductions for, 12:17 
incurred for spouse and dependents, 10:6 
individual AMT adjustments, 12:17-18 
medical insurance premiums deductible 
as, 10:7-8 
reimbursements, 10:8—9 
tax planning for, 10:33 
transportation, meal, and lodging 
expenses for medical treatment, 10:7 
year of deduction, 10:8 
Medical reimbursement plans, 5:15—-16 
Medicare tax, 1:16, 13:34 
Memorandum decisions, 2:17, 2:32 
Mertens Law of Federal Income Taxation, 2:23 
Mid-month convention, 8:11 
Mid-quarter convention, 8:9-10, 8:21 
Military Family Tax Relief Act of 2003, 3:24, 
9:32, 15:18 
Military personnel, housing exclusions, 5:19 
Millionaires provision, 6:15 
Minimum distribution rules, 19:10 
Minimum funding requirements, 19:12 
Minimum participation test for qualified 
plans, 19:9 
Mining exploration and development costs, 
12:13 
Mining Law of 1872, changing, 8:27 
Ministers of the gospel, housing exclusions, 
5:19 
Miscellaneous itemized deductions, 10:28 
Mixed services costs, 18:28 
Modified accelerated cost recovery system 
(MACRS), 8:3, 8:5-22, 8:31-32 
alternative depreciation system (ADS), 
8:20-22 
business and personal use of automobiles 
and other listed property, 8:15-20 
election to expense assets, 8:14-15 
farm property, 8:12 
individual and corporate AMT 
adjustments, 12:28 
leasehold improvement property, 8:12-13 
personalty: cost recovery periods and 
methods, 8:5-10 
property, 12:10-11, 12:11-12 
realty: recovery periods and methods, 
8:10-11 
relevant time periods, 8:4 
statutory percentage method, 8:10, 9:32-33 
straight-line election, 8:11-12, 8:15 
tables, 8:34-36 
See also Accelerated cost recovery system 
(ACRS) 
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Modified adjusted gross income (MAGI), 
4:34-35, 5:32, 7:17, 10:15 
Money purchase plan, 19:4 
Moving expense deduction, expatriates and 
9:14 
Moving expenses, 9:12—14, 9:33 
distance test for, 9:12-13 
time test, 9:13 
treatment of, 9:13-14 
Multiple assets in a lump-sum purchase, 
allocation of cost among, 14:10 
Multiple support agreement, 3:17-18 
Form 2120, 3:18 
tax planning for dependency exemptions, 
3:38 
Municipal bonds, tax free, 12:23 
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National Association of Realtors, 6:20 
National sales tax, 1:19 
Natural business year, 18:7 
Natural resources, 8:24 
depletion of, 8:3 
Negligence penalty, 1:23 
Net capital gain (NCG), 16:21 
alternative tax on, 16:25-26 
determination of, 3:35—36 
taxation of, 3:35 
Net capital loss (NCL), 16:3, 16:26 
computation of, 16:26-27 
treatment of, 3:36, 16:27 
Net earnings from self-employment, 13:44 
Net gain, 17:3, 17:6 
Net income tax, 13:7 
Net investment income, 11:27 
Net long-term capital gain (NLTCG), 3:35, 
16:3, 16:21 
Net long-term capital loss (NLTCL), 16:21 
Net loss, 17:3, 17:6 
Net nonbusiness capital gains, 7:22 
summary of income tax consequences, 
20:18 
Net operating losses (NOL), 7:17, 7:19-25 
calculation of the remaining, 7:25 
carryback and carryover periods, 7:20-21 
computation of, 7:21-24, 7:25 
corporate and individual treatment 
compared, 20:10 
recomputation of tax liability for year to 
which NOL is carried, 7:24 
tax planning for, 7:27—28 
Net regular tax liability, 13:6, 13:7 
Net Section 1231 gain limitation, 17:19 
Net short-term capital gain (NSTCG), 16:21 
Net short-term capital loss (NSTCL), 3:35, 
16:21 
Net unearned income of a dependent child, 
3:32 
Netting process, capital gain and loss, 
16:21-24 
capital loss carryovers, 16:23—24 
definition of collectibles, 16:24 
holding periods, 16:21—23 
qualified dividend income, 16:24-25 
New York Stock Exchange (NYSE), private 
entity becomes a public corporation, 16:4 
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No-additional-cost service, 5:21, 5:22, 5:27 
Nonaccountable plans, 9:28 
failure to comply with accountable plan 
requirements, 9:28 
unreimbursed employee expenses, 9:28 
Nonacquiescence (“NA” or “Nonacq.”), 
2:18 
Nonbusiness bad debt, 7:3, 7:5—-6, 16:8-9 
Nonbusiness deductions, 7:22 
Nonbusiness expenses, 3:7 
Nonbusiness income, 7:22 
Nonbusiness losses, 6:8 
Noncontingent payments, 16:13—14 
Noncorporate taxpayers, tax treatment of 
capital gains and losses of, 16:20-32 
Noncustodial parent, deductibility of medical 
expenses, 10:6 
Nondeductible contributions and IRAs, 19:22 
Nondeductible items, charitable 
contributions, 10:21 
Nondiscrimination provisions, employee 
fringe benefits, 5:25 
Nondiscrimination requirements, qualified 
plans, 19:8 
Nonoperating private foundations, 10:25 
Nonqualified deferred compensation 
(NQDC) plans, 19:4, 19:29-33 
tax planning for, 19:42 
tax treatment to the employer and 
employee, 19:29-33 
underlying rationale for tax treatment, 
19:29 
Nonqualified stock options (NQSO), 19:32, 
19:38-39, 19:42 
advantages of, 19:39 
and incentive stock options compared, 
19:43 
disadvantage of, 19:39 
Nonrecaptured net Section 1231 losses, 17:8 
Nonrecognition of gain 
conversion into money, 15:15-16 
direct conversion, 15:15 
Nonrecourse financing, qualified, 11:6 
Nonrefundable credits, 13:3—4, 13:5 
carryover provision, 13:5—6 
partial listing of, 13:6 
Nonresidential real property, computing 
Section 1250 recapture on, 17:15-17 
Nontaxable economic benefits, tax planning 
for, 4:36 
Nontaxable exchange, 15:3 
certain exchanges of insurance 
policies—Section 1035, 15:25 
certain reacquisitions of real 
property—Section 1038, 15:25 
exchange of stock for property—Section 
1032, 15:25 
exchange of stock for stock of the same 
corporation—Section 1036, 15:25 
general concept of, 15:3 
holding period rules, 16:16 
involuntary conversions—Section 1033, 
15:11-16 
like-kind exchanges—Section 1031, 
15:4-11 
of a passive activity, 11:25-26 
other nonrecognition provisions of, 
15:25—26 
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rollover of gain from qualified small 
business stock into another qualified 
small business stock—Section 1045, 
15:26 
rollovers into specialized small business 
investment companies—Section 1044, 
15:26 
sale of personal residence, 15:17-25 
transfers of property between spouses or 
incident to divorce—Section 1041, 
15:25-26 
Nontaxable stock dividends, 14:11 
holding period for, 14:12 
Nontaxable stock rights, 14:12 
holding period of, 14:12 
Nontaxable transactions, recapture 
exceptions, 17:21 
Normal cost, 19:14 
North American Free Trade Agreement of 
1993, 5:15 
Nursing home care, deductible medical 
expenses, 10:4 
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Obligation to repay, amounts received 
under, 4:13—14 
Obligations 
disposition of installment, 18:25, 18:38 
retirement of corporate (special rule), 
16:9-10 
Occupational fees, 1:18 
OECD (Organization for Economic 
Cooperation and Development), 1:18 
Office audit, 1:20 
Office in the home deduction, 9:25 
Office in the home expenses, 9:22-24 
Offset, right of, 14:18 
Old age, survivors, and disability insurance, 1:16 
$100 per event floor and a 10 percent-of-AGI 
aggregate floor, reduction for, 7:11 
One-year rule for prepaid expenses, 6:10, 18:12 
Online systems, 2:24 
Online tax services, 2:24 
Open transaction doctrine, 4:5 
Operational rules, domestic production 
activities deduction, 7:17-19 
Options, 16:10-11, 16:12 
exercise of by grantee, 16:11 
failure to exercise, 16:10-11 
sale of, 16:10 
Ordering procedure, 16:22 
Ordinary and necessary, 6:6—7 
Ordinary asset, 16:3 
Ordinary income property, 10:23—25 
Ordinary loss, 7:7, 17:3 
Organization expenses, Section 248, 8:24 
Organizational expenditures, 20:13 
deduction of, 20:12-13 
Original issue discount (OID), 4:12, 16:10 
Outsourcing of tax return preparation, 1:25 
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Page | deductions, 3:5 
Participation and coverage requirements, 
qualified plan, 19:8-9 
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Partnership, 4:18, 20:4, 20:31-36 
accounting period for, 18:4—5 
basis of partnership interest, 20:31-33 
Form 1065, 20:31 
formation of, 20:31-33 
income from, 4:18-19 
limitation on partner’s share of losses, 
20:34 
measuring and reporting partnership 
income, 20:33-34 
nature of taxation, 20:31 
operation, 20:33-36 
other partner considerations, 20:36 
partnership’s basis in contributed 
property, 20:33 
recognition of gain or loss, 20:31 
Subchapter K, 2:6 
transactions between partner and 
partnership, 20:35 
Passenger automobiles, 8:16 
Passive activities, 11:4 
Passive activity loss rules 
general concepts, 11:26 
individual AMT adjustments, 12:15-16 
Passive activity losses (PALs), 11:28 
individual AMT adjustments, 12:15-16 
summary of income tax consequences, 
20:19 
Passive income and losses 
carryovers of suspended losses, 11:9 
classification of, 11:7-10 
general impact, 11:7-8 
impact of suspended losses, 11:8 
passive activity changes to active, 11:10 
passive credits, 11:9, 11:10 
Passive income generators (PIGs), 11:28 
Passive income under Section 469, 11:7 
Passive interests, dispositions of, 11:24—26 
Passive investments, 11:4 
Passive loss, 11:4, 11:28—30 
Passive loss rules limits, 11:7-26 
classification and impact of passive income 
and losses, 11:7-10 
closely held C corporations, 11:11-12 
dispositions of passive interests, 11:24—26 
identification of an activity, 11:12-14 
interaction of the at-risk and passive 
activity limits, 11:20-21 
material participation, 11:14, 11:21-2 
passive activities defined, 11:12-20 
personal service corporations, 11:10-11 
real estate rental activities, 11:22-24 
regrouping of activities, 11:13 
rental activities defined, 11:18—20 
special grouping rules for rental activities, 
11:13-14 
special passive activity rules for real estate 
activities, 11:21—24 
taxpayers subject to, 11:10-12 
Past service costs, 19:14 
Patent, 8:23, 16:11-13 
holder defined, 16:13 
substantial rights, 16:12-13 
Pay-as-you-go tax income tax system, 1:4, 
13:4 
tax payment procedures, 13:30 
Payments received, 18:21 
Payroll period, 13:37 
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Penalties 
for early withdrawal from savings, 
deductions for AGI, 3:6 
for lack of compliance, 1:22—23, 13:30 
imposed on tax return preparers, 1:24 
on underpayments, self-employed persons, 
13:42 
Section 162 exclusion, 6:6 
Pension plans, 19:3, 19:4—5, 9:26 
See also Qualified plans 
Pension Protection Act of 2006, 2:3 
Per diem allowance, 9:28 
Percentage depletion, 8:26-27 
individual AMT preferences, 12:21-22 
rates, sample of, 8:26 
Percentage of completion method, 4:9, 
18:28, 18:29-30 
Permanent and total disability, 13:18 
Personal casualty gain, 7:13 
Personal casualty loss, 7:14 
Personal exemptions, 3:8, 3:12-13 
Personal expenditures 
deduction of, 10:3 
disallowance of, 6:26 
Personal expenses, deductions of, 6:5 
Personal identification number (Self-Select 
PIN), 3:24 
Personal injury, damages for, 5:12-13 
Personal residence, 15:17 
involuntary conversion of, 15:16 
Personal residence, sale of, 15:17—25 
basis of new residence, 15:23 
calculation of amount of exclusion, 
15:20-24 
change in place of employment, 15:18 
effect on married couples, 15:20-22 
exceptions to the two-year ownership rule, 
15:18-20 
health considerations, 15:18—-19 
involuntary conversion and using Sections 
121 and 1033, 15:24-25 
principal residence, 15:24 
reduction in exclusion for prior use as a 
vacation home, 15:23—24 
" relief provision, 15:22-23 
requirements for exclusion treatment, 
15:17 
unforeseen circumstances, 15:19—20 
Personal service corporations (PSC), 
11:10—11, 18:6—7, 20:14 
calendar year, 18:6 
fiscal year election, 18:6 
Personal services, 4:15 
of a child, 4:15 
of an employee, 4:15 
Personal use assets, 8:3, 16:4 
converted to business or income-producing 
use, cost recovery basis for, 8:5 
original basis for loss on, 14:20 
sale, exchange, or condemnation of, 14:8 
Personal use property, 8:3 
casualty gains and losses, 17:6 
condemnation gains and losses, 17:8 
conversion to business or income- 
producing use, 14:20-22 
Personalty, 1:8, 8:3 
ad valorem taxes on 1:8 
cost recovery periods: MACRS, 8:6 


recovery periods and methods, 8:5-10 
tangible, 10:25 
Petitioner, 2:17 
Phaseout of IRA deduction, 19:21 
Piggyback approach to state income taxation, 
1:15 
Plaintiff, 2:17 
PLUG-in Electric Drive Motor Vehicles, 
13:27 
Points, 10:17 
Political considerations 
political expediency situations, 1:31 
special interest legislation, 1:30-31 
state and local government influences, 
1:31 
tax law, 1:34 
Political contributions, 6:14 
Pollution control facilities, individual AMT 
adjustments, 12:12 
Pool, 18:35 
Portfolio income, 11:7 
Precedents, 2:15 
Prepaid expenses, one-year rule for, 6:10 
Prepaid income, 4:14, 4:37 
Prepaid interest, 10:18 
Prepayment penalty, 10:17-18 
Primary valuation amount, 14:16 
Principal partner, 18:4 
Principal place of business, defined, 9:23 
Principal residence, 10:16, 13:26, 15:24 
sale of, tax planning for, 15:28-30 
Principal-agent, 4:19 
Prior participation tests, 11:16-17 
Private activity bonds, 12:22 
Private entity becomes a public corporation, 
16:4 
Private Letter Rulings, 2:10 
Private nonoperating foundations, 10:25 
Private operating foundations, 10:25 
Prizes and awards, income from, 4:32-33 
Procedural Regulations, 2:30 
Product class, 15:5 
Production activities, 7:17 
Production of income expenses, 6:6-8 
Profit sharing, 19:4-19 
Profit sharing plan, 19:3, 19:5-6 
limitations, 19:15 
See also Qualified plans 
Progressive (graduated) rate structure, 3:30 
Progressive taxes, 1:6 
Property 
adjusted basis of, 14:4—5 
amount realized from a sale or other 
disposition of, 14:3—4 
bargain purchase of, 14:9 
boot given as appreciated or depreciated, 
15:8 
business and personal use of listed, 8:15-20 
capital gain, 10:25-26 
cost recovery of listed, 8:21 
disposed by sale, exchange, casualty, theft, 
or condemnation, 16:3 
dual basis, 14:13 
eminent domain, 15:12 
exchange for foreign yields recognized 
recapture gain, 17:20 
exchange of stock for (Section 1032), 
15:25 


excluded under Section 1231, 17:5 
expensing of tangible personal, 8:14 
fair market value of, 14:4 
gain basis for converted, 14:20 
held primarily for investment, 11:19 
holding periods of, 16:3, 16:17 
included under Section 1231, 17:5 
income from, 4:16-18 
individual AMT adjustments for 
depreciation of post-1986 personal, 
12:11-12 
individual AMT adjustments for 
depreciation of post-1986 real, 12:10-11 
involuntary conversion of, 15:11-16 
like-kind, 15:4—6 
lodging rented for the convenience of an 
employer, 11:20 
MACRS classification of, 8:5-8 
ordinary income, 10:23-25 
partnership’s basis in contributed, 20:33 
personal use, 8:3 
put to unrelated use, 10:25 
qualified for additional first-year 
depreciation, 8:8 
replacement, 15:13 
restricted plans, 19:4 
sales of depreciable between related- 
parties, 18:25 
sales of nondepreciable between related- 
parties, 18:23-25 
Section 1245, 17:13-14 
Section 1250, 17:14 
substantially identical, 16:18 
tax status of, 16:3 
transfers of between spouses or incident to 
divorce, 15:25—26 
used in a trade or business, 11:20 
Property acquired by gift, holding period for, 
14:14-15 
Property acquired from a decedent, 14:16-18 
deathbed gifts, 14:17 
holding period, 14:18 
survivor’s share of property, 14:17-18 
Property dividends, 20:22 
recapture potential of, 17:22 
Property taxes, 1:6-8, 10:12-14 
apportionment between seller and 
purchaser, 10:13-14 
assessments for local benefits, 10:12 
standard deduction for real, 3:10-11 
Property transactions 
capital gains and losses, 3:34—36 
gains and losses from, 3:33-34 
tax planning for, 14:25-27 
Proportional taxes, 1:6 
Proposed Regulations, 2:7 
Public Law No. 107-294, 4:27 
Public policy limitation, 6:12-14 
expenses relating to an illegal business, 
6:14 
justification for denying deductions, 
6:12-13 
legal expenses incurred in defense of civil 
or criminal penalties, 6:13-14 
Publication 505, Tax Withholding and 
Estimated Tax, 13:47 
Publicly held companies’ compensation 
limitation, 19:32-33 


Publicly traded partnerships (PTPs), 11:11 
Punitive damages, 5:12 
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Qualified automatic enrollment 
arrangement (QAEFA), 19:17 
Qualified charitable organizations, 10:21-22 
Qualified child care expenses, 13:15 
Qualified deferred compensation plans, 
19:3-4 
Qualified disaster, Section 139, 5:5 
Qualified dividend income, 16:24-25 
Qualified Dividends and Capital Gain Tax 
Worksheet, 16:30, 16:31 
Qualified domestic organization, 10:19 
Qualified employee discount, 5:21, 5:22-23, 
5:27 
Qualified higher education expenses, 5:31 
Qualified housing interest, 12:18-19 
Qualified intermediary (QI), selection of, 
15:7 
Qualified moving expense reimbursements, 
5:22, 5:25, 5:27 
Qualified nonrecourse financing, 11:6 
Qualified parking, 5:24 
Qualified pension, 19:4—-19 
plans, 19:3 
Qualified plans 
distribution requirements, 19:10-12 
limitations on contributions to and 
benefits from, 19:13-15 
lump-sum distributions from, 19:13 
minimum funding requirements, 19:12 
nondiscrimination requirements, 19:8 
participation and coverage requirements, 
19:8-9 
qualification requirements, 19:7-12 
rollover treatment, 19:13 
Section 401(k) plans, 19:15-19 
tax consequences to the employee and 
employer, 19:12-13 
tax planning for, 19:40 
types of plans, 19:4—7 
vesting requirements, 19:9-10 
Qualified production activities income 
(QPAI), 7:17, 7:18, 20:9-10 
calculation of, 7:18-19 
Qualified production property (QPP), 7:19 
Qualified profit sharing plans, 19:3 
Qualified property, additional first-year 
depreciation, 8:8 
Qualified real property business 
indebtedness, 5:34 
Qualified residence, 10:16 
Qualified residence interest, 10:15, 10:16-17, 
12:18-19 
Qualified retirement plan, 19:11 
early distribution, 19:11 
Qualified retirement planning services, 5:22, 
5:25, 5:27 
Qualified summer youth employee, 13:10 
Qualified transportation fringes, 5:22, 
5:24-295, 5:27 
Qualified tuition deduction, rules for, 9:17 
Qualified tuition program, 5:32-33, 9:18 
Qualified tuition reduction plan, 5:11 
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Qualifying child, 3:13-14 
abode test, 3:14 
age test, 3:14 
relationship test, 3:13 
requirements, 2:28-29 
support test, 3:14 
tiebreaker rules, 3:14-15 
Qualifying relative 
dependency exemptions, 3:15-18 
gross income test, 3:16 
relationship test, 3:15 
requirements, 2:28-29 
support test, 3:16-18 
Quintessential principal-agent relationship, 
4:19 
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Ratio percentage test for qualified 
plans, 19:8 
Real estate 
activities, special passive activity rules for, 
11:21-24 
(realty), like-kind property, 15:4 
short sales in, 16:20 
Real property 
certain reacquisitions of (Section 1038), 
15:25 
computing Section 1250 recapture on 
nonresidential, 17:15-17 
Real property rental trade or business, 
material participation in, 11:21—22 
Realization principle, 4:5 
Realized gain, 3:34, 14:3—7, 14:13 
additional complexities in determining, 
14:22-23 
adjusted basis, 14:4—5, 14:22-23 
amount realized, 14:3—4, 14:22 
capital additions, 14:5 
capital recoveries, 14:5-7 
sale or other disposition, 14:3 
Realized loss, 3:34, 14:3—7, 14:13 
additional complexities in determining, 
14:22-23 
adjusted basis, 14:4—5, 14:22-23 
amount realized, 14:3—4, 14:22 
capital additions, 14:5 
capital recoveries, 14:5-7 
sale or other disposition, 14:3 
Realty, 1:7, 8:3 
ad valorem taxes on, 1:7-8 
recovery periods and methods, 8:10-11 
Reasonable prospect of full recovery, 7:9 
Reasonable prospect of recovery doctrine, 
7:11 
Reasonableness, 6:7-8 
Recapture 
alimony, 4:23-24 
comparison of Section 1245 and Section 
1250, 17:18 
Section 1245, 17:12-14 
Section 1250, 17:14-19 
special provisions, 17:22-23 
tax planning for avoiding, 17:31 
tax planning for the postponing and 
shifting of, 17:31 
tax planning for the timing of, 17:31 


I-16 Index 


Recapture exceptions 
certain nontaxable transactions, 17:21 
charitable contributions, 17:20 
death, 17:20 
gifts, 17:20 
like-kind exchanges and involuntary 
conversions, 17:21 
Recapture of depreciation, corporate and 
individual treatment compared, 20:7-8 
Reciprocal agreements, qualified tuition 
reduction plans, 5:11 
Recognized gain, 3:34, 14:7 
Recognized loss, 3:34, 14:7 
Record-keeping and valuation requirements, 
10:22-23 
Recoveries of capital, 14:5 
Recovery of capital doctrine, 4:3—4, 14:8-9, 
4:20 
relationship of to the concepts of 
realization and recognition, 14:8-9 
Recovery periods under ADS, 8:21 
Recovery rebate credit, 13:29 
Recurring items, 6:11 
exception, 18:15 
Reduced deduction election, 10:26 
Refundable credits, 13:3—4, 13:5 
American Opportunity credit, 13:25 
home purchase credit, 13:27 
partial listing of, 13:6 
Refunds 
computation of, 3:30-31 
limitations on, 1:22 
Regular decisions, 2:17, 2:32 
Regular tax liability, 13:7 
individual AMT, 12:9 
Regulations. See Treasury Department 
Regulations 
Rehabilitation expenditures credit, 13:89, 
13:33 
recapture calculation for, 13:9 
Rehabilitation expenditures credit recapture, 
13:8-9 
Related party, 17:22 
definition of, 6:28 
disallowed losses between, 14:18-19 
installment sales, tax planning for, 18:38 
interest paid to, 10:18 
like-kind exchanges between, 15:5 
loans, 7:5-6 
recapture on gain from sale of depreciable 
property between, 17:22 
sales of depreciable property between, 
18:25 
sales of nondepreciable property between, 
18:23-25 
tax planning for shifting income to, 4:38 
Related party transactions, 6:27-29 
losses, 6:27—28 
relationships and constructive ownership, 
6:28-29 
tax planning for documentation of, 7:26 
unpaid expenses and interest, 6:28 
Relationship test 
qualifying child, 3:13 
qualifying relative, 3:15 
Rental activity, 11:18 
Rental of vacation homes, 6:21—25 
Rental real estate activities, 11:22—24 
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Renting, tax planning for sale of personal 
residence, 15:28-29 
Repairs, cost of, 7:11 
Replacement property 
functional use test, 15:13 
taxpayer use test, 15:12 
tests, 15:14 
Repossessions of real property, 15:25 
Research activities credit, 7:16, 13:11-13, 
13:33 
basic research credit, 13:12-13 
energy research credit, 13:13 
incremental research activities credit, 
13:11-12 
Research and experimental expenditures, 
7:15-17, 12:13 
deferral and amortization method, 7:16—17 
expense method, 7:15 
Section 174, 8:24 
Research expenditures, 13:11 
Research Institute of America (RIA), 2:18 
Reserve method, 7:4 
Reserves, 6:11, 18:17 
Residence. See Personal residence 
Residency test, dependency exemptions 3:19 
Residential rental housing, computing 
Section 1250 recapture on, 17:17 
Residential rental real estate, 8:10 
Respondent, 2:17 
Restricted property plan, 19:4, 19:33-36 
employer deductions, 19:35-36 
special election available, 19:34—35 
substantial risk of forfeiture, 19:34 
Retirement accounts, contributions to, 
9:26-27 
employee IRAs, 9:26 
self-employed Keogh (H.R. 10) plans, 
9:26-27 
Retirement assets, liquidating, 19:44 
Revenue acts, 1:3—4 
of 1913, 1:3-4 
of 1916, 1:11 
of 1948, 1:31 
Revenue Agent’s Report (RAR), 1:21 
Revenue, IRS as protector of, 1:32 
Revenue neutrality, 1:25 
Revenue Procedures, 2:7, 2:8-9 
Revenue Rulings, 2:7, 2:8-9 
Right of offset, 14:18 
Rollover treatment, qualified plan, 19:13 
Roth IRA, 1:2, 9:26, 19:22-23, 19:28 
designated contributions, 19:18-19 
rollovers and conversions, 19:29 
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S corporation, 4:19, 20:4, 20:26 
accounting period for, 18:4—5 
and salaries, 20:28 
basis determination, 20:30 
calendar year, 18:5 
election, 20:25-30 
impermissible year election, 18:5 
income from, 4:18-19 
loss of election, 20:26-27 
making the election, 20:26 
operational rules, 20:27-30 


qualification for S status, 20:26-27 
separately stated items, 20:27-28 
tax planning for regular vs. S status, 20:38 
taxable income, 20:28-29 
treatment of losses, 20:29-30 
Safe harbor provisions, 15:18-19 
Salaries and S corporations, 20:28 
Sale of a residence—Section 121, 15:17-25 
Sale or exchange, 16:9-15 
lease cancellation payments, 16:14-15 
options, 16:10-11 
patents, 16:11-13 
retirement of corporate obligations 


(special rule), 16:9-10 % 
worthless securities and Section 1244 stock, 
16:9 ri 


Sales tax, 1:9, 1:19 
itemized deduction for sales taxes paid, 
10:15 
national, 1:19 
standard deduction for auto, 3:10-11 
Sarbanes-Oxley Act of 2002, 4:27 
Saver’s credit, 13:28 
rate and AGI thresholds, 13:28 
Schedule A, Form 1040, Itemized 
Deductions, 9:3, 9:29, 10:15, 10:19, 
10:29, 10:30 
Schedule C, Profit or Loss From Business of 
Form 1040, 8:28, 8:30, 9:3, 10:19 
Schedule D of Form 1040, Capital Gains and 
Losses, 15:30, 16:28, 16:29-30, 17:24, 
17:29-30 
Schedule E, interest expenses related to rents 
or royalties, 10:19 
Schedule K-1 (Form 1065), 20:33 
Schedule L, 20:14 
Schedule M-1, 20:14, 20:15-16 
Schedule M-2, 20:14, 20:15-16 
Schedule M-3, 20:16 
Scholarships, 5:9-11 
disguised compensation, 5:11 
general information, 5:9-10 
qualified tuition reduction plans, 5:11 
timing issues, 5:10 
Section 61 definition of gross income, 4:3 
Section 62, deductions for adjusted gross 
income, 6:4—5 
Section 111 tax benefit rule, 5:33 
Section 121 exclusion, 15:17—25, 15:30 
Exclusion of Gain from Sale of Principal 
Residence, 15:17-25 
Section 162 exclusion of trade or business 
expenses, 6:6 
Section 163, interest, 8:24 
Section 164, taxes, 8:24 
Section 174, research and experimental 
expenditures, 8:24 
Section 179 expensing, 8:14, 9:32-33 
Election to Expense Certain Depreciable 
Business Assets, 8:14 
Section 183, Activities Not Engaged in for 
Profit, 6:18-19 
Section 195, startup expenditures, 8:23 
Section 197, Amortization of Goodwill and 
Certain Other Intangibles, 8:22 
Section 212 expenses, 6:5 
Section 222 deduction approach, 9:33 
Section 248, organization expenses, 8:24 


Section 267, Losses, Expenses, and Interest 
with Respect to Transactions between 
Related Taxpayers, 14:18-19, 14:26 

(b), related parties under, 15:5 

Section 331, general rule of (corporate 
liquidation), 20:24 

Section 332, exception to the general rule, 
20:24 

Section 334, basis determination, 20:25 

Section 338, basis determination, 20:25 

Section 401(k) plan, 19:15-19, 19:41 

Section 446, General Rule for Methods of 
Accounting, 18:11 

Section 529 plan, 5:32-33, 9:18 

Section 1031, Exchange of Property 
Held for Production Use or Investment, 
15:4-11 

Section 1032—exchange of stock for 
property, 15:25 

Section 1033, Involuntary Conversions, 
15:11-16, 15:24-25 

Section 1035—certain exchanges of 
insurance policies, 15:25 

Section 1036—exchange of stock for stock of 
the same corporation, 15:25 

Section 1038—certain reacquisitions of real 
property, 15:25 

Section 1041—transfers of property between 
spouses or incident to divorce, 15:25-26 

Section 1044— rollovers into specialized 
small business investment companies, 

15:26 

Section 1045—rollover of gain from qualified 
small business stock into another 
qualified small business stock, 15:26 

Section 1221, Capital Asset Defined, 

16:4-6 
Section 1231 asset, 16:3, 17:3-11, 17:23-26 
See also Business assets 

Section 1231 gains and losses, 17:4, 17:26 

Section 1231 lookback, 17:9-11 

Section 1231 netting procedure, 17:7 

depreciation recapture and, 17:23 

Section 1231 netting, 17:8 

Section 1231 property, 17:5 

Property Used in the Trade or Business 

and Involuntary Conversions, 17:3-11 
Section 1244 stock, 7:6—7, 7:26—27, 16:9 
Losses on Small Business Stock, 7:6—7 

Section 1245 property, 17:13-14 

Section 1245 recapture, 17:12-14, VALS; 
17:19-21, 17:21—22, 17:23-26 

property, 17:13-14 

Section 1250 property, 17:14, 17:19, 20:18 

Section 1250 recapture, 17:14-19, 17:19-21, 
17:21-22, 17:23-26 

Securities 

dealers in, 16:7 
short sales of, 16:19 
tax-exempt, 10:18 
worthless, 7:6—7, 16:9 

Securities and Exchange Commission (SEC), 
18:36 

Securities Exchange Act of 1934, 6:15 

Self-Correction Program (SCP), 19:8 

Self-employed individual 

contribution limitations for retirement 


plans, 19:20 


coverage requirements for retirement 
plans, 19:19 
deductibility of medical insurance 
premiums, 10:8 
employee vs., 9:3—4 
office in the home expenses, 9:22-24 
retirement plans for, 19:19-20 
tax payment procedures applicable to, 
13:41-45 
tax planning for, 9:31-32 
Self-employed Keogh (H.R. 10) plans, 
9:26-27 
Self-employed retirement plans, tax planning 
for, 19:40 
Self-employment, net earnings 
from, 13:44 
Self-employment tax, 13:42—45 
deductions for AGI, 3:5 
Social Security and Medicare portions, 
13:43 
worksheet for 2008, 13:44 
worksheet for 2009, 13:43 
Senate Finance Committee, 2:3—4, 2:5 
Separate home for parent or parents, head of 
household, 3:28 : 
Separately stated items, 20:27-28 
Series E bonds, 4:13 
Series EE bonds, 4:13, 4:37, 4:38, 5:31, 
5:36-37 
Series HH bonds, 4:13 
Service requirement for depreciation, 8:4 
Services 
contribution of, 10:21 
deferral of advance payments, 4:14—15 
interest paid for, 10:17 
Severance awards, 15:12 
Severance taxes, 1:11] 
Shifting deductions, 6:31 
between employer and employee, tax 
planning for, 9:32 
Short period, 18:8 
Short sale against the box, 2:37, 16:17 
disposition rules, 16:18-19 
treatment illustrations, 16:19-—20 
Short sales, 15:21, 16:17 
in real estate, 16:20 
of securities, 16:19 
treatment illustrations, 16:19-20 
Short taxable year, 18:8 
Short-term capital loss (STCL), 7:3, 16:27 
Significant participation activity, 11:16 
SIMPLE (savings incentive match plan for 
employees), 19:4, 19:1 7-18, 19:24 
Simplified employee pension (SEP) plans, 
19:24 
and Keogh plans compared, 19:25 
Small Business and Work Opportunity Tax 
Act of 2007, 2:3 
Small business corporation, 4:19, 20:26 
Small business, encouragement of, 1:27 
Small business stock, 7:6—7, 7:26-27 
fifty percent exclusion, individual AMT 
preferences, 12:23 
Small Cases Division of the U.S. Tax Court, 
2:11 
Social considerations, tax law, 1:34 
Social Security benefits, 4:34-35 
taxation formula, 4:34 
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Social Security tax (old age, survivors, and 
disability insurance), 1:16, 13:34, 13:30 
Sole proprietorship, 20:4 
reporting procedures, 8:28 
Special clothing, deductibility of, 9:24-25 
Special withholding allowance, 13:36 
Specialized small business investment 
companies (SSBIC), 15:26 
Specific charge-off method, 7:4-5 
Sports franchises, 16:14 
Spousal IRAs, 19:20, 19:22, 19:25 
Spouse 
abandoned spouse rules, 3:26, 3:28 
innocent, 4:21 
living apart, 4:20-21 
medical expenses incurred for, 10:6 
surviving spouse status, 3:27 
transfers of property between spouses (or 
incident to divorce), 15:25-26 
Spread, stock options and, 19:36 
Standard deduction, 3:8, 3:9-12, 3:22 
individuals not eligible for, 3:11 
real property taxes and auto sales taxes, 
3:10-11 
special limitations for dependents, 3:11-12 
tax planning for, 3:36 
Standard Federal Tax Reporter, 2:22-23 
Standard mileage method, 9:6 
Startup expenditures, 8:23 
Section 195, 8:23 
State and local excise taxes, 1:9 
State death taxes, 1:12 
State decisis, doctrine of, 2:12 
State income taxation, piggyback approach 
to, 1:15 
State income taxes, 1:14-16 
Statements on Responsibilities in Tax 
Practice, 1:23 
Statements on Standards for Tax Services, 
1:23 
Statute of limitations, 1:21—22 
assessment by the IRS, 1:22 
limitations on refunds, 1:22 
Statutory (nominal) rates, 3:29 
Statutory authority, 5:5 
Statutory employees, 9:4 
Statutory expansions, 16:7-9 
dealers in securities, 16:7 
nonbusiness bad debts, 16:8—9 
real property subdivided for sale, 16:7—-8 
Statutory percentage method, 8:15 
under MACRS, 8:10 
Statutory sources of the tax law, 2:2—7 
arrangement of the code, 2:4—6 
citing the code, 2:6—7 
legislative process, 2:3—4, 2:5 
origin of the internal revenue code, 2:2-3 
Stealth tax, 3:21 
Stepped-down basis, 14:16 
Stepped-up basis, 14:16 
Stimulus bill, limited relief for carrybacks 
under, 7:22 
Stock 
appreciation rights (SARs), 19:30 
exchange of for property (Section 1032), 
15:25 
exchange of for stock of the same 


corporation, 15:25 
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Stock (contd.) 
growth ys. income, 14:23 
rollover of gain from qualified small 
business stock into another qualified 
small business stock, 15:26 
Stock bonus plan, 19:4—19 
limitations, 19:15 
See also Qualified plans 
Stock dividends, 5:31 
holding period for nontaxable, 14:12 
nontaxable, 14:11 
Stock option, 19:36-39 
incentive stock options (ISO), 19:36-38 
nonqualified stock options, 19:38-39 
tax planning for, 19:42—43 
Stock redemptions, 20:23—24 
Stock rights 
holding period of nontaxable, 14:12 
nontaxable, 14:12 
Stock sales, tax planning for, 16:34 
Straightline depreciation election, 8:7 
under ADS, 8:20 
under MACRS, 8:11-12, 8:15 
Straight-line method, 8:16 
Structuring, 2:4 
Subchapter C, Corporate Distributions and 
Adjustments, 2:6 
Subchapter K, Partners and Partnerships, 2:6 
Subchapter S, Tax Treatment of S 
Corporations and Their Shareholders, 
2:6 
Subprime mortgages, losses on, 16:8 
Substantial limitations or restrictions, 
4:11-12 
Substantial rights, patents, 16:12-13 
Substantial risk of forfeiture (SRF), 19:30, 19:34 
Substantially identical (wash sales), 14:19 
Substantially identical property, 16:18 
Substantially rehabilitated, 13:8 
Substantiation 
accountable plan for reimbursement of 
employee expenses, 9:27 
requirements, 6:29, 8:20 
Sunset provision, 1:12, 1:25 
Super-full absorption costing system, 18:32 
Support test 
children of divorced or separated parents, 
3:18 
multiple support agreement, 3:17-18 
qualifying child, 3:14 
qualifying relative, 3:16-18 
tax planning for dependency exemptions, 
3:37 
Supreme Court Reporter (S.Ct.), 2:19-20 
Surviving spouse status, 3:27 
Suspended losses 
carryovers of, 11:9 
impact of, 11:8 


at 


Table for percentage method of withholding 
for wages paid through 2009, 13:39 
Tables (MACRS, AMT, and ADS), 8:33-37 
Tangible assets 
depreciation of, 8:3 
expenditures for, 6:27 
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Tangible personal property, expensing of, 
8:14 
Tangible personalty, 10:25 
Tariffs, 1:3, 1:17 
Tax accounting methods as an incentive to 
go foreign, 18:13 
Tax administration, 1:19-24 
audit process, 1:19-21 
interest and penalties, 1:22-23 
Internal Revenue Service, 1:19 
statute of limitations, 1:21—-22 
tax practice, 1:23-24 
Tax avoidance, 2:35-36 
loans, 4:26 
Tax base, 1:5 
Tax benefit rule, 5:33, 10:9 
Tax concepts of income, comparison of the 
accounting and, 4:6-—7 
Tax conventions, 2:20 
Tax Court, 2:14-17 
See also Courts 
Tax Court of the United States Reports (T.C.), 
2:17 
Tax credit for elderly or disabled, 13:18-19 
base and threshold amounts, 13:18 
Tax credit for rehabilitation expenditures, 
13:8-9 
recapture of, 13:8-9 
Tax credits, 3:31, 13:3, 13:32-33 
adoption expenses credit, 13:20-21 
American Opportunity credit, 13:24 
business energy, 13:27 
child and dependent care expenses, 13:3, 
13:21-24 
child tax credit, 13:21 
credit for certain retirement plan 
contributions, 13:27-28 
credit for employer-provided child care, 
13:15 
credit for small employer pension plan 
startup costs, 13:14 
disabled access credit, 13:4, 13:13-14 
earned income credit, 13:3, 13:15-17 
education, 13:24-25 
elderly or disabled taxpayers, 13:3, 13:5 
energy credits, 13:27 
first-time homebuyer credit, 13:26-27 
foreign tax credit (FTC), 13:4, 13:5, 
13:19-20 
general business credit, 13:6-7 
home energy efficiency improvements, 
13:27 
lifetime learning credit, 13:24 
low-income housing credit, 13:13 
neutralizes foreign income taxes, 4:13 
other, 13:15—29 
overview and priority of, 13:5-7 
partial listing of refundable and 
nonrefundable, 13:6 
PLUG -in Electric Drive Motor Vehicles, 
13:27 
refundable and nonrefundable, 13:3—4, 
13:5-6 
research activities credit, 13:11-13 
specific business-related provisions, 
13:8-15 
tax policy considerations, 13:4—5 
work opportunity tax credit, 13:9-11 


Tax deductions, tax planning for the time 


value of, 6:30-31 
Tax deferral, tax planning for, 4:36-37 
Tax determination 
computation of net taxes payable or 
refund due, 3:30-31 
computation procedures, 3:28-33 
filing considerations, 3:21-28 
kiddie tax, 3:31-33 
of a dependent child, 3:32-33 
tax rates, 3:29-30 
unearned income of children taxed at 
parents’ rate, 3:31-33 
Tax evasion, 2:35-36 
Tax file memorandum, 2:34, 2:35 
Tax formula, 3:3-9 
adjusted gross income (AGI), 3:6 
components of, 3:3-9 
correlation with Form 1040, 3:9 
deductions for adjusted gross income, 
3:5-6 
dependency exemptions, 3:8 
exclusions, 3:4 
gross income, 3:4—5 
income (broadly conceived) , 3:3—4 
itemized deductions, 3:6—7 
nondeductible expenditures, 3:7-8 
personal exemptions, 3:8 
standard deduction, 3:8 
tax due (or refund), 3:9 
taxable income, 3:8 
Tax free municipal bonds, 12:23 
Tax Freedom Day, 2:3 
Tax gap, 2:13, 4:6, 9:31, 13:40 
Tax holiday, 1:7 
Tax home, determining, 9:9 
Tax Increase Prevention Act of 2005 
(TIPRA), 2:3, 4:16 
Tax law 
courts influence of, 1:33, 1:34 
economic considerations, 1:26—27, 
1:34 
equity considerations, 1:28-30, 1:34 
IRS influence of, 1:32, 1:34 
political considerations, 1:30-31, 1:34 
primary sources of, 2:32 
revenue needs, 1:25 
rules of, 2:2 
secondary materials, 2:32 
social considerations, 1:27—28, 1:34 
tax planning, 2:34-37 
tax research, 2:27—34 
tax research tools, 2:22-26 
understanding the Federal, 1:24-33 
Tax law sources, 2:2—21 
administrative, 2:7-—11 
assessing the validity of other, 2:32-33 
judicial, 2:11—20 
other, 2:20-21 
statutory, 2:2-7 
Tax loopholes, 1:32 
Tax Management Portfolios, 2:23 
Tax Notes, 2:10 
Tax payment procedures, 13:30-45 
applicable to employers, 13:30—41 
applicable to self-employed persons, 
13:41—45 
Tax periodicals, 2:20-21 
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Tax planning 

accounting for community property, 4:39 

adjustments to avoid overwithholding, 
13:47 

adjustments to increase withholding, 
13:46-47 

alimony, 4:39 

alternative minimum tax, 12:31—32 

amortization, 8:32 

avoiding recapture, 17:31 

business entities, 20:36-39 

capital asset status, 16:32-34 

capital expenditures, 6:33 

cash method of accounting, 4:37, 18:37 

casualty losses, 7:27 

charitable contribution deduction, 
10:34-36 

child and dependent care expenses, 
13:45-46 

comparison of Section 401(k) plan with 
IRA, 19:41 

completed contract method, 18:38 

cost identification and documentation 
considerations, 14:25 

cost recovery, 8:31—32 

deferred compensation, 19:40 

dependency exemptions, 3:36-38 

depletion, 8:32-33 

disallowed losses, 14:26—27 

documentation of related-taxpayer loans, 
casualty losses, and theft losses, 7:26 

education expenses, 9:33 

employee benefits, 5:36 

entertainment expenses, 9:34 

excessive executive compensation, 6:31 

flexible benefit plans, 19:43 

follow-up procedures, 2:37 

for corporations, regular vs. S status, 
20:38 

for maximizing benefits, 16:35 

for stock sales, 16:34 

for year-end planning, 16:35 

foreign tax credit, 13:45 

hobby losses, 6:33 

income of certain children, 3:39 

individual retirement accounts, 19:40—41 

installment method of accounting, 18:38 

interest deduction, 10:34 

inventories, 18:38—39 

investment income, 5:36-37 

involuntary conversions, 15:28 

itemized deductions, 10:32 

life insurance, 5:35 

like-kind exchanges, 15:26-28 

maximizing use of standard deduction, 
3:36 

medical deductions, 10:33 

moving expenses, 9:33 

net operating losses, 7:27-28 

nonqualified deferred compensation 
(NQDC) plans, 19:42 

nontax considerations, 2:34—35 

nontaxable economic benefits, 4:36 

nontaxable economic benefits, 4:36 

postponing and shifting recapture, 17:31 

practical application, 2:37 

property transactions, 14:25-27 

qualified plans, 19:40 


sale of a principal residence, 15:28-30 

selection of property for making bequests, 
14:26 

selection of property for making gifts, 
14:25 

self-employed individuals, 9:31-32 

self-employed retirement plans, 19:40 

shifting deductions, 6:31 

shifting deductions between employer and 
employee, 9:32 

shifting income to relatives, 4:38 

small business stock, '7:26—-27 

stock options, 19:42—43 

taking advantage of tax rate differentials, 
3:38-39 

tax avoidance and tax evasion, 2:35-36 

tax deferral, 4:36-37 

taxable year, 18:37 

time value of tax deductions, 6:30-31 

timing of recapture, 17:31 

timing of Section 1231 gain, 17:26 

timing the payment of deductible taxes, 
10:33-34 

transportation and travel expenses, 
9:32-33 

unreasonable compensation, 6:31 

unreimbursed employee business 
expenses, 9:34 

utilizing passive losses, 11:28-30 

worthless securities, 7:26 


Tax practice, 1:23-24 


ethical guidelines, 1:23-24 

statements on responsibilities in, 1:23 

statutory penalties imposed on tax return 
preparers, 1:24 


Tax preferences, 12:4 


AMT formula for individual, 12:6—7 
corporate AMT, 12:30-31 


Tax rate differentials, taking advantage of for 


tax planning, 3:38-39 


Tax rate schedule, 3:25-28, 3:29 


for single taxpayers (2009), 3:30 
method, 3:29-30 


Tax rates, 1:6, 3:29-30 


change lead to income shifting, 18:14 

corporate income, 20:13-14 

summary of income tax consequences, 
20:19 

tax table method, 3:29 
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Tax return preparation, outsourcing of, 1:25 
Tax services, 2:22-23 
statements on standards for, 1:23 
Tax shelters, 11:3-5 
Tax structure, 1:5-6 
criteria used in the selection of, 1:4—5 
incidence of taxation, 1:6 
tax base, 1:5 
tax rates, 1:6 
Tax table, 3:29 
Tax treaties, 2:20 
Tax Treatment of S Corporations and Their 
Shareholders, Subchapter S, 2:6 
Tax Withholding and Estimated Tax, 
Publication 505, 13:47 
Taxable estate, 1:11-12 
Taxable income, 1:5 
S corporation, 20:28-29 
Taxable year, 4:8, 18:3, 18:37 
Taxation 
double, 1:6 
general scheme of, 16:3 
global system approach, 3:6 
incidence of, 1:6 
learning and coping with, 1:2-3 
on the CPA examination, 2:37—39 
territorial system approach, 3:6 
Tax-deferred annuities, 19:4 
Taxes, 10:11-15 
ad valorem, 1:6 
consumption, 1:6 
corporate income, 1:6 
data warehousing reduces global taxes, 
2:27 
death taxes, 1:11—12 
deductibility as, 10:11-12 
deductibility of foreign, 10:14 
deductible and nondeductible, 10:12 
distinguished from fees, 10:11 
employment taxes, 1:16-17 
estate, 1:11 
excise, 1:3, 1:8 
fair, 1:19 
Federal estate, 1:11—12 
federal gift, 1:12-13 
federal income, 1:14 
FICA, 1:16—17, 13:30 
flat, 1:18 
foreign withholding, 13:41 
franchise, 1:3, 1:18 


Tax Reform Act (TRA) of 1986, 2:2 
Tax Relief and Health Care Act of 2006, 2:3 
Tax Relief Reconciliation Act of 2001, 1:12, 
1:13, 2:3, 3:29, 14:18 
Tax research, 2:27—-34 
arriving at the solution or at alternative 
solutions, 2:33 
assessing the validity of the tax law sources, 
2:29-33 
communicating tax research, 2:33-34 
identifying the problem, 2:27-28 
locating the appropriate tax law sources, 
2:29 
process, 2:28 
refining the problem, 2:28-29 
Tax research tools, 2:22-26 
electronic services, 2:23-26 
electronic vs. paper, 2:22 
tax services, 2:22—23 


FUTA, 1:17, 13:30 

general sales, 1:9-11 

gift taxes, 1:12-13 

income, 1:4, 1:14-16 
inheritance, 1:11 

interest on deferred, 18:26 
jock, 1:16 

major types of, 1:6-19 

mass, 1:4 

Medicare, 1:16 
miscellaneous state and local taxes, 1:18 
national sales, 1:19 

other U.S., 1:17-18 
progressive, 1:6 

property, 1:6-8, 10:12-14 
proportional, 1:6 

proposed U.S. taxes, 1:18-19 
sales, 1:9, 1:19 
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Taxes (contd.) 
Section 164, 8:24 
severance, 1:11] 
Social Security, 1:16 
standard deductions for real property and 
auto sales, 3:10-11 
state and local excise, 1:9 
state and local income and sales, 10:14-15 
state death, 1:12 
state income, 1:14—16, 10:14-15 
tax planning for timing the payment of 
deductible, 10:33-34 
transaction taxes, 1:8-11 
use, 1:10 
value added, 1:18 
Taxes payable, computation of net, 
3:30-31 
Tax-exempt income, expenses and interest 
relating to, 6:29-30 
Tax-exempt securities, 10:18 
Tax-free transaction, 15:3 
Taxpayer Relief Act (TRA) of 1997, 2:3, 2:4 
Taxpayer use test, replacement property, 
15:12 
Taxpayers eligible for domestic production 
activities deduction, 7:19 
Tax-related Web sites, 2:26 
Technical Advice Memoranda (TAMs), 2:11 
Technical Expedited Advice Memorandums 
(TEAMS), 2:11 
Temporary assignments, travel expenses, 9:8-9 
Temporary Regulations, 2:8 
Tentative minimum tax, 13:6—7 
Terminally ill, accelerated death benefits 
and, 5:8 
Territorial system approach to taxation, 3:6 
Tests based on 
current participation, 11:15-16 
facts and circumstances, 11:17 
prior participation, 11:16-17 
Theft losses, 7:9 
as capital recovery, 14:6 
Form 4684, 15:16, 17:23-26 
personal casualty gains and losses, 7:13-15 
Section 123] assets, 1'7:6-8 
statutory framework for deducting losses of 
individuals, 7:13 
tax planning for documentation of, 7:26 
See also Casualty loss 
Thin capitalization, 20:17 
Tiebreaker rules, qualifying child, 3:14-15 
Timber, as Section 1231 asset, 17:5-6 
Timing of expense recognition, 6:8-11 
accrual method requirements, 6:10-11 
cash method requirements, 6:9-10 
importance of taxpayer’s method of 
accounting, 6:8—9 
Total gain, 18:21 
TRA of 1986, 8:5, 19:13 
Trade names, 8:23, 16:13-14 
Trade or business expenses, 6:6-8 
and production of income expenses, 6:6-7, 
6:7-8 
deductions for AGI, 3:5 
Trademarks, 8:23, 16:13-14 
Traditional IRA, 9:26, 19:28 
See also Individual retirement account 
Transaction taxes, 1:8-11 
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Transfer for valuable consideration, life 
insurance proceeds, 5:9 
Transmittal of Wage and Tax Statements, 
Form W-3, 13:39-40 
Transportation expenses, 9:5—-8 
commuting expenses, 9:5-6 
computation of automobile expenses, 
9:6-8 
qualified expenditures, 9:5-6 
tax planning for, 9:32-33 
Transportation for medical treatment, 
deductible medical expenses, 10:7 
Travel expenses, 9:8-12 
away-from-home requirement, 9:8-9 
combined business and pleasure travel, 
9:10-12 
definition of travel expenses, 9:8 
domestic travel, 9:10-11 
foreign travel, 9:11—-12 
restrictions on, 9:9-10 
tax planning for, 9:32-33 
Travel status, 9:5 
Treasury Decisions (TDs), 2:8, 2:10 
Treasury Department Regulations, 2:7-8 
assessing the validity of, 2:30-31 
Treasury Inspector General for Tax 
Administration (TIGTA), 6:19, 15:5 
Trial court, 2:11, 2:12-14 
See also Courts 
Troubled Assets Relief Program (TARP), 6:16 
Trusts 
beneficiaries of, 4:19 
income from, 4:18—-19 
Tuition expenses, deductible medical 
expenses, 10:5 
Two percent floor 
limitation on itemized deductions, 9:30 
miscellaneous itemized deductions not 
subject to, 9:30-31 
miscellaneous itemized deductions subject 
to, 9:30 
Two percent-of-AGI floor, 9:29 
Two percent-of-AGI limitation, 17:6 
Two-year ownership rule exceptions, sale of 
personal residence, 15:18-20 


U 


U.S. Court of Appeals, 2:14 
See also Courts 
U.S. Court of Federal Claims, 2:11 
See also Courts 
US. District Court, judicial citations of, 
2:18-19 
See also Courts 
U.S. government publications, as definition 
of capital asset, 16:5, 16:6 
U.S. Supreme Court, 2:15-16 
judicial citations of, 2:19-20 
See also Courts 
U.S. Tax Cases (USTC), 2:18-19 
U.S. Tax Court, 2:11, 2:12-14 
http://www.ustaxcourt.gov, 2:18 
judicial citations of, 2:17-18 
jurisdiction of, 2:13 
Small Cases Division, 2:11 
See also Courts 


US. taxation, history of, 1:3-4 
Undergraduate tuition waivers, 5:11 
Unearned income, 3:32 
Unearned income of children taxed at 
parents’ rate, 3:31—-33 
election to claim certain unearned income 
on parent’s return, 3:33 
net unearned income, 3:32 
other provisions, 3:33 
tax determination, 3:32-33 
Unemployment compensation, 4:34 
Unfunded NQDC plan, 19:30-31 
Unified transfer tax credit, 1:12 
Unified transfer tax schedule, 1:13 
Uniform capitalization (UNICAP) rules, 
18:31-33 
Uniform Gifts to Minors Act, 4:38 
United States Board of Tax Appeals Reports 
(B.T.A.), 2:18 
United States Reports, Lawyer’s Edition (L.Ed.), 
2:19-20 
United States Supreme Court Reports (U.S.), 
2:19-20 
United States Tax Reporter, 2:22-23 
Unit-livestock-price method, 18:37 
Unreasonable compensation, tax planning 
for, 6:31 
Unrecaptured Section 1250 gain, 16:21, 
17:17-19 
net Section 1231 gain limitation, 17:18 
Section 1250 property for purposes of, 
17:19 
special 25% gain netting rules, 17:19 
Unreimbursed employee business expenses, 
9:30 
Form 2106-EZ, 9:29 
tax planning for, 9:34 
Unreimbursed employee expenses, 9:28 
Unreimbursed employment-related 
expenses, child and dependent care 
expenses, 13:22 ‘ 
Unreimbursed moving expenses, deductions 
for AGI, 3:5 
Use or lose plans, 5:21 
Use tax, 1:10 
using the income tax return as a reminder, 
1:15 
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Vacation homes, 6:21 
conversion to rental property, 6:24 
personal/rental use, 6:22—24 
primarily personal use, 6:21 
primarily rental use, 6:21—22 
rental of, 6:21-25 
Vacation/rental home, 6:25 
Valuation requirements for charitable 
contributions, 10:23 
Value added tax (VAT), 1:18 
Vesting requirements, 19:9-10 
alternative minimum vesting schedules, 
19:9 
qualified plan, 19:9-10 
Voluntary Correction Program (VCP), 
19:8 


W 


W-2 wages, 7:18 
Wash sale, 14:19-20, 14:27 
Web sites, tax-related, 2:26 
Wherewithal to pay, 1:29 
Withholding 
backup, 13:40—41 
tax planning for adjustments to avoid 
overwithholding, 13:47 
tax planning for adjustments to increase, 
13:46-47 
Withholding allowances, 13:36 
Withholding classifications, 13:31 
Withholding table, wage bracket, 13:38 
Withholding tax, foreign, 13:41 


Work opportunity tax credit, 13:9-11, 13:33 
computation of, 13:9-10 
long-term family assistance recipient, 
13:10-11 
qualified summer youth employees, 13:10 
Workers’ compensation, 5:13 
Workers, misclassification of, 9:31 
Working condition fringes, 5:22, 5:23-24, 
5:25, 5:27 
Working Families Tax Relief Act of 2004, 2:3, 
3:13, 3:15 
Worthless securities, 7:6—7, '7:26 
and Section 1244 stock, sale or exchange 
of, 16:9 
small business stock, 7:6—7 
Writ of Certiorari, 2:16 
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Year of deduction, medical expenses, 10:8 
Year of inclusion 
accounting methods, 4:8-10 
exceptions applicable to accrual basis 
taxpayers, 4:14-15 
exceptions applicable to cash basis 
taxpayers, 4:11-14 
taxable year, 4:8 
Year-end planning, tax planning for, 16:35 
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AMT Formula for Individuals 


Regular Taxable Income 


Plus or minus: Adjustments 


Plus: 


Equals: 


Minus: 


Equals: 


Times: 


Equals: 


Minus: 


Equals: 


Minus: 


Equals: 


Tax preferences 

Alternative minimum taxable income 
Exemption 

Alternative minimum tax base 

26% and 28% graduated rates 

Tentative minimum tax before foreign tax credit 
Alternative minimum tax foreign tax credit 
Tentative minimum tax 

Regular income tax liability 

Alternative minimum tax (if amount is positive) 


AMT Exemption Phaseout for Individuals 


Phaseout 
Filing Status Exemption Begins at Ends at 
Married, filing jointly $70,950 $150,000 $433,800 
Single or head of household 46,700 112,500 299,300 


Married, filing separately 35,475 75,000 216,900 


AMT Formula for Corporations 


Regular Taxable Income before NOL Deduction 


Plus or minus: 
Plus: 
Equals: 
Plus or minus: 
Equals: 
Minus: 
Equals: 
Minus: 
Equals: 
Times: 
Equals: 
Minus: 
Equals: 
Minus: 
“Equals: 


Adjustments (except ACE adjustment) 

Tax preferences 

AMTI before ATNOL deduction and ACE adjustment 

ACE adjustment 

Alternative minimum taxable income (AMTI) before ATNOL deduction 
ATNOL deduction (limited to 90% of AMTI before ATNOL deduction) 
Alternative minimum taxable income (AMTI) 

Exemption 

Alternative minimum tax base 

20% rate 

Tentative AMT before AMT foreign tax credit 

AMT foreign tax credit 

Tentative minimum tax 

Regular income tax liability before credits minus regular foreign tax credit 
Alternative minimum tax (AMT) if positive 
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Income Tax Rates—Corporations 


Taxable Income Tax Rate 


Not over $50,000 15% 
Over $50,000 but not over $75,000 25% 
Over $75,000 but not over $100,000 34% 
Over $100,000 but not over $335,000 39%* 
Over $335,000 but not over $10,000,000 34% 
Over $10,000,000 but not over $15,000,000 35% 
Over $15,000,000 but not over $18,333,333 38%** 
Over $18,333,333 35% 


*Five percent of this rate represents a phaseout of the benefits of the lower tax 
rates on the first $75,000 of taxable income. 
**Three percent of this rate represents a phaseout of the benefits of the 
lower tax rate (34% rather than 35%) on the first $10 million of taxable income. 


STUDENTS — GET STUDY HELP Now FoR Your TAX COURSE 
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Do you need more help studying for your taxation class? 
Order the Study Guide to this textbook and get up-to-date help fast! 


¢ Study Highlights — an outline of key topics for each chapter. 
° Key Terms used in the chapter. 
e Self-Quizzing with helpful, annotated answers. 


Check with your bookstore. Ask for ISBN 0-324-82916-7. 


Or Order Online Now. Go to www.cengage.com/taxation/swft. Select your text from the titles listed. At the 
Student Resources page for your text, select Book Supplements. Click on the link for Study Guide and add it to the 
shopping cart. 


Test Drive the Study Guide with Free Sample Chapter. Go to www.cengage.com/taxation/swft, select your text 
from the titles listed, go to the Student Resources page, and click on the Sample Study Guide Chapter link to down- 
load a chapter. 


GeT EvEN More HEtp — Ask Your INSTRUCTOR 
ABOUT ASSIGNING THESE PRACTICE SETS _ 


For Individual Taxation: 

Practice Sets for South-Western Federal Taxation: Individual Income Taxes, 2010 Edition. These practice 
sets, by Raymond Wacker (Southern Illinois University), are comprehensive and designed to be completed 
near the end of the course using tax preparation software such as TaxCut®. ISBN: 0-324-82915-9. 

For Corporations, S Corporations, and Partnerships: 

Practice Sets for South-Western Federal Taxation: Corporations, Partnerships, Estates & Trusts, 2010 Edition. 
These practice sets, by Don Trippeer (SUNY College at Oneonta), allow you to put your corporations a 
partnerships knowledge to use, ensuring proper understanding of concepts and procedures using TaxCut® 
or other tax preparation software. ISBN: 0-324-82906-X. 


Practice sets work with the latest tax forms and are available for purchase online by visiting 
www.cengage.com/taxation/ swift 


Check with your instructor before buying practice sets. Solutions are available to instructors only in a separate volume* 
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The Leadership You Trust. 
The Innovation You Expect. 
The Service You Deserve. 


Leadership — For more than 30 years, the South-Western Federal Taxation series 
has guided over 1.5 million students through the ever-changing field of federal taxation! 


TaxCut. 


¢ THOMSON REUTERS © 


Innovation — Every NEW copy of the Academic Edition includes H&R Block’s 
TaxCut® software! In addition, Deloitte Tax LLP materials are available on the 
companion website to expose you to the professional tools you will use in 
your career. The student edition of Checkpoint® from Thomson Reuters 
accompanies each new copy of this text to help you make sense of all the 
tax laws, cases, and rulings. 


Service — South-Western Federal Taxation delivers an unrivaled set of learning 
aids to help you complete homework and prepare for exams! Study guides offer 
quizzes with solutions, and practice sets come with tax forms to simulate an 
on-the-job experience. 


For more information, visit: 
www.cengage.com/taxation/swft 


Aplia™ is an online interactive homework solution that 


se improves learning by increasing student effort and 
C:) engagement. Aplia for tax ensures that you stay on top 
of your coursework with regularly scheduled homework 


@ 
aplia assignments. The Aplia assignments are derived from 


Engage. Prepare. Educate. select end-of-chapter problems from the textbook, 
allowing you to apply what you learn. To explore the 
benefits Aplia offers, visit www.aplia.com/cengage. 


= , SOUTH-WESTERN 
a®& CENGAGE Learning: 


To learn more about South-Western, visit www.cengage.com/southwestern 


Purchase any of our products at your local college store or at our 
preferred online store www.ichapters.com 


